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Abstract:  As an extension to previous research efforts, the PPM is applied
to the identification of multiple change points in the parameter that indexes
the regular exponential family. We define the PPM for Yao’s prior cohesions
and contiguous blocks. Because the exponential family provides a rich set
of models, we also present the PPM for some particular members of this
family in both continuous and discrete cases and the PPM is applied to
identify multiple change points in real data. Firstly, multiple changes are
identified in the rates of crimes in one of the biggest cities in Brazil. In
order to illustrate the continuous case, multiple changes are identified in
the volatility (variance) and in the expected return (mean) of some Latin
America emerging markets return series.
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1. Introduction

Most of the methodologies considered in change points analysis assume that
the number of change points is known and fixed (see Chen and Lee, 1995; Geweke
and Terui, 1993; Hawkins, 2001, and many others). Other authors have studied
the one-change-point problem using a Bayesian approach (see Menzefricke, 1981;
Hsu, 1984; Smith, 1975, for example). The product partition model (PPM)
developed by Hartigan(1990) introduces more flexibility into the analysis of these
problems since it considers the number of change points as a random variable. As
shown by Barry and Hartigan (1992), by applying the PPM one can easily obtain
product estimates for the parameters of interest at each point of the time, the
posterior distribution of the random partition generated by the change points,
and also the posterior distribution of the number of change points. Applications
and extensions of the PPM can be found in Barry and Hartigan (1993), Crowley
(1997), Quintana and Iglesias (2003), Loschi and Cruz (2005) and others (see more
on Bayesian approach of multiple change points in Elliott and Shope, 2003).
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Despite of all flexibility introduced by the PPM in the analysis of change point
problems, in many situations, we have noticed that the posterior distribution for
the random partition, as originally defined by Barry and Hartigan (1993), puts
similar or equal mass for a large number of partitions. For such cases, it is a hard
task to identify the change points. One way to measure the evidence of a change
is to compute the posterior probability of each instant being a change point
as established by Loschi and Cruz (2005). Another way to solve this problem
is to consider the theoretical decision approach for choosing the best partition
introduced by Quintana and Iglesias (2003).

In this paper we apply the PPM and its extensions proposed by Loschi and
Cruz (2005) to identify multiple change points in the parameter that indexes the
regular exponential family. We suppose that only contiguous blocks are possible
and consider the prior cohesions proposed by Yao (1984). The change point
model considered by Yao (1984) is a discrete time version of the model discussed
by Barnard (1959). We also present the PPM for some particular members of
the exponential family in both discrete and continuous cases. Consequently, we
extend to a more general family the methodology earlier developed by Loschi
et al. (2003) to identify change points in normal means and variances.

Two real data sets are analyzed. Firstly, to illustrate the discrete cases, we
identify multiple change points in the rates of crimes in Belo Horizonte, one of
the biggest cities in Brazil. Then, multiple change points are identified in the
volatility (variance) and in the expected return (mean) of some Latin America
emerging market return series, illustrating the use of the PPM in the continuous
case.

This paper is organized as follows. In Section 2, the parametric PPM is
defined. Some computational procedures proposed in the literature to manage
the PPM are also described. In Section 3, we apply the PPM to the exponential
family and to some particular distributions. In Section 4, the results are applied
to the analysis of two real data sets. Finally, in Section 5 some conclusions close
the paper.

2. The Product Partition Model

In this section we briefly describe the PPM as well as its extensions to compute
the posterior probability of each instant being a change point. The computational
method involved is also presented.

2.1 PPM using Yao’s cohesions

Let X1,...,X, be a data sequence and consider the index set I = {1,...,n}.
Consider a random partition p = {ig,41, --,p} of set I, 0 = ig < i3 < -+ <
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iy = n. Consider that each partition divides the data sequence Xi,...,X,, into
B = b contiguous subsequences (blocks), which are denoted here by Xlir_1ir] =
(Xi 1415, X))t form =1,...,b. Let cf;;) be the prior cohesion associated with

the block [ij] = {i+1,...,j}, for i,j € I U{0}, and j > i, that represents the
degree of similarity among the observations in X(;; and that may be interpreted
here as transition probabilities in the Markov chain defined by the change points.
Let 0 < p < 1 be the probability that a change occurs at any instant in the
sequence. The prior cohesion for block [ij] proposed by Yao (1984) is given by:

[ p(—pyt if <o,
Clig] = (1—py—=1 ifj=n,

for all 4, j € I, i < j. These prior cohesions imply that the sequence of change
points establishes a discrete renewal process, with occurrence times identically
distributed with geometric distribution.

