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Abstract

This article presents various weak laws of large numbers for the so-called realised
covariation of a bivariate stationary stochastic process which is not a semimartingale.
More precisely, we consider two cases: Bivariate moving average processes with stochastic
correlation and bivariate Brownian semistationary processes with stochastic correlation.
In both cases, we can show that the (possibly scaled) realised covariation converges to the
integrated (possibly volatility modulated) stochastic correlation process.
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1 Introduction

The aim of this article is to construct consistent estimators for the (possibly) stochastic
correlation between two stochastic processes outside the semimartingale framework.

In the semimartingale case, the corresponding results are well-known. For instance, for a
bivariate semimartingale Y = (Y, Y(?)T the quadratic covariation denoted by [Y (1) Y ()]
exists and can be approximated by the so-called realised covariation. More precisely, for n € N
we write A, = n~'; then we have for ¢t > 0 that
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where the convergence is uniform on compacts in probability (u.c.p.) as n — co. We know
that as soon as we drop the assumption that Y is a semimartingale, its quadratic covariation
does not necessarily exist anymore. Hence we would like to answer the question whether a
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weak law of large numbers can be formulated for a possibly scaled version of the realised
covariation
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when Y is not a semimartingale. We tackle this question in a semi-parametric setting: First
of all, we define the class of bivariate moving average processes with stochastic correlation
and later extend this class to bivariate Brownian semistationary processes with stochastic
correlation. In these cases, we are able to show that, under appropriate assumptions, the
(possibly) scaled realised covariation can indeed be used to estimate correlation in a non-
semimartingale setting.

While our results are interesting from a purely theoretical point of view, we also believe
that they are relevant for various applications. For instance, empirical work in modelling of
turbulence suggests that non-semimartingale models, and Brownian semistationary processes in
particular, compare favourably to other alternatives, see e.g. Barndorff-Nielsen and Schmiegel
(2009); Mérquez and Schmiegel (2016); Barndorff-Nielsen, Benth, and Veraart (2017). Also,
when it comes to modelling of financial asset prices, we remark that the classical theory has
heavily relied on the semimartingale framework, but it has been shown that non-semimartingale
models do not necessarily lead to the presence of arbitrage. More precisely, in the presence of
small proportional transaction costs, Guasoni, Résonyi, and Schachermayer (2008) showed
that if a non-semimartingale has conditional full support, then it does not lead to so-called
free lunches. This property is indeed satisfied by a Brownian semistationary processes, see
Pakkanen (2011). Also, in the case of modelling energy prices the semimartingale assumption
can be relaxed and (multivariate) Brownian semistationary processes have been used in this
context, see e.g. Barndorff-Nielsen, Benth, and Veraart (2013); Veraart and Veraart (2014).

Our work has been motivated by a variety of recent articles which consider weak laws
of large numbers and central limit theorems for Gaussian processes, see Guyon and Leén
(1989); Barndorff-Nielsen, Corcuera, and Podolskij (2009); Corcuera (2012); Barndorff-Nielsen,
Corcuera, Podolskij, and Woerner (2009), for Brownian semistationary processes, see Barndorf-
Nielsen and Schmiegel (2009); Barndorff-Nielsen, Corcuera, and Podolskij (2011), and for Lévy-
driven processes, see Basse-O’Connor, Lachieze-Rey, and Podolskij (2017); Basse-O’Connor,
Heinrich, and Podolskij (2016). However, we remark that all these articles consider a univariate
setting, whereas our article is to the best of our knowledge the first one to consider the
multivariate case. This enables us to construct for the first time a consistent estimator for
stochastic correlation outside the semimartingale framework.

The remainder of this article is structured as follows. Section 2 introduces the notation and
defines the main objects of interest. In particular, it formulates the assumptions which ensure
that we are outside the semimartingale framework. Section 3 contains the main contributions
of the article by presenting three weak laws of large numbers for the (possibly scaled) realised
covariation. Since the proofs of our results are rather technical, we conclude in Section 4 and
relegate the proofs to Section 5. Finally, Section A contains some useful background material.

2 The setting

Throughout this article we denote by (£2,.%,.%;,P) a filtered, complete probability space
and by B(R) the class of Borel subsets of R. We will consider a finite time horizon [0, 7] for
some T > 0. Let us first recall the definition of a Brownian measure.



Definition 2.1 (Brownian measure). An %;-adapted Brownian measure W: 2 x B(R) — R
is a Gaussian stochastic measure such that, if A € B(R) with E[(W(A))?] < oo, then W(A) ~
N(0,Leb(A)), where Leb is the Lebesgue measure. Moreover, if A C [t,+00), then W (A) is
independent of F.

An introduction to constructing stochastic integrals against such measures can be found in
Walsh (1986).

We will assume that (£2,.#,.%;,[P) supports two independent .#;-Brownian measures
WO W on R and will now define a bivariate moving average process with stochastic correlation.

Definition 2.2 (Bivariate moving average process with stochastic correlation). Consider two
independent Brownian measures W) and W adapted to F; and two nonnegative deterministic
functions gV, g € L2((0,00)) which are continuous on R\ {0}. Let p be a cadlag stochastic
process, defined on the whole real line, with paths lying in [—1,+1] a.s. and independent of
. Define

t
Y;(l) — / g(l)(t _ S) dWs(l)a

t t
V= [ - aw® s [ gD s) T i

Then the vector process (Yi)i>0 = (Yt(l), Yt(Q))tho is called a bivariate moving average process
with stochastic correlation.

We call Y defined as above a bivariate moving average process with stochastic correlation,
since we will formally write th(z) = pdet(l) + /1 — p?dW; and we can then write

t
v = / gDt — 5) aw .

— 00

Note that for t > 0, W) ([0,1]) := f(f Ps awiV + f(f /1 — p2dW, is a standard Brownian
motion by Lévy’s characterisation theorem. Hence Y (M) and Y(2) appear as two univariate
moving average processes which feature stochastic dependence.

In what follows we will mostly refer to the Brownian measures WO and W as processes,

by a slight abuse of notation. An increment Wy — Wy will simply be the (Gaussian) random
variable W (w, (s,t]).

