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Abstract
In this work, we present a nonparametric Bayesian method for multivariate volatility modeling. Our approach is based on postulation of a novel mixture of multioutput heteroscedastic Gaussian processes to model the covariance matrices of
multiple assets. Specifically, we use the Pitman-Yor process prior as the nonparametric prior imposed over the components of our model, which are taken as
multioutput heteroscedastic Gaussian processes obtained by introducing appropriate convolution kernels that combine simple heteroscedastic Gaussian processes
under a multioutput scheme. We exhibit the efficacy of our approach in a volatility
prediction task.
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Introduction

In this work, we aim to address the problem of appropriately modeling the dynamic covariance matrices for high-dimensional vector-valued observations using Gaussian processes. Indeed, existing
Gaussian process models typically make two rather implausible assumptions: (i) they assume a constant (noise) variance in their prior configuration, thus failing to capture the dynamic nature of the
variance in the modeled data; and, (ii) they usually consider that the modeled vector-valued outputs
consist of independent components, thus neglecting the covariance structure in the modeled data.
Approaches that allow for modeling the dynamic covariance matrices (volatility) for highdimensional vector-valued observations are essential in many real-life applications. One characteristic area where volatility models are especially important is econometrics: the price of essentially
every derivative security is affected by swings in volatility. Indeed, ARCH [5], and, more generally,
GARCH [3] models comprise the most popular family of methods used for predicting the volatilities of returns on equity indices and currency exchanges [12, 7]. Multivariate volatility models can
be used to understand the dynamic correlations (or co-movement) between equity indices, and can
make better univariate predictions than univariate models.
Gaussian process (GP) models comprise one of the most popular Bayesian methods for regression,
function approximation, and predictive density estimation [6]. Despite their significant flexibility
and success in many application domains, GPs do also suffer from several limitations. To begin
with, most GP approaches assume that the modeled vector-valued outputs consist of independent
components, thus totally neglecting the actually existing covariance structure. GP models with
convolved kernels have been recently proposed to resolve these shortcomings (see, e.g., [1]).
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In addition, most existing GP formulations assume that the prior (noise) variance is a constant, thus
failing to incorporate in their prior assumptions the dynamic nature of the variance in the modeled
data. Recently, a heteroscedastic GP approach has been proposed in [8], in an effort to resolve these
issues. In that work, a scalar-valued (single-output) GP is postulated, where the noise variance is
considered to depend on the (multivariate) input observations of the model, with this dependence
modeled by means of an additional, separately postulated GP model.
Finally, when dealing with tasks entailing non-stationary covariance functions, multi-modal output,
or discontinuities, specifying appropriate priors and performing learning in GP models tends to
become considerably cumbersome, if at all possible. To alleviate these issues, several researchers
have considered postulating ensembles of GPs, which either divide the input space into segments,
and train a different GP on each one of these segments, or obtain non-parametric mixture model-like
ensembles of GPs, with suitable mixing priors, e.g. Dirichlet processes [2], or Pitman-Yor processes
[11] (see, e.g., [13, 10, 9]).
Inspired by these advances, in this paper we propose a Non-Parametric Mixture of Multi-Output
Heteroscedastic Gaussian Processes for Volatility Modeling. Our method comprises the postulation
of a nonparametric Bayesian model based on the introduction of a Pitman-Yor process prior over the
space of possible Gaussian processes with input variables in the whole input space considered each
time. In addition, each one of the postulated component GPs uses a suitable convolved kernel, to
allow for capturing the covariance structure in the output variables of the model, which most existing
GP formulations neglect to a great extend. Finally, for each one of the postulated component mixture
GPs, a dynamic noise covariance is assumed, modeled by means of an additional postulated GP;
that is, the mixture component GPs in our model are considered of an heteroscedastic nature, which
allows for effectively capturing the volatility in the modeled data. We experimentally exhibit the
efficacy of our approach.
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Proposed Approach


T
Let us consider N multidimensional input vectors x = x1 T , x2 T , . . . , xN T
with cor T