Let 64,...,0, be a sequence of unknown parameters conditional on which
the sequence of random variables X7, ..., X,, has conditional marginal densities
f1(X11601), ..., fu(Xn|0n), respectively. The prior distribution of 64,...,60, is
constructed as follows. Given a partition p = {ig,..., i}, for b € I, one has that
0, = Qlir—1ir] for every i,_1 < i <4, and r = 1,...,b, and that glioir] ___ gliv-17]
are independent and also independent from p, with 07! having prior (block)
density 7[;;1(0), 0 € Oy;), where O is the parameter space corresponding to
the common parameter, say, glidl = i1 = ... = 0;, that indexes the conditional
density of X[;;. Hence, the PPM for Yao’s prior cohesions is defined as follows.

The random quantity (X1, ..., X,; p) follows a PPM, denoted by (X7, ..., Xp;
p) ~ PPM, if:

i) given p, the prior distribution of p is the following product distribution:

P(p - {iOv s 7ib}’p) :pb_l(l _p)n—b’ bel,

for every partition {ig,...,p}.

ii) Given p = {ip,...,%} and p, the sequence X1, ..., X, is independent from
p and has the joint density given by:

FOX1, L Xalp = Lo, i hop) = Ty fo i) (Kjis i)

in which f;;)(Xp;5)) f@ f[w X3110)7(;51(0)df is the joint density of the
random vector, called data factor.
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It is also shown that the posterior distribution of 6, is given by:

s—1 n

T(0sX0, - X0) = D> v (01X i), s=1,...,m, (2.1)

i=0 j=s
and that the posterior expectation (or product estimate) of 0y is given by:

s—1 n

B(Os| X1, X0) = Y ) i BOs[ X)), s =1,...,n, (2.2)

1=0 j=s

in which rf, = P([ij] € p|X1,...,Xy) denotes the posterior relevance for the
block [ij]. More details can be found in Barry and Hartigan (1992).

Let us assume that p has prior distribution 7(p). As a consequence of these
assumptions, it follows that the posterior distributions of p and B are given,
respectively, by:

P(p == {’io,... ,ib}|X1,... ,Xn)
1
T oo (X i) /0 P11 — p)tr(p)dp,
and

P(B=0blXi,...,X,)
1
X Z H?:lf[ij_lij} (X[ij_l’i]’}) /()' pb_l(l - p)n_bﬂ-(p)dpv
Cp

where Cp, denotes the set of all partitions of I into b contiguous blocks.

Because the product estimates are strongly influenced by the prior distribu-
tion of p, it is important to obtain its posterior distribution. Assuming that
p ~ m(p), such posterior distribution is given by:

m(PIX1, - Xn) o > T fi i (X, ya)P" (L= p)" 7 (p),

in which the summation is over all partitions of I.

An evidence of a change point is the posterior probability of each instant
being a change point. Let C; be the set that contains all partitions that include
the instant [ as a change point, that is, each partition in C; assume the form
{ioy .- ik—1,%k = l,ik+1,...,9p} for any k € I. The event A; denotes that the
instant [ is a change point, for [ = 1,...,n — 1. Thus, the posterior probability
of A; is given by:

ZCl H?:lf[i]'_ﬂj} (X[ij_l’i]']) 01 pbil(l - p)nibﬂ-(p)dp

P(AX1, ... X)) = - T —
ZH]:lf[Z]_1’L]](X[Z]_1ZJ])fo p (1 _p) ﬂ-(p)dp
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where the summation in the denominator is over all partition of I.

2.2 Computational methods

To compute the posterior distributions of p, B and p, the product estimates
of 0y, and the posterior probability of A;, the following algorithm was proposed
in the literature. Assume that, given p, ¢; = 6;11 = ... =0,, for | =1,...,n and
i,j €1, <j. Let Xjon) = (X1,...,Xp) and 0 = (01,...,6,) and denote by 0_,
the vector (01,...,6;-1,0;11,...,0,). The full conditional distributions of p, p,
and 6;, for [ = 1,...,n are given, respectively, by:

P = )" Pr(p);
(nglf[ij_lij](X[ij_lij})> pb_l(l - p)n_b;
Jiij) (011 X 1i7)-

7T(p|p7 97 X[On}) X
W(p’pv 07X[0n})

x
W(Hl‘p,p, 0717 X[On}) X
Notice that, because all partitions must be considered, it may be very diffi-
cult to sample directly from the full conditional distribution of p in case of long
sequences are assumed. Let us define the auxiliary random quantity U;, such
that Uy = 1, if 0, = 0,11, and U; = 0, otherwise, for [ = 1,...,n — 1. No-
tice that the random partition p is immediately identified by considering vectors
U = (Uy,...,Up—1) of these random quantities. Each partition (U},...,U;_,),
s > 1, is generated by using Gibbs sampling by considering the following ratio:

R — f[:vy](X[xy}) fol pb_2(1 - P)n_b+1d77(p) (2.3)

Fron) Xpor) Firg) (Xr)) Sy 2211 — p)n—bdn(p)’

forr =1,...,n — 1, and where z is the last change point before r and y is the
next change point following r ( see, Loschi and Cruz (2005) for all the details).