2.1 Integrated correlation and realised covariation

Our object of interest is the integrated stochastic correlation coefficient given by fot psds.
It is well known that in the case when Y is a semimartingale, then the quadratic covariation
of Y is given by

t
YO, Y@, = g0(07)g® ") [ puds. @

Our aim is to estimate (the right hand side of) equation (1) consistently given high frequency
observations. To this end consider the following setting. Suppose that we sample our processes
discretely along successive partitions of [0,T]. A partition I, of [0,7] will be a collection



of times 0 =tg < -+ < t; < tjy1 < --- < t, =T, where, for simplicity, we assume that the
partition is equally spaced. The mesh of the partition will therefore be A,, = % Hence when
n — 0o, A, — 0 and we are in the setting of the so-called infill asymptotics.

We denote the increments of Y') by A?Y(j) = ng)n — Yéj_)lmn, for j = 1,2, and find that

, (i-1)4, , . .
Ay = [ (g0 (14, = 5) = g (1= )4, - 5)) WD
- 2)
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The realised covariation is defined as

[nt]
> AryHAry®),
=1

for n > 1,t € [0,7]. In the case when Y is a semimartingale, we know from Protter
(2005)(Theorem 23), that
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where the convergence is uniform on compacts in probability (u.c.p.), see Section A.1 for
details on u.c.p. convergence.

Since the asymptotic theory for realised covariation is well known in the semimartingale
framework, we are exclusively interested in the asymptotic behaviour of the realised covariation
when Y is not a semimartingale. In that case, we have no guarantee that, as n tends to infinity,
the realised covariation tends to a finite limit. In the following we will prove convergence of
the (possibly scaled) realised covariation and identify the limiting process.

2.2 (Non-) semimartingale conditions

The question of whether or not Y for 7 = 1,2 is a semimartingale hinges on the properties
of the functions ¢\?). To simplify the exposition, let us suppress the superscripts in the following
and focus on the process Y; = [ foo g(t —s)dWj in this subsection. In order to establish whether
Y belongs to the semimartingale class, we need to be precise about the filtration we are using.
There are three possible filtrations that can be considered: 1) The filtration (ﬁty) >0 the
natural filtration of Y, i.e. the smallest filtration to which Y is adapted; 2) the filtration

(ﬂty’oo)po, such that ﬁtY’OO = o{Ys, s € (—o0, t]}, i.e. the filtration generated by the history

of Y; 3) the filtration (ﬁtw’oo> - which is the smallest filtration with respect to which W' is
t=

an adapted Brownian measure.

A discussion on the conditions to impose to ensure that Y is a semimartingale in these
different filtrations is contained in Basse (2008), Cheridito (2004). We will work with the
condition that Y is a semimartingale in the ﬁtW’OO filtration. This is the most restrictive of
the three (see Basse (2008)). For this setting, there exists a classical theorem due to Knight
(1992) that states the following:



Theorem 2.3 (Knight). The process (Yi)i>0 is an 9tW’OO

exist h € L?(R) and a € R such that:

-semimartingale if and only if there

g(t) =« —I—/O h(s)ds.

Next let us study some sufficient conditions for a more general class of stochastic processes
to be a semimartingale: Barndorff-Nielsen and Schmiegel (2009) extended the moving average
process to allow for stochastic volatility and defined the so-called Brownian semistationary
(BS8S8) process by

X = /lt g(t — ) osdWs, (3)

—00

where W is an %;-adapted Brownian measure, o is cadlag and #;-adapted, g: R -+ R is a
deterministic function, continuous in R\ {0}, with g(t) = 0 if t <0 and g € L?((0,00)). Also
it is assumed that ffoo g*(t — s)o2ds < oo a.s. so that a.s. we have Y; < oo for all t > 0.
Barndorff-Nielsen and Schmiegel (2009) gave the following sufficient conditions for B8§ process
X to be a semimartingale:

Theorem 2.4. Under the assumptions that
(i) g is absolutely continuous and g’ € L?((0,00)),
(i1) Tim, v g(x) = g(0) < o0,

(iii) The process g'(—-)o. is square integrable,

then X; defined as in (3) is an 9tw’m—semimartingale. In this case X; admits the decomposi-
tion:

t !
X = g(0M)W; +/ dl {/ g (l—s)osdWy| .
0 —o0o

We will now reintroduce the superscripts in our notation and formulate conditions which
ensure that the bivariate moving average process Y with stochastic correlation is not a
semimartingale. To this end, we will relax the first two assumptions in Theorem 2.4 since both
assumptions are necessary for Y/) to belong to the semimartingale class (see Basse (2008))
for j =1,2.

Assumption 2.1. For j € {1,2}, we assume that g9 : R — RT are nonnegative functions

and continuous, except possibly at = = 0. Also, ) (x) = 0 for z < 0 and g\ € L? ((0, +o0)).
We further ask that g) be differentiable everywhere with derivative (g(j))/ e L*((bY), 00)) for

some b9 > 0 and ((g(j))’)2 non-increasing in [bY), 0o).

To simplify the notation in some of the proofs we set b = max{b("),5®}, then (g(j))/ €
L?((b,00)) and ((g(j))/)2 is non-increasing in [b, c0) for j =1, 2.
Note that we are not assuming that (g(j))/ € L%((0,00)) in order to exclude the semi-
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martingale case. In particular, we must have that, for all € > 0, SUP,¢(0,¢)




Remark 2.5. Under Assumption 2.1 we can deduce from the mean value theorem that there
exists an n € [s,s + Ay such that

gV (s + An) — g9 (s) = A9V ().
Then Assumption 2.1 implies that, for s € [b,00), we have
199 (s + An) — gD ()] < AnlgD)(s)].

Hence, we can derive the bound:
(o) 0 (g)) o [ i) 2
| (696 + a0 —g9) as < 4 [ (¢97())" s = A2,

for some constant K > 0, since (g(j))/ € L2((b,00)).

We will impose an additional assumption for which we recall here the definition of a slowly
varying function.

Definition 2.6 (Slowly and regularly varying function). A measurable function L: (0,00) —
(0,00) is called slowly varying at infinity if, for all A > 0 we have that limg_seo % =1. A
function g: (0,00) — (0,00) is called regularly varying at infinity if, for x large enough, it
can be written as: g(z) = 2 L(x), for a slowly varying function L. The parameter § is called
the index of regular variation. Finally, a measurable function L: (0,00) — (0,00) is called
slowly varying at zero (resp. regularly varying at zero) if x — L (%) is slowly varying (resp.
regqularly varying) at infinity.