T
T T
responding multidimensional output vectors y = y1 , y2 , . . . , yN
, where yn =
T
[y1 (xn ) , y2 (xn ) , . . . ,yM (xn )] . We assume that
c
c
ym (xn ) = fm
(xn ) + rm
(xn ) ∀m = 1, . . . , M

and

(1)

c

c
rm
(xn ) = egm (xn )
(2)
In the above equations, the index c refers to the component index of a postulated mix

c T T
c
ture model. Let us also introduce the notation r c = r1c T , r2c T , . . . , rN
and rn
=
T
c
c
c
[r1 (xn ) , r2 (xn ) , . . . , rM (xn )] . Then, definition of our model comprises the assumptions:

c
p (yn |xn , znc = 1) = N yn |fnc , Rn
(3)



c
p (f c |x; φ) = N f c |0, Kf,f


c
p (g c |x; θ) = N g c |µc0 1, Kg,g

 cT cT

c T T
c
c
c
, gc
=
g1 , g2 , . . . , gN
, gn
where we denote Rn
=
diag rn
h
iT
T
c
c T
(xn )] , f c
=
f1c T , f2c T , . . . , fN
, and fnc
[g1c (xn ) , g2c (xn ) , . . . , gM
[f1c

(xn ) , f2c

c
(xn ) , . . . , fM

(4)
(5)
=
=

T

(xn )] .

c
c
In the above equations, the Kf,f
and Kg,g
are Gram matrices defined over the sets of input observations x. To allow for capturing the covariance structure between the modeled outputs, we use
convolved kernel functions, similar to [1]. We let

{Kf,f }(m−1)×N +n,(s−1)×N +l = Cov {fm (xn ) , fs (xl )}
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and the k(·, ·) are autoregressive kernels of order one (AR(1)). Finally, for the variables znc we use
a Pitman-Yor process prior, under a stick-breaking construction:
p (znc = 1|v) = πc (v)

πc (v) = vc

c−1
Y

(1 − vj ) ∈ [0, 1]

(10)

(11)

j=1

p (vc |α) = Beta (1 − δ, α + δc)
(12)
We conduct inference for our model using the variational Bayesian paradigm, which results in simple
and efficient predictive posterior expressions, by introducing a truncation threshold C (maximum
allowed number of mixture components), such that πc (v) = 0 ∀c > C.
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Experiments

To show the efficacy of our approach, we apply it to perform volatility modeling and forecasting in
financial return time series. Asset return at time t, y(t), is defined as the one-step differential of the
price p(t) of an asset, i.e. y(t) , p(t) − p(t − 1), while volatility is defined as the standard deviation
of a financial return series at time instant t given the information available at time t − 1.
In our experiments, we work with the Global Large-Cap Equity Indices of the period 1998-2003,
available in the Econometrics Toolbox of MATLAB. This dataset comprises daily return series for
M = 6 assets over a 5-year period. We postulate our model with its input driven by the onestep-back asset return values y(t − 1) = [ym (t − 1)]M
m=1 , and its output comprising the return series
y(t). To remain consistent with the existing literature, we adopt the typical assumption of zero-mean
return series, setting f = 0 in our model. Note though that we could as well relax this assumption,
to allow for our model to capture drifts in the mean of the return series.
We conduct model training over windows of 120 days; this procedure is repeated every 7 days, i.e.
we retrain our model using sliding windows 120 values-wide with overlap of 7 values. In each case,
prediction is performed one, seven, and 30 days ahead. As our performance metric, we use the MSE
between the predicted volatility and (i) the squared returns, and (ii) the squared standard deviation
over the employed sliding windows. These are two of the few consistent ways to measure volatility,
as discussed in [4].
To obtain some comparative results, we also evaluate the VHGP model of [8] in the same task. Our
considered competitor consists a popular approach that yields state-of-the-art results in financial
return series volatility modeling. Our results are provided in Tables 1 and 2 for the maximum
allowed number of mixture components (variational truncation theshold) equal to C = 5 and 10. As
we observe, our approach offers a very significant improvement over its competitor, approximately
of one order of magnitude.
We would like to mention that we could obtain a much larger improvement by setting the truncation
level higher, but this would be quite cumbersome, due to the computational time required. Our
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Table 1: Squared returns MSE performance obtained by the evaluated methods.
Method
VHGP
Proposed Approach: C = 5
Proposed Approach: C = 10

One-day prediction
9.87 × 10−7
4.79 × 10−7
3.78 × 10−7

Seven-day prediction
1.01 × 10−6
4.62 × 10−7
3.65 × 10−7

30-day prediction
1.02 × 10−6
4.87 × 10−7
3.93 × 10−7

Table 2: Sliding window variance MSE performance obtained by the evaluated methods.
Method
VHGP
Proposed Approach: C = 5
Proposed Approach: C = 10

One-day prediction
1.28 × 10−6
4.54 × 10−7
2.22 × 10−7

Seven-day prediction
1.27 × 10−6
4.20 × 10−7
1.99 × 10−7

30-day prediction
1.23 × 10−6
4.17 × 10−7
2.08 × 10−7

ongoing research efforts are targeted at coming up with suitable sparse approximation techniques
that would allow for increasing the scalability of our method.
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