3. The Product Partition Model for the Regular Exponential Family

In this section we extend the PPM to identify multiple change points in the
parameter that indexes the exponential family. In order to permit a tractable
implementation of the PPM, some results related to the conjugacy for the regular
exponential family established in the literature are considered (see Bernardo and
Smith, 1994, for example).

Let , € © C RY d > 1,1 = 1,...n. Assume that, given 6y, ..., 6,,

Xi,...,Xn, X; € X CR, 1 =1,...n, are independent and X;|0; has density



310 R. H. Loschi et al.

function in the regular d-parameter exponential family, that is,

d
p(Xi|0:) = h(X;)L(6;) exp {Z Ck¢k(91)fk(Xl)}

k=1

where h (positive), f = (f1,..., fq) and ¢ = (é1,...,¢q) are functions and ¢,
l=1,...,d are constants such that

d

[L(O)] ! = /Xh(Xl) exp {Z Ck¢k(91)fk(Xz)} d(X) < o0

k=1

It follows that the common parameter ¢[;;) for the block X[;;) has the following
conjugate prior distribution:

p(e[ij]‘T[ij]) _ [K(T[ij})]fl[L(e[i]]) 7l exp {ch¢k zy] J]} (3.1)
k=1

where 717 = (T(gij], . ,ng]) such that

K(ri) = [ 16 ojexp{Zcm gli) Zﬂ}dwﬁﬂ)m
(€]

As a consequence of such assumptions it follows that the prior predictive
distribution of X7 is
KT 4+ 1 4(Xjy)
K (rlial)

where t(;_y (X)) = (G —1, X011 fl(Xl) ooy 311 fa(X))) and the block pos-
terior distribution of 81!, given X [

h(X1)

p(Xpig ) = 10] (3.2)

l=i+1

zg]a

PO Xy, 79) = (KO 4 1 (X)) L0 40
d .. j
X exp {Z crr(019)) (ngm + > fk(Xl)> } - (33)
k=1 I=i+1
Consequently, from expressions (3.3) and (2.1) the posterior distribution of 6,
s=1,...,n assumes the following expression:
s—1 n
(i 4 i
PUOIX o X 7) = 3 T (K 4ty (X D] L))
=1 j=s

d
eXp{ZCk¢k(95) ( St Z Ju( X )}
k=1

l=i+1
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However, we should notice that the general formula for the product estimates
can be specified only for the natural parameter. In such a case, we should consider
some results presented in Diaconis and Ylvisaker (1979). The product estimates
for special members of the exponential family will be shown shortly in Sections
3.1 to 3.6.

From (2.3) and (3.2), the estimates of the posterior distributions of p, B,
A; and p as well as the estimates of the posterior relevancies can be generated
considering the following expression:

K(T[xr])K(T[T?J])K(T[xy} _|_ty x xy] fO n b+1d7‘r( )

K(T[xy})K(T[IT] +trfx(X[:m“])) ( [y} +ty r X[Ty fO - 1_ )nibdﬂ-(p)'

Notice that, for the exponential family, the sampling scheme is simplified since
it is not necessary to know the complete expression of the predictive distribution.

Since the exponential family provides a rich set of models the PPM will be
applied to some particular members of this family, as follows.

3.1 Bernoulli data sequence

Let 0, € [0,1] x R, Il = 1,...n. Assume that, conditional on 6y, ..., 6,,
the sequence Xi,...,X,, X; € {0,1}, [ = 1,...,n, are independent and X;|0,
has Bernoulli distribution with parameter §; denoted by X;|6; ~ BE(6;). Conse-
quently, for the block X[;;) we have that

) glinl | Sl o
F(Xij108) = <m> (1 — gy =+, (3.4)

Let 714 = (T([]Z] } 7'1[” }). From (3.1) it follows that the conjugate prior distri-
bution for the common parameter A7) is the beta distribution with parameters
Tl[lﬂ + 1 and T([)ij] — Tl[ij] + 1, denoted by 0l7] ~ B(ry il 4 1,7 [m [iﬂ +1), whose
density function is:

f(Q[ZJ”T[ZJ}) — [K(T[Z]})]fl(e[zﬂ)rl[z ( 9[”}) [U] [Zj]
where Tl[ij ] > —1, T(gzﬂ > Tl[ij] — 1 and
. i ligl _ il
Ry = O )f} 1), (3.5)
I(rp" +2)
Since from (3.4) we have that ¢(;_; = (j — 1, Zl i1 X1), from (3.3) it follows

that H[ij]\X[m ~ B( I[ZJ} , (glﬂ ) in Wthh Tl[m ”] —I—Zl ip1 X1+ 1and 7 [U}
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[m +J— Tl[ij] — > i1 Xy + 1. Thus, from (2.2) the product estimates of 6,
s=1,...,n, are given by:
s—1 n Z]]
+3 X +1
B(0s X1, ..., Xn) =Y rhy me Sl .
=0 j=s + J i+ 2

The posterior relevancies and the posterior distributions of p, p, B and A
can be generated by substituting (3.5) into (2.3).