The theory of regular variation allows us to construct functions which behave asymptotically
like power functions. See also the discussion in Bennedsen, Lunde, and Pakkanen (2017), while
the standard comprehensive reference on the subject is the book by Bingham, Goldie, and
Teugels (1989).

Assumption 2.2. We require that, for j € {1,2}, the following integral functions are regularly
varying at zero:

z A 2 ; .
/0 (g(])(s)) ds — $25< )+1L§J)(w), (4)

p(9) ‘ ‘ 9 o )
/0 (g(J)(s +x)— g(])(s)) ds = 2% +1L2J (x), (5)

for 6 € (—3,0)U (0, 3), where ng) () and Léj)(x) are positive, slowly varying functions at

zero which are continuous on (0, 00).

In this situation, the restriction §U) € (—3,0) U (0, 1) ensures that the process leaves the
semimartingale class.

Example 2.7. Suppose for simplicity g(x) = 0 (where we suppress the superscripts again).
Then we can show that, if § € (—1,0) U (0, 3), then

/b(g(w +Ay) = g(@))? dz = O(APH).
0



With the change of variable x = yA, we get:
" 2 o1 [ 55\
A [ @@y ) =g (@) dy = a2 [T (G0 =) ay
00 2
< A?f“/ (w+17 =) ay.
0

It is then sufficient to show that fooo ((y +1)° — y5)2 dy < oo. First, suppose § > 0. Then, in
a neighbourhood of 0, (y +1)° — 3 ~ 1, while by Taylor’s theorem, ((y+ 1) — y5)2 ~ 202
away from 0. Hence, if 20 —2 < -1 <= § < % the function is integrable at infinity. If
instead 0 < 0, changing variables z = % and writing —0 =: 5 > 0, we obtain:

F(C ) 3o (25

For z close to zero, (z + 1)5 ~ 14 zf3, so around 0 the integrand is asymptotically equivalent

2 2
B-1(1_ B B-1(_ B
to 2P ~ 0. At nfinity, (Z(l(zﬂ))> ~ <Z((z+1))> = z25_2, s0 we must impose

(z+1)8 (2+1)#

2-2< -1 <= B<i <= 6> —3.

Example 2.8. A popular example in applications is the so-called Gamma kernel which is
given by g(x) = e_’\”:$61{$>0}, for A > 0,0 > —%, where superscripts are suppressed. A review
paper on the importance of the Gamma kernel in this context is given in Barndorff-Nielsen
(2016). By way of example, the Gamma kernel is very relevant in turbulence modelling, indeed
g(xz) ~ x0, close to zero, and § is called the scaling parameter. A scaling parameter equal to
—% fits well with Kolmogorov’s scaling law in turbulence (see Corcuera, Hedevang, Pakkanen,
and Podolskij (2013)).

Note that with § € (—3,0) U (0, 3], g satisfies Assumptions 2.1 and 2.2 (a proof of the
second statement is contained in Barndorff-Nielsen, Corcuera, and Podolskij (2011)). Indeed,
for & in the stated range, ¢’ ¢ L*(0,00), since it is unbounded and not square integrable near
zero; in this case the moving average process (and also the Brownian semistationary process)
s not a semimartingale. If § > 0, let b be the inflection point of g and g its point of mazimum.
Then b > 3, and, if y > b, we have that ((¢')?) (y) = 29'(v)g" (y) < 0, since the Gamma kernel
decreases after the maximum and the second derivative tends to 04+ for y — oco. If § < 0,
the condition that (g')? is non increasing in [b, o) is satisfied for any b > 0. Finally, ¢’ is
obviously square integrable over [b,00) thanks to its exponential decay.

The next assumption we assume throughout concerns the stochastic correlation process p.
Assumption 2.3. The paths of p are almost surely Hélder continuous with exponent .

Example 2.9. If p can be written as a diffusion: py = fg ks AW with W* a Brownian
measure independent of W) W, and k satisfying some mild conditions, then p admits a

version which is a— Hélder continuous, for all a < % We can for example take the solution to
the SDE:

dpt:/o V(1= p)(1+ py) AW,

which defines a stochastic process bound to stay between -1 and +1 (with the addition of
an appropriate drift, such a process takes the name of Jacobi process, see e.g. Veraart and
Veraart (2012)).




3 Results

We will now state our main results where we distinguish two different scenarios: The first
scenario considers the case when the functions ¢¢) have a limit at zero, but the resulting
process Y falls outside the semimartingale class. In the second scenario we will instead allow
the functions ¢) to blow up near zero, but we ask that they are decreasing.

3.1 Weak law of large numbers for bivariate moving average processes with
stochastic correlation

3.1.1 Scenario 1: The non-semimartingale case when ¢(1)(07)g®(0%) < oo

This subsection presents the first of our convergence results for the realised covariation.
Here we also impose an assumption on the limit behaviour of the functions ¢\9) at 0.

Assumption 3.1. We suppose that 6 4+ 8§ > 0 and that the limit g™ (01)g®?(0F) =
lim,_,o+ gV (2)g® (2), exists finite. If SV +8P) = 0, then we require that lim,_, o+ Lgl)(as)Lgm (x) =
0.

Remark 3.1. If we further assumed that:
i @) (4
gV (@) = 2" L (@), (6)

where Ls is slowly varying, then Assumption 3.1 would tell us that lim,_,q+ g(l)(:c)g(2) (x) =0.
This is a common practical situation, where both the kernels g can be taken to be xw)e_)‘(])m,
for some positive, potentially different 6,8, Note, however, that (4) is more general.

Indeed, taking derivatives of (4), we get:

!/

. 2 , . . ] .
<g(J)(w)) — (269 4 10229 L9 () 4 2294 <L§J)(x)> _

The derivative of a slowly varying function need not be slowly varying (see De Haan and
Resnick (1979)), hence we are not necessarily in the same context of (6).

We can now formulate our first law of large numbers for the realised covariation of two
non-semimartingales.

Theorem 3.2 (First law of large numbers). Suppose that the Assumptions 2.1, 2.2, 2.3 and
8.1 are satisfied. Then, the following u.c.p. convergence holds:

[nt] ¢
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3.1.2 Scenario 2: The non-semimartingale with decreasing functions ¢(!), ¢(?

