Econ 522a

Conditional Forecasting Variances
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Conditioning on X yields
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After making appropriate substitutions in (3) and (1), one obtains
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Note that Var (e;) > o2 [X;(X'X) " X} +1] , i.e. the variance of the forecast
error when X is unknown exceeds the variance of the forecast error when X; is
known.

In practice one would use
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