3.2 Poisson data sequence

Let 6, > 0,1 =1,...n. Assume that, conditional on 61, ..., 8,, the sequence
X1,...,Xn, X €40,1,...}, 1 =1,...,n, are independent and X;|#; has Poisson
distribution with parameter 6; denoted by X;|0; ~ P(6;). Consequently, for the
block X|;;) we have that

J .
F(Xi0™) = TT (00" exp{—( — i)ol} (0] 2z X, (3.6)
I=i+1
Let 7lid]l = (T([)ij],Tl[ij]). From (3.1) it follows that the conjugate prior dis-
tribution for the common parameter ], related to the block [ij] is the gamma
distribution with parameters 7'1[” ] +1 and 7'([)” ], denoted by 6;;) ~ g(rl[” } +1, 7'([)” ]),
with density function given by:
f(H[”]IT([)”],Tl[”]) _ [K(T[U})]—1 (0[”]> exp(—T(E”]HW]).

in which T([)ij ] > 0, Tl[ij ] > —1 and

g ; G\ — (74
K =1+ (47) (3.7)
Since from (3.6) we have that ¢(;_; = (j —1, Zz‘ i1 X1), from (3.3) it follows
that H[ij]\X[m ~ Q(Tl[zﬂ*, Tgﬂ*) in which T[Zj = ”] + Zl i1 X1+ 1 and 7 [U}
[m + j —i. Thus, from (2.2) the product estimates of 6, s = 1,...,n, are given
by:
s—1 n Z]]
+ Z i X+ 1
B(0s X1, .., Xn) =Y iy ”]l i+1
1=0 j=s +]

The posterior relevancies and the posterior distributions of p, p, B and Ay
can be generated by substituting (3.7) into (2.3).
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3.3 Exponential data sequence

Let 8, > 0,1 =1,...n. Assume that, conditional on 64, ..., #,, the sequence
X1,...,Xn, X; € R, 1 =1,...,n, are independent and X;|0; has exponential
distribution with parameter 6; denoted by X;|0; ~ £(6;). Consequently, for the
block X|;;) we have that

i
F&Xppleh = T 1x >0}eXP{ A Z Xl} oLy

l=i+1 l=1+1

in which 1{A} denotes the indicator function of event A.

Let 7l = (T([)ij],Tl[ij]). From (3.1) it follows that the conjugate prior dis-
tribution for the common parameter 0], related to the block [ij] is the gamma
distribution with parameters T([)ij ] +1 and Tl[ij ], denoted by 6j;;) ~ g(r, 3] +1 7'1[” ]),
with density function given by:

FO ), ) = (1)1 (609 exp(—rf g0,

in which Tl[ij ] > 0, T([)ij ] > —1 and

. .. .. T, 1
K (7ldly = 0759 4 1)(71[”]> o ; (3.8)

Because we have t'}'lat ti—iy = (J - i,Z{éHl Xl)’, from (3.3) it ‘f'ollows ?hat
H[ij}]X[ij] ~ Q(T(gm*,q[m*) in which Tl[”]* = Tl[”] + > 0_iq X1 and T(g”]* = T(g”] +
j — i+ 1. Thus, from (2.2) the product estimates of 65, s = 1,...,n, are given
by:

s—1 n

EOX1. X)) =YY s ﬂﬂ“

ZJ]
=0 j=s +Zl z+1

The posterior relevancies and the posterior distributions of p, p, B and Ay
can be generated by substituting (3.8) into (2.3).
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3.4 Normal data sequence with unknown means

Let 0, € R,1=1,...n. Assume that, conditional on 64, ..., 6,, the sequence
Xi,...,Xp, X; € R, 1 =1,...,n, are independent and X;|¢; has normal dis-
tribution with unknown mean 6; and the same known variance o2, denoted by
X10; ~ N(6;,02). Consequently, for the block X, ij) we have that

N 1 (j—1)/2 j; X2
oty = _ &=l
Pl = (o) ewd =

, gli] D ¢
exp{—(j—z)(2 2) }exp{% . (3.9

Let 7l = (T(gm } 7'1[” }). From (3.1) it follows that the conjugate prior distri-

.. [24]

bution for the common parameter glid] is the normal distribution with mean %
To

I
and variance %=, denoted by 0l ~ N (%, %), whose density function is:
7o To

[u] )