In the case when the limit lim,_,o+ g™ (2)g® () does not exist finite we need to proceed
differently in order to derive a weak law of large numbers for the realised covariation. A notable
example of this scenario is the case when ¢(9) are Gamma kernels given by ¢@) (x) = 29 e*)‘(j)m,
for §0) < 0,A\0) >0 for j =1, 2.



The method we are going to propose in the following is motivated by the method used in
the univariate case by Barndorff-Nielsen and Schmiegel (2009). To this end, let us introduce
the following notation. We write:

1Ay
Ary(® = / o) (14, — s)dw D,

S

—0o0
where
4 )
g (8), s < Ay,
P (5) = ) )
gV (s) — gV (s — Ap), 5> Ay,
and hence
; @A, — >(—-1)A
- g 14p S 9 s =1 ns
g\ (A, —s) — gV ((i —1)A, —s), s < (i—1)A,.

For reasons that will become apparent later, we need to impose monotonicity of our kernel
functions. Since we want to be able to cover the case where g goes to infinity close to zero, we
introduce the following assumption:

Assumption 3.2. We assume that ¢, ¢@ are both decreasing on RT.

We need to formulate another rather technical assumption which has first been formulated
in Granelli and Veraart (2017). To this end let us introduce the necessary notation: We

define the bivariate Gaussian process (G¢):>0 whose components are given by Ggl) _ Yt(l) _
[t gt = $)aw) and 62 = [*_ gt — s)aw V.

Remark 3.3. As a consequence of Assumption 2.2, if we denote for i € {1,2}:
. ; 1\ 2
RO = | (6, - 6)’].
then it holds that: o " 4
R(z) (t) _ t26 +1Lél) (t),
for 60 ¢ (—%, %) \ {0}, where L(()i) (t) is a slowly varying function at zero. Let us denote by
f/éi’j) (t) ==/ L(()i) (t)Léj)(t) another slowly varying function at zero.

For i,j € {1,2}, we write p; j = p for i # j and p; ; = 1 for i = j. Moreover, we introduce
the functions mapping R* into R™, with 4,5 € {1,2}:

(D I A P R O

We note that we can write
RO (t) = Cij + 2p1 / (g9 () = g9 (x +1))g" (2)da,
0

where C; j := Hg(i)HQLZ, + Hg(j)HQL2 —2pij [;° 99 (2)gV) (x)dzx, where in particular C;; = 0. We
can now formulate our next assumption.



Assumption 3.3. For allt € (0,T), there exist slowly varying functions L(()i’j)(t) and Lgi’j)(t)
which are continuous on (0,00) such that

R(Z’]) (t) = C’L,] —+ pi,jta(i)+6<j)+1L(()i7j) (t)v fO?" 27.7 € {17 2}7 (9)
and
1, s D451 5 (4,5 ..
S (RO (1) = pit™ LI 0), fori,j e {1,2),
where 5,63 € (=1, 1)\ {O}
Also, if we denote Ly ’J) \/L ”) ), we ask that the functions L(()i’j) (t) and

L; ’j)(t) are such that, for all >\ >0, there exists a HJ) € R such that:
(1.7
im LPT.)(M) = H) < o0, (10)
t—0+ L07 (t)

and that there exists b € (0,1), such that:

limsup sup ji)(y) < 00. (11)
z—0t ye(z,zb) Loz’J (QS‘)

Remark 3.4. We remark that Assumption 3.3 is important for the setting when i # j, in the
case when i = j the assumption is implied by the previous assumptions as discussed before.

Remark 3.5. Assumption 3.3 can be seen as the extension of the classical assumptions on
the variogram of a stationary process, see e.q. Corcuera, Hedevang, Pakkanen, and Podolskij
(2013); Barndorff-Nielsen, Corcuera, and Podolskij (2013); Guyon and Ledn (1989).

We need to introduce the following scaling factor for the realised covariation: The scaling
factor c¢(x) is defined as

()= [T A5 s
— [[a069@ s+ [T (50640 - 006) (526 + ) - g2(0)) ds.

0 0

Assumption 3.4. The scaling factor satisfies

(1) 45(2)
e(Ay) = AYTHTHLED(A,), (12)
where L(1 2 s a continuous function on (0,00) which is slowly varying at zero and oM 53 ¢
(3. %) \{O} Moreover, we assume that there exists a constant |H| < oo such that
L(112)
lim Lim (@) _ H. (13)

Note that since the kernel functions are positive, decreasing and differentiable, ¢(z) is a
positive, increasing function of x.

We can now formulate the second weak law of large numbers for the scaled realised
covariation of two non-semimartingales.

10



Theorem 3.6. Suppose that Assumptions 2.1, 2.2, 2.8, 8.2, 8.3 and 3.4 hold. Then:

n o Any (1) Any(2) wc ¢
<An 2iz1 4 z o (/ ol dl) ,  asmn — oo.
(4An) sel0.T] 0 tef0,7]

We note that this result differs from the result obtained in Theorem 3.2 by the fact that
we need to include the additional scaling factor % ~ AZ0Y=6% WWhile this might seem

n
innocent at first sight, it does impose restriction on empirical applications, since the scaling

factor depends on the typically unknown functions ¢ and ¢(®. Note further, that for n large
enough, the scaling factor % is increasing with n.

3.2 Weak law of large number for bivariate Brownian semistationary pro-
cesses with stochastic correlation

So far we have considered bivariate moving average processes with stochastic correlation.
In a next step, we wish to consider a more general class of stochastic processes which also
allows for stochastic volatility. To this end, we give the definition of the bivariate BS8S process
with stochastic correlation that generalises Definition 2.2.

Definition 3.7 (Bivariate Brownian semistationary process with stochastic correlation).
Consider two independent Brownian measures W) and W adapted to .Z; and two nonnegative
deterministic functions gV, g® € L2((0,00)) which are continuous on R\ {0}. Let p be
a cadlag stochastic process, defined on the whole real line, with paths lying in [—1,+1] a.s.
and independent of F#;. Let further oW, @ pe cadlag , Fi-adapted stochastic processes and
assume that for i € {1,2}, and for allt € [0,T):

t . .
/ g2t — 5)0? ds < co.