[i5]/ plig)\2 plisl ..
.. .. S L T ot 2
f(g[mh[m) — [K(T[m)] Lexp {_%} exp {771[ J]} : (3.10)

where T([)ij ] >0, Tl[ij ] € R and

1/2 [i4]
s 2102 71)2
k(1) = ( - > exp{ (. 12 [)U]} (3.11)
75 20

Since from (3.9) we have that t;_; = (j — i,Z{:iH Xl) from (3 3) it

i) X, il [y i which A = Tt Sin X
follows that 6 \X[m ~ N7, 7577) in which 7 = T, and
o I
T(gm = [i].]": -. Thus, from (2.2) the product estimates of 05, s = 1,...,n,
TO J—1

are given by:

s—1 n [i5]
T —I—Z X
BOuX1,. . Xn) =Y > ri— h=ifl? 2

1=0 j=s [U"’_]_i

The posterior relevancies and the posterior distributions of p, p, B and Ay
can be generated by substituting (3.11) into (2.3). For different approaches for
this PPM model see Barry and Hartigan (1993) and Crowley (1997).
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3.5 Normal data sequence with unknown variances

Let 6, > 0, 1 = 1,...n. Assume that, conditional on 6y, ..., 6,, the se-
quence X1,...,X,, X; € R, 1 = 1,...,n, are independent and X;|f; has nor-
mal distribution with unknown variance #; and mean equal to zero, denoted by
X116, ~ N(0,0;). Consequently, for the block X7;;; we have that

3 1NG=D/2 /N G-i)/2 iox2
lplidly  — _ Ll=it1
J( X167 <2W) (mm) exp o . (3.12)

Let 714l = (T(gij },Tl[ij }). From (3.1) it follows that the conjugate prior distri-
bution for the common parameter 6li7] is the inverted-gamma distribution with

Llid) T[; Jlidllid]_g ‘
parameters -— and -2 , denoted by 08U ~ TG 45—, %5— |, whose density

2

function is:

gl 1] e (1) 2 Ji
fO ) = [K (7)) (em> exp — o b

where Tl[ij Is 0, T(gij > 2 and

i) g\ ~ 2
g _9
K(ly =1 <TO 5 ) (Tl2 ) . (3.13)

Since from (3.12) we have that t;_; = (j — 1, Zl i1 X?), from (3.3) it
g il file .
follows that 0[”}] [ij] ~ 7G(5s5 ] 02] ) in which 7'1[ i) [” + Zl i1 X7 and
T(gzﬂ* = T(g”] +j—i—2. Thus, from (2.2) the product estimates of 5, s = 1, S,
are given by:

s—1 n ”]
« +Zl z+1
E(95|X1,~-aXn):Z "ij] [ZJ} '
=0 = +j—i—4

The posterior relevancies and the posterior distributions of p, p, B and Ay
can be generated by substituting (3.13) into (2.3).
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3.6 Normal data sequence with unknown means and variances
Let 0; = (w, 0j 2) € R x RT. Assume that, conditional on 67 = (ju1,0%),...,0,
= (pin,02) the sequence X1i,...,X, are independent and Xll,ul,af has normal

distribution with parameters p; and Jl , denoted by Xj|uy, Ul ~ N (i, o7 2). Con-
sequently, for the block X[;;) we have that

(—4)/2 2 Y177
o 1 1 (pt*)
Xl (gli2y = _ - A
F Xl (07)7) - = (2%) [a[ij] exp{ 2(olidl)2 }]

zg]_|_ J ) X2
exp{ S X1 =it l}. (3.14)

(O'[ZJ}) 2(0‘[13})2

Let 719 = (T(g” } Tl[” } 2[” }). From (3.1) it follows that the conjugate prior dis-
tribution for the common parameter (u[!, (¢l7)2) is the normal-inverted-gamma

(53] y [i31y2 il _q
distribution with parameters %, Téj]’ 72[”} (TIM) } and 2 5— denoted by
0 0 To

S VT

i (i3] li3]y2 [id] _5 . o
oLl ~ NIG (%, éj]; 5 [72[”} ( 1[”]) , 2o 5 >, whose density function is:
To 7o To o |

[24]

f(H[ij]\T[ij]) _ [K(T[ij])]_l 1 eXp{_ (M[ii]‘)2 }]To

olii] 2(oli])2
[ig] 2] [i7]
pe T T
NP { (ol)Z ~ (glil)? } '
il
where 7'[ s 0, 7'[”] €ER, 7'2[”] > @ [ij])Q and

0

V2 i ifly2\ " T
y 2m T — 3 ij T
K (7l = (W) r( " > <T£ﬂ _ ! 1[1.].}) > . (3.15)
) 70

Since from (3.14) we have that

S =

i ) a
(:u[]] ( ]]) )‘XZ]] ~NIG <37

where

j—Z
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Thus, from (2.2) the product estimates of (i, (05)?), s = 1,...,n, are given
by:

s—1 n

BElus | X1,..., X)) = er;ﬂ%

i=0 j=s

s—1 n [Z] 2
+ 3 XPb—a
E(0?|X1,...,X,) = §j§,‘r bébjl) ,

=0 j=s
where, again,

Z]]JrZXz, J]+j_2
l=1+1

The posterior relevancies and the posterior distributions of p, p, B and Ay can
be generated by substituting (3.15) into (2.3). See also Loschi and Cruz (2005)
for a sensitivity analysis to this model.