—00

S

t t
Xt@) = / gDt —s)0Pp,awV + / gDt —s)oP /1 - p2dW,.

—00

t
xO = / gDt - 5)oD aw®,

Then the vector process (X¢)i>0 = (Xt(l),Xt(Q))tTZO is called a bivariate Brownian semistationary
process with stochastic correlation.

We note that we can write

o[ 0 (A oY1 oy, (e
o 0 g (t—s) 0 o? ps /1-p? W,
_ /t < gV (t — s) 0 ) o0\ Y
. N A () 0 o w® )
where the integration is to be understood componentwise. For the increment processes, we

obtain for j € {1,2}:

11



. (i-1)A . . . .
ArX ) = / (g(J)(Z’An —8) — gV~ 1)A, — 8)) o) g V)

—00

+ / gD (@A, — s)oW) dwD . (14)
(‘_1)An

Lastly, we will need the following technical assumption:

Assumption 3.5. The volatility processes are assumed to be independent of the Brownian
measures, i.e.. O (0(1),0(2)) 1s independent of o (W(l), W) We assume that for j € {1,2},
we have that the following property holds almost surely:

S 2
/1 <dsg(j)(s)> J?(f,)s ds < o0, for ally € RT.

We can write:

ZA"XU)A"X Z / Vs)ol cawl) / PR ()0l awd)
0

=1

We now consider the sigma algebra 2 := Fpotho® generated by the processes p,o(), o).
We obtain:

E [APXMDArx(2)

(i-1)A, iAp
= / ArgM AP g2 (D52 ds+/ gV (A, —5)gP (iA,—s)cMa®p, ds.
—00 (‘_I)An
(15)
We aim to show the corresponding version of Theorem 3.6, in presence of volatility.

Theorem 3.8 (Law of large numbers). Suppose that the assumptions of Theorem 3.6 hold.
Further assume that the processes oM, 0@ have Hélder continuous sample paths and satisfy
Assumption 8.5. Then

[t An x (1) An x(2) e
A, Lo ATXTATX LeR </ (1) (2) zdl> , asn — oo,
c(Ay) 0] 0 t€[0,T]

where ¢(A,) = foA" g (s)g@ (s)ds + I (gW (s + An) — gV(s)) (9P (s + Ap) — gP(s)) ds.

4 Conclusion

In this article we have proven two versions of a law of large numbers for the realised
covariation of the bivariate moving average process with stochastic correlation. We have also
proven a weak law of large numbers for a bivariate Brownian semistationary process with
stochastic correlation. These results state the consistency of our estimator for the integrated
covariance, the (possibly scaled) realised covariation. The importance of such results can be
seen in the more general context of building a fully multivariate theory for general B8S process,
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whose importance in stochastic modelling in e.g. finance and turbulence, see Barndorff-Nielsen,
Benth, and Veraart (2013); Corcuera, Hedevang, Pakkanen, and Podolskij (2013), is steadily
rising. Performing inference on the dependence of two such processes is of fundamental
importance in practical applications. It has to be stressed, though, that our second law of
large numbers requires us to scale the estimator by the typically unknown kernel functions
g and ¢, and this makes the estimation unfeasible in practice. Further research could be
devoted to estimating the kernel functions first and use a plug-in type estimator as the scaling
factor of the realised covariation we have considered in this article.

On the stochastic analysis side, our results show that it is possible to obtain convergence
of the “realised covariation” between two non-semimartingales, subject to appropriate scaling.
Our techniques are very general and one could perhaps try to adapt them to other classes
of multivariate fractional process, for example extending the theory to include the integral
processes appearing in Corcuera, Nualart, Woerner, et al. (2006).

In future research one could also tackle the problem of deriving a central limit theorem for
bivariate Brownian semistationary processes and first results along these lines are available in
Granelli and Veraart (2017).

5 Proofs

5.1 Proof of Theorem 3.2
5.1.1 Notation and preliminary remarks

This section contains the full proof of Theorem 3.2, which will be divided into several
separate lemmas.

Recall that we are working on a finite, fixed time horizon [0, 7], but according to Theorem
A.3 and Remark 5.1 below, we do not lose generality if, for simplicity, we restrict ourselves to
T = 1. Hence we do so in the following.

Remark 5.1 (From convergence in probability to u.c.p. convergence). We only need to show
pointwise convergence in probability of the realised covariation in order to prove Theorem
3.2. Indeed, even though we are not directly in the framework of Theorem A.3, because the
realised quadratic covariation process does not have increasing paths, since the product of the
increments can be negative, we can still deduce u.c.p. convergence via the polarisation identity:

n n n n

> (ATYAIX) = %Z (AFX +Y))* = (AFX)* =Y (AFY)™.

i=1 i=1 =1 i=1

If we can prove that the left hand side converges in probability for all t, it will follow that the
realised quadratic variation of the sum X +Y converges for all t, because we already know
from the results in Barndorff-Nielsen and Schmiegel (2009) that convergence of the squared
increments of X and Y separately holds for all t. But then each term on the right hand side
converges u.c.p. because they all have increasing paths. Since u.c.p. convergence is induced by a
metric, we can conclude that u.c.p. convergence will hold for the realised quadratic covariation
too.

In the following, the notation: E;_1),, denotes the conditional expectation operator upon
the sub-o-algebra ¢;_1)4, generated by the whole process p and by the increments of the
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processes W) and W until (1—1)A,, ie.:

g(i—l)An = U{ﬂS? s € R} % U{qul) - Wt(l)a Wu - Wt; —o<t<u< (Z - I)An}

The main idea to prove (7) is to add and subtract the quantity:

> Eina, [AYOAYO] =By, [Z Ay apy® (16)
=1 =1
and split the difference "7 | APY (DAY ) — g()(0F)g(2) (0F) fol ps ds into:

A= ArYOAY® _STE ), [A;"LY“)A;%Y@)} , (17)

=1 i=1
n 1

Buim Y Boya, [AYOAYE] - 0(07)207) [ puds (18)

i=1 0

The proof that A,, converges to zero will take most of the present section. Proposition 5.11
contains the much shorter proof that B,, converges to zero as well.