4. Applications

We shall now illustrate some of the results given in the previous sections by
applying them to two real data sets. As an example for the discrete case, we
consider the series of counts of violent crimes in a central neighborhood of Belo
Horizonte, the capital city of the State of Minas Gerais, Brazil. Given the rate,
we assume that the number of crimes are distributed according to a Poisson
distribution. For illustrating the continuous case, we consider the return series
of four Latin American emerging market indices and assume that, conditional on
the expected return and in the volatility (measured here as variance), the returns
are normally distributed with unknown mean and variance.

In order to estimate the posterior distributions 10,000 samples of 0—1 values
were generated with the dimension of the time series, starting from a sequence of
zeros. Since the convergence was reached before the 1,000th step (not shown), the
initial 1,000 iterations were discharged as burn-in. In order to avoid correlation
among vectors a lag of 10 was selected. Further discussions about the number of
iterations to be discharged, as well as the lag to be taken, can easily be found in
the literature (Gamerman, 1997).

4.1 Change point analysis for criminality data

In this section we consider the series of counts of violent crimes in a central
neighborhood (5th CIA) of Belo Horizonte, recorded monthly from January, 1998,
to September, 2001. The time series is plotted in Figure 1 jointly with the product
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Figure 1: Product estimates for the rate of crimes.
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Figure 2: Posterior distribution of p.

estimates for the rate of crimes. Our interest is to verify if the “Policing with
Results” a program introduced by the State of Minas Gerais Military Police
Command in the late 1990s, made the crime rate to decrease.

We assume that, given the rate, the number of violent crimes within the
same block are independent and distributed according to the Poisson distribution
P(0}i5)- We also adopt the natural conjugate prior distribution for the rate of
crimes 6};;; which, in this case, is a gamma distribution. As we do not have
a precise information about the rate of violent crimes, we assume that 0};; ~
G(2.01,0.001) which is a low informative prior distribution and has mean and
standard deviation equal to 2.01 x 10% and 1.43 x 10% violent crimes per month,
respectively.

Since a small number of changes is expected in the series, we also assume that
the probability p of having a change in any instant has a beta prior distribution
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Table 1: Descriptive statistics for the posterior distributions of B and p.

parameter Mean Median Standard Deviation Q1 Q3
B 14.03 14 0.161 14 14
P 0.1971  0.1937 0.0448 0.1645 0.2278
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Figure 3: The posterior most probable partition

with parameters v = 1.5 and 5 = 28.5 (see detail in Section 4.2). Consequently,
we are considering in the prior evaluation that the expected number of blocks in
the series is 2.2 and the standard deviation is 2.2 blocks.

From Figure 1 we can notice the increase of the rate of crimes from January,
1998, to December, 2000. The rate reaches its maximum in December, 2000
(approximately 68 crimes per month), and decreases in January and June, 2001.
These reduction could be a positive effect of the “Policing with Results” program.

Figure 2 presents the posterior distribution for the probability of occurring
a crime in any instant p. This distribution is slightly asymmetric and has only
one mode. The posterior distribution of p concentrate most of its mass in values
close to 0.20.

Notice from Table 1 that, if a square loss function is considered, the posterior
estimate for the probability of a crime being committed in any instant is 19.71%
which is higher than the prior estimate, 5.0%. The posterior estimate for the
number of change points (B —1) is also higher than in the prior evaluation (mean
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= 13.03 crimes per month). The posterior variance of B is small which means
that there is less uncertainty about B.

From Figures 3 and 4 we can see the posterior most probable partition and
the posterior probability of each instant being a change point, respectively. The
posterior most probable partition occurs with probability 40.78% and indicates
that the following months are change points: June and October, 1998; March,
July, and November, 1999; February, May, August, October, and November,
2000; and January, April, and July, 2001. Beside this, we can also observe that
the following months has probability higher than 80% of being a change point:
July and December, 1998; April, August, and December, 1999; March, June,
September, and November, 2000; and March and June, 2001.

Prob. of a change
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Figure 4: Posterior probability of a change.

4.2 Change point analysis for Latin American emerging indices

In this section we compare the behavior of four important Latin American
stock market indices by means of their return series: the MERVAL of Argentina
(Indice de Mercado de Valores de Buenos Aires), the IBOVESPA of Brazil (Indice
da Bolsa de Valores do Estado de Sio Paulo), the IPSA of Chile (Indice de
Precios Selectivos de Acciones), and the IPyC of Mexico (Indice de Precios y
Cotizaciones), from October 31, 1995, to October 31, 2000, recorded fortnightly.
A return series is defined by using the transformation Ry = (P, — P—1)/P—1,
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where P; is the last price observed in the ¢th fortnight. In this period, three
important financial crises involving emerging markets occurred: Mexico’s crisis,
in January, 1995, Asia’s crisis, in August, 1997, and Russia’s crisis, in July,
1998. As it is well-known, these events could eventually produce changes in
Latin American stock market behavior.
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Figure 5: Return series.