Using the notation A?ggj) = g (14, —s) — gV (i —1)A

n — S), the quantity in (16)
equals:

> AryHAry®
=1

n 1Ap 1Ap

:ZE(i_lmn [ /( " g0 (iA, — s) dW D /( 5 9 (G4, — ) dW (19)
. i—1 i—1)Ap

+Z /

(i-1)An
" A ) / Arg®) qw @,
We have to establish a preliminary lemma:

Ei-na

(i-1)A

—00

Lemma 5.2. The following holds:

1Ap
/ g(id, —s) dWs] =0,
(i-1)An

1Ap 1Ap
Eg_na, [ /( g0, = 9 aw® [ g2, ) dw§2>] (20)

Ei-na,

i—1)A, (i-1)A,

1Ap
= / g M GEA, — $)gP (iA, — ) ps ds.
(i—-1)An

Proof. The first result is immediate. For the second one, using the definition of W(2):

1Ay 1An
E;_1)a, [ / gV A, — s)dw / dd6A, - s) dWS(Q)]
(

i—1)A, (i—=1)A,
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1Ay

iA,
=E;_1)A, [/( gMiEa, —s) dWS(l)/

i—1)An (i—1)A,

iAn 1Ay
+Eq_1)a, / gM(iA, —s)dw ) /
(i—-1)Ap (i—1)Ap

gD 6A, - s) pdes(”] (21)

gD A, —s) /1 - pgdWs] . (22)
Line (22) immediately evaluates to zero by the tower property and independence of W, w.
Observe that
o {Wfbl) W W, Wy —co<t<u<(i- I)An}

is independent of

iAn i
o / gV iA, — s)dwh
(i—1)An, (i-1)A,

Ay
gD GA, — s)pde§1)> Vo(ps,s €eR)=:77°.

Hence, conditioning on %;_1),, is equivalent to conditioning on .## (Williams (1991)).
By taking the derivative of the conditional characteristic function, and exchanging differ-
entiation and expectation thanks to uniform boundedness, we can write:

o [ { e W e
— E| exp iz?l/ g (kA, —s)dW,
0191002 91—0.09—0 (k—1)An
kA,
+ it / gD kA, — $)ps dW D} 2P
(k—1)An
[ o { e 0
=-E exp z'191/ g\ (kA — s) dW,
81918192 91=0,02=0 (k—1)An
kA,
+i192/ gD (kA, — s)ps dW D | FP
(k—1)An

=E

kA, kA
/ gV (kA, — s)dwV gD kA, — s)ps dW D
(k—1)An (k—1)An

but on the other hand:

o { e 1)
— E |exp i191/ g (kA — s) dW,
00100 91—0.09—0 (k—1)Ay,
kA
+ iy / gD kA, — $)ps dW D) }|. 7P
(k—1)An
2 kAp
% E| exp z/ [ﬁlg(l)(kAn — 5) + V2psg P (kA, — s)} dwh) L|.ze
091004 (k—1)A
¥1=0,92=0 n
2 kA, 9
= —67 exp ! / [ﬁlg(l)(kAn —8)+ ﬁgpsg(2)(kAn — s)} ds
00100 2 Jik-1)2
91=0,92=0 n
kA,
= [ AL = g kA, - s)puds,
(k—1)An
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proving the claim. O

We are now ready to begin to look at the proof of Theorem 3.2. The next two sections
contain the full details on the convergence of A,, as defined in (17).

5.1.2 Convergence of A,

First we show the convergence of A,. To this end recall that

A, = zn: A?y(l)A?y@) _ ZH:E(Fl)An {A?Y(I)A?Y(z)} '

i=1 i=1
Expanding the conditional expectation using the computations in Lemma 5.2 and simple
algebra gives:

Z (A?Y(I)A?Y(Q) —Ei-1a, [A?Y(I)A?Y@)}) =AW 4+ A@ " where

i=1

i—1)A, iAn
1) — Z/ Angsl)dW( )/( i g(Z)(ZAn _ s)dWS(Q) (23)
(i-1)A iA,
+ Z / " Ang@ W /( s gV@EA, — s)aw® (24)
n 1Ay iAp

Ag) — Z / g(l) (ZAn _ S) dWS(I) 9(2) (ZAn o 8) dWS(Q) (25)

i=1 \Y(i—1)A, (i—1)An

iAn

— /( a g(l)(iAn — s)g(2) (14, — s)psds |. (26)

2

Proposition 5.3. We have the following L?-convergence: AS) L0 as n — 0.
Proof. The two terms (23) and (24) in AS) are symmetric. Hence we only present the proof
that the first one converges to zero, and the proof for the second one will follow in an analogous

way. We compute the L? norm of the first term in Ag):

n o (i—1)A, iAn 2
3 / AP gD D) / 0@ (ia, — saw® | | (27)
=177 '

(i—1)A,

It is easy to see that the cross products originating by squaring the sum are equal to:

(i—1)An (j—-1)An
/ An o i@ / A D

1 IS S
—0o0 —00

iAnp jAn
« / 0D (A, — 5) AW / 0D (A, — ) daW® |
(i—1)An (J—-1)An
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which is easily seen to be zero, by the tower property, conditioning on %(;_1)a,. The other
term originating from (27), is the sum of the n terms squared:

n (i—1)An iAn 2
SE / AP gD ) / g (A, — ) dW D
i=1 (

—o0 i—1)Ay,
:i/(i—l)An (A?ggl))z ds /(ZA" (g(2) (14, — s)>2 ds, (28)

i—1 /—00 i—1)A,

thanks to an application of Corollary A.5 in the Appendix.
Now (28) becomes, after a change of variable:

n/oo (g(l)(s +A4,) - g(l)(s)>2 ds /An (g(z)(s)>2 ds. (29)

0 0

From Remark 2.5 it follows that it is only necessary to consider the bounded interval
(0,6(1)) in the first integral of (29), since on [b}), 4-00) the integral is O(A2).

It then follows from Assumption 2.2 that the quantity in (29) can be written as follows,
for some constant C":

C’nA?f(l)“é(Q)“LgQ)(An)L(Ql)(An) _ CA%5(1)+25(2)+1L52)(An)L(Ql)(An) =0,

since 6(1) + 62 > 0, the product of slowly varying function is slowly varying and the Potter
bounds apply, which we recall in Remark 5.4 below. O

Remark 5.4 (Potter’s bound for slowly varying functions at zero). For a slowly varying
function L at infinity, we have Potter’s bound: there exist constants u,Cq,Cy such that, for
any 0 >0 and u > u:

Ciud < L(u) < Coull.