It is noticeable from Figure 5 that the behavior of the returns of all these
indices suggests the existence of some changes in the variance and in the expected
return. In fact, Lochi et al. (2005) proposed a PPM to analyze the behavior of
the volatility of these indices concluding that they possess volatility clusters. Our
purpose here is to extend Loschi et al.’s (2005) analysis to show that within the
period from 31 October, 1995, to 31 October, 2000, MERVAL, IBOVESPA, IPSA,
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and IPyC series possess both expected return and volatility clusters and also to
provide the probability of each instant being a change point for each return series.

We suppose that returns within the same block are conditionally independent
and distributed according to the normal distribution N (1ij J[QZ- j]). We also adopt
the natural conjugate prior distribution for the parameter (u[ij],aﬁj]) which, in
this case, is the normal-inverted-gamma distribution such that

i) |fig) ~ N0, 073);
oty ~ TG (agj1/2, bz /2),
where aj;;) and bj;;) assume the different values pointed out in Table 2. Conse-
quently, we are assuming that the returns are distributed according to a Student-t
PPM, which has heavier tails than the normal distribution and discloses a struc-
ture of correlation amongst the returns within the same block. Table 2 presents
the descriptive statistics for prior distributions of J[Ql-ﬂ for each index.

Table 2: Parameters and descriptive statistics for the prior distribution of the

volatility.
Index ap] dij) Mean Variance Mode
MERVAL, IBOVESPA, 0.001 6 2.50x107* 6.25x107° 1.25x10~%
and [PyC
IPSA 0.001 8 1.67x107* 1.39x107® 1.00x10~*

Notice from Table 2 that we are assuming that in the prior evaluation the
IPSA has the smallest volatility (the prior mean and mode are 1.67 x 10~* and
1.00x 107, respectively). The volatility for MERVAL, IBOVESPA and IPyC are
considered the same (the prior mean and mode are 2.50 x 10~% and 1.25 x 1074,
respectively). Observe also that there is less uncertainty about the volatility of
IPSA since the variance for the volatility is the smallest.

Since a small number of changes is expected to MERVAL, IBOVESPA, IPSA,
and IPyC, we also assume that the probability of having a change in any instant
p has a beta prior distribution with parameters a = 5 and § = 50. This prior
distribution has modal value equal to 0.076, mean equal to 0.091, standard devi-
ation equal to 3.84 x 1072, and concentrate most of its mass in small values of p.
We can observe that this prior specification implies that the expected number of
blocks in the prior evaluation for all indices is 11.82 and the standard deviation
is 5.53 blocks. The modal value of the number of blocks is 10.0 which means that
the most probable number of change points in the four indices is 9.0. That is, for
us the four indices are equally susceptible to shocks and to the global political
atmosphere.
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Figures 6 and 7 present the product estimates of the fortnightly expected
returns and volatilities for MERVAL, IBOVESPA, IPSA, and IPyC return series,



324 R. H. Loschi et al.

respectively. We can notice that all indices present changes in both expected
return and volatility. It is also noticeable that the product estimates for the
volatility tends to increase through time and the product estimates for expected
return tends to decrease for all indices. Important changes can easily be identified.
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Figure 8: Product estimates for the expected return and volatility plotted
altogether.

Table 3: Descriptive statistics for the posterior dis-
tribution of the number of blocks.

Index Mean Variance Mode
MERVAL 1.39 0.3953 1
IBOVESPA 3.44 1.2089 3
IPSA 2.14 1.2309 2
IPyC 1.01 0.0044 1

In general, comparing the four indices we notice from Figure 8 that IPSA
presents the smallest volatility and expected return. From the 1st fortnight,
July, 1997, IBOVESPA presents the highest volatility and the expected return
for IBOVESPA is smaller than that we obtain for MERVAL and IPyC. Before the
1st fortnight, July, 1997, the product estimates for the volatility of IBOVESPA
and IPSA are very close. We also can notice that important changes in all indices
occur almost simultaneously.

It is noticeable from Figure 9 and Table 3 that for all indices the posterior
distribution for the number of blocks are asymmetric, there are unique modes
and they typically concentrate most of their mass in small values. The poste-
rior estimates for the number of blocks in each index are much smaller than we
considered in the prior evaluation (mean, 11.82, and mode, 10). That is, these
posterior distributions disclose that all four indices are more stable than we con-
sidered in the prior evaluation. Moreover, we can perceive that MERVAL and
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IPyC are more stable than IPSA and IBOVESPA, and that, with higher posterior
probability, MERVAL and IPyC do not present change points.
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Figure 9: Posterior distribution for the number of blocks.

Table 4 presents the prior and posterior probabilities for the posterior mode
of the number of blocks for the four indices. Notice, for example, that in spite
of having a low prior probability for MERVAL and IPyC series to not experience
a change point (2.6 x 1071%), the posterior probability for these events increase
strongly reaching 65.90% and 99.59%, respectively. Assuming the 0-1 loss func-
tion, we conclude that IBOVESPA experiences two changes in its behavior with
a probability of 56.45% and that only one change point occurs in IPSA series
with posterior probability of 46.34%.

Table 4: Prior and posterior probabilities for the posterior mode of B.

Index Posterior mode  Prior prob. Posterior prob.
MERVAL 1 2.60 x 1073 0.6590
IBOVESPA 3 1.95 x 1072 0.5645

IPSA 2 9.19 x 1073 0.4634

IPyC 1 2.60 x 1073 0.9956
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Table 5: The posterior most probable partition and their prior
and posterior probabilities.

Index Partition Prior prob.  Posterior prob.
MERVAL {0,120} 2.60 x 1073 0.6589
IBOVESPA  {0,40,115,120} 2.78 x 107° 0.1311
IPSA {0,120} 2.60 x 1073 0.2678
IPyC {0,120} 2.60 x 1073 0.9956
% S —— MERVAL
© IBOVESPA
2 o -== IPSA
g o ——- "PyC
SR
1996 1997 1998 1999 2000

Year

Figure 10: Posterior probability of a change point.

Table 5 presents the posterior most probable partition for MERVAL, IBOVE-
SPA, IPSA, and IPyC series. We see that the posterior most probable partitions
for MERVAL, IPSA, and IPyC indicate that there are no changes in these in-
dices with probability 65.89%, 26.78% and 99.56%, respectively. The posterior
most probable partition for IBOVESPA {0, 40, 115,120} indicates that this index
experiences changes in its behavior in the observations 40 (2nd fortnight, June,
1997) and 115 (1st fortnight,June,2000). Notice that this partition occurs with
probability 13.11% only.

Figure 10 presents the probability of each instant being a change point. We
notice that for MERVAL, IPSA, and IPyC the probability of each fortnight being
a change point is less than 20.89%. For IBOVESPA we observe that the 1st
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fortnight, July, 1997, is a change point with probability 35.56%, the 2nd fortnight,
August, 2000, has probability 59.67% of being a change point and the other
instants have probability not superior to 21.34% of being a change point.

Figure 11 and Table 6 present the posterior distributions for p for each index
and their descriptive statistics, respectively. Notice that all these distributions
are asymmetric, have unique modes, and typically concentrate most of their mass
in small values. We can notice for all indices that the posterior estimates for the
probability of a change in any instant are smaller than that we have assumed
in the prior evaluation (prior mean = 0.0909, for all indices) and it is different
for each index. We also notice that the probability p of a change in any instant
is highest for IBOVESPA (posterior mean= 0.0439) and is smallest for IPyC
(posterior mean = 0.0287).

Notice that the change points identified by the PPM in MERVAL, IPSA,
and IPyC indices are close to an important international event, Asia’s crisis in

.
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Figure 11: Posterior distribution of p.
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Table 5: Descriptive statistics for the posterior distribution of p.

Index Mean Median Standard Deviation
MERVAL 0.0309 0.0289 0.0133
IBOVESPA 0.0439 0.0416 0.0173

IPSA 0.0349 0.0330 0.0152

IPyC 0.0287 0.0266 0.0127

5. Summary and Conclusions

The product partition model (PPM) was defined for Yao’s cohesions and
applied to the identification of multiple change points in the parameter which
index the exponential family. Because the exponential family provides a rich set
of models the PPM was also defined the PPM for some particular members of
this family.

In order to illustrate the use of PPM, a series of counts of violent crimes in Belo
Horizonte, Brazil, and some Latin American emerging market indices (MERVAL-
Argentina, IBOVESPA-Brazil, IPSA-Chile, and IPyC-Mexico) were analyzed.
We concluded that the rate of violent crimes in a particular neighborhood of
Belo Horizonte is high and presents a high number of change points. We also
concluded that all indices possess clusters in volatility and expected return and
the changes are almost simultaneous. We noticed that the changes experienced
by MERVAL and IPyC have less magnitude and, as expected, IPSA felt later the
effect of the crisis.

The results indicate that the PPM effective as it may provide useful inferences.
Mainly, for the particular data sets analyzed here, it could be observed that the
posterior probability of each instant being a change point provides an efficient
tool for decision making.

Despite of the good performance of the PPM in the data analyzed here,
some other Bayes estimates could be considered in case of the interest is not a
retrospective analysis as considered here, see for instance, Quintana and Iglesias
(2003).
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