Call M (u) := L(%) M is slowly varying at zero. Potter’s bound, for small u, gives us:

(i) <1(i)=e)
U u U
which we can rewrite as:
Ciud < M(u) < Cou~°.
In particular, for any a > 0, choose § € (0,«). Then:
0<tM(t) < Cot®t™® = Cot®° = 0
as t — 0. Henceforth, for all o > 0, limy_,o t*M(t) = 0.

For the first part of the proof of Theorem 3.2, we are only left with the term A,(lz) , where
we recall that

n iAy 1Ap
AP =% / gV, — s)dw® / 9D (@A, — 5)dw?
1 J(i-1)An (i-1)A,
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1Ap
— / g(l)(iAn — 8)9(2) (1A, — s)ps ds.
(i_l)An

Using that th( ) = = pedW W + /(1 — p?) dW;, we will split it into two terms. Le. we will
write A( ) = A(2 Dy A(2 2) , where the first one is given by

n 1Ap iAn }
A7(1271) - Z (/ g(l)(iAn —5) dWSU)/ g(2) (iA, — s)ﬁdWJ
i=1 (i-1)A, (i-1)A,

and is dealt with in Lemma 5.5. The second one, whose convergence is more difficult to prove,
is given by:

n

iAnp iAp
JEEESS </< gV (A, —s)dw ) / gD (A, — 5)ps AW

1 \J-1)A, (i-1)A,

i—1)A,

iAp
- /( (6D (14, — 5))(g® (14 — 5)) ps ds>-

A proof of its convergence can be found in Proposition 5.6. We will start with the easier one:

(2,1) L

2
Lemma 5.5. We have the following L?-convergence: Ay~ =50 as n — o0o.

Proof. We get:

n iAnp iAp - 2
= {(Z /( b gW(@iA, — s)aw V) /( 9@ (i, — 5)\/1 = p2 dws) ] (30)
i=1 7= 1)an

i—1)A,

n iAp iAp - 2
=) E {( / g @A, — s)dw / 9@ (@A, — 5)v/1 = p2 dm) ]+ (31)
i1 (i—1)A, (i—1)A,

n iAp
ZE[ /( g DA, — ) daw D / 0D (i — $)\/T= P2 dW,x (32)

i#£j i—1)A (i—1)An
jAn ]An ~

X / gMGA, —s) dWS(”/ gD GA, = 5)\V/1 = p2dW,|.
(]_1)An (j_l)An

Since .Z"" is independent of .Z? v .FW it is easy to deal with the term in (31):

n iAp 1Ap N 2
> E ( / g @A, — s)dw / 9P (A, = $)3/1 = p2 dm) ]
; (

P i—1)An (i-1)Ay,
v iAn 2 iA 2
= ZE </ g WA, —s) dWs(1)> E (/ gD (A, — s)\/1— p? dWS>
=1 | (i-1)A, (i—1)A,
(33)
no A, 9 An 9
- (696) as [ (69) (1= 2, ) ds (34)
i=1"0 0



A 2 Ap 2
§2n/0 (g(l)(s)) ds/o (9(2)(8)) ds = CA,QZ(‘s(l)H(Q)H)Lgl)(An)Lf)(An)n — 0,

(35)

for a constant C' > 0, where the asymptotics on line (35) follow from Assumption 2.2 and
Remark 5.4. Lastly, the summand in (32) becomes:

Y E

i#]

X / gD GA, - s) dWs(l)/ gD GA, — )1 = p? dW]
(G-1)4n (G-1A
=Y E

1Anp iAp ~
/ gV, —s)dW()/ gD (A, — $)\/1— p2 dW,x

(i—1)An (i—1)An

/n V(i A, — s)\/1 — p2dW, > 9(2)(jAn—s)\/1—p§dW5]><

DAn (J—DAn

i#]j
iAn jAn
E / G DA, — s)aw® x / gD (A, — sy aw ]| =0
(i-1)An (J—1DA,
since ((i — 1) Ap,i40) 0 ((j — 1) A, jAR) = 0. -

Now we tackle the difficult term:

(2,2)

Proposition 5.6. We have the following convergence in probability: Ay, 50 asn— 0.

We will use a blocking technique, which consists in freezing the correlation process in each
of the intervals ((i — 1)A4,,,14,,). Exploiting the Holder continuity assumption on the paths of
p, we will show that this “frozen” quantity is a good substitute of the one we have: We need
to show that the difference converges to zero (at least) in probability. The following lemma
shows that there is essentially no harm in doing so for the Lebesgue integral part:

Lemma 5.7. We have the following almost sure convergence:

Z/ ZA —5)g (2)(iAn—3) (p — Pli-1)A )ds—>0 as n — 0o.
(i—-1)A

Proof. We find that:

N(iAn = 8)g®P (iAn = 3) (ps — pi-1)a,) ds
(i—-1)A

< Z/ gD (iAn = $)gP(idn = 5) |ps — pi—1)a, | ds

n Ap An
< Ain/o 9V ()9 (s) ds < Aﬁn\//o (91 (s))” dS\//O (9)(s))”

= Ca) e L0, LP(4,) 0
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For the Brownian part, the situation is similar, but we cannot ask for a.s. convergence.

Lemma 5.8. We have the following L?-convergence:

n iAn iAn L2

Z/ g(l)(iAn—s) dWS(I) / g (14,—s) (,05 — P(i—l)An) dW§1) =0, asn— .
— Ji-1)A, (i—1)A,

Proof. Using the inequality E [(Z?:l Xi)z} <nY " E[X?], we obtain:
n 1Ay, iAp 2
E|{> / gV (A, — s)aw () / 9?40 = 5) (ps = pii-1)a,) AW
i—1 J(i—1)A, (

i—1)An
n
<n) E
=1

1An
E ( / gMGA, —s)dw
(
iAn 2
/< 9P (i = ) (ps = pi-1)a,) AW 1))

i—1)A,
TP
i—1)Ay,

1A

n iAn . 9 | ,
=n ZZ;]E /(\Z'l)An (g(l) (ZAn — S)) ds /(Zl)An <g(2) (ZAn _ S)) (ps - PiAn—s)Q ds

iAn 2
+2 (/ g4, — 8)gP (A, — ) (ps — pin,—s) dS) ] ; (36)
(

i—1)An

where the last equality (36) follows from an application of Corollary A.5 in the appendix.
Furthermore, by Hoélder’s inequality we have

i—1)An

ZAn 2 iAn 2
< (/ (g(l)(iAn — 5)) ds/ (9(2) (14, — s)) (ps — pmn_s)2 ds)
(i-1)A, (i-1)An

iAn 2
(/( 9(1)(2'471 - 5)9(2) (idn = ) |ps = pin,—s| ds)

2

(2

Finally, using that |ps — pi—1)a,| < CAj, for some positive constant C:

3Cn Z E
i=1

Ay 2 Ap 2
SnQAia/ (9(1)(8)) ds/ (9(2)(5)) ds:Afl(‘s(”*‘s@”a)Lgl)(An)Lf)(An) 0,
0 0

1A

/ <g(1)(iAn — 5)> ds / (9(2) (14, — 8)) (ps — Piry—s)” dS]
(i—1)An, (i-1)A,

)

where the asymptotic bound follows again from Assumption 2.2 and Remark 5.4. O

Proof of Proposition 5.6. We can now prove the statement of Proposition 5.6. In the light of
Lemmas 5.7 and 5.8, it will be sufficient to show that:

n iAp iAp
Z( /( gV (A, — s) WV / 9P (@A, = 8)pi-1)a, AW

i=1 i—1)Ay (i-1)Ap
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i Ap,

converges to zero. We will show that it does so in L?. Since we can take out the random
variable p(;_1)a, from the stochastic integrals in (37), it remains to prove that:

n 1An 1An
E| (> pa-1a., / , gV ia, — s)dwd / | g A, —s)dw)
i=1 (i-1)An (i—1)An
iAn 2
_ / G DA, — 5)g@ (A, — 5) ds)) ] (38)
(i—1)A,

converges to zero. For ease of notation, we will suppress the arguments of the functions
g, ¢ in parts of the present proof. By expanding (38) we obtain two terms: the sum of
the squares and the sum of the cross products. We start with the latter:

n 1Ap iAn iA,
D E|PG-1)8,0G-1)2, % / gMaw 9@ aw / ¢ Mg® ds
t,j=1 (i=1)An (i—1)An (i—-1)An

i
JjAn JjAn JAn
( / o aw® / g@ aw® _ / gDy ds)]‘ (39)
(-1)An (7-1)An (-1)4n

The expectation splits thanks to independence between .#* and .# WO Now suppose ¢ < j;
then by the independent increments property of the integrals:

iAp iAp iAp
E / o aw® ¢@ aw® _ / g Mg® ds | x
(i—1)An (i—1)A, (i—1)An

jAn JAn JAn
< / 0O aw® / 0@ aw® — / g g® ds)]
(i-1)An (i-1)An (-1)An

iAy, iAn iAp

_E ( / o aw® / 0@ aw _ / NONEY ds)]X
(i—-1)A, (i—1)An (i—1)An
jA7L jATL jA',L

E ( / o aw® / 0@ aw® — / NEE) ds)] —o.
(=D An (=D An (1)

Hence we are only left with considering the sum of squares:

> E|pia, / g dWS(l)/ g aw® _/ G Mg ds
i=1 (i—l)An (i—l)An (i—l)An

= i E [p%i—l)An]
i=1

iA, iAy, 1Ap 2
E / o aw® / ¢@ aw® — / M@ as] |
(i—=1)An (i-1) A, (i—1) Ay,

(40)
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Now:

iAy, iAp iAn 2
o / o O aw® / ¢@ aw® _ / ¢ Mg® ds
(i—1)An (i—1)An (i—1)An
iAn, iAy, 2 iAp 2
_r / o aw® G@aw®) | - / 4™ ds
(i—1)A, (i—1)A, (i—1)A,

iAp 2 iAn 2 iAp
= / <g(1>) ds / <g<2>) ds + ( / gD g? ds) (41)
(i—1)An (i—1)An (i—1)An
< 2/ (g(l)> (s) ds/ (g(z)) (s)ds (42)
(i—1)An, (i—=1)An,

where (41) is an application of Lemma 68. Thus, (40) finally goes to zero:
(1) 452) 1 2 = (1) 452) 1 2
Ca LD AL (A 3B [0 s, | < 0TI A, LD (A,)

— 0,

for some positive constant C'. The proof of Proposition 5.6 is now complete. O

5.1.3 Convergence of B,

What remains to be shown is the convergence of the term B,. Recall that

n 1
Bu =Y Ega, |AY DAy @] - g0(0%)9? (07) /0 pads, (43)

where we recall the following expression, which we derived in (19) and (20):

n i— ]_ An (i*l)An
> Eu-na, [A”Y Ary @ Z / g ) / AlgPaw @) 4
i=1 00
Z/ (idn — 8)gP(iA, — s)ps ds,
(i-1)A

with A?ggj) = g (1A, —s) — g ((i —1)A, — s). Hence we can write B,, = B + Bg),
where

i—1)An,
BV = Z / " Argh aw ) / o ApgP aw ),
and
n 1An 1
BY =% / g (@A, — 5)g® (i, — 5)ps ds — g (07)g? (07) / ps ds.
o1 J (-1 A, 0
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2
Lemma 5.9. We have the following L?-convergence: B,gl) L0 as n — 0.

Proof. Using the inequality E [(Zle Xi)ﬂ <nY " E[X?], it suffices to look at:

— 00 [e.e]

n (i-1)A, (i—=1)An 2
o | ([ e [ sy ave)
=1 -

n(i-1)An (i—-1)An
—nY / (APg)? ds / (APg)? ds

i=1v "> &
n (i—-1)Ay, 2
oy / (AP (AT, ds (44)
i=1 -
noa(i—1)A, (i-1)A,
<30y / (APg(D)? ds / (Arg®)? ds, (45)
i=1" "> e

by Hélder’s inequality. Each of the two integrals in (45) can be decomposed as:

[ (s a

= p(d) +oo
- / (99 (s + An) — g(s))? ds + / T (s + An) — g(s)) ds. (46)
0 b(d)

The integral on the unbounded domain is O(A2), as in Remark 2.5. Hence it suffices to
consider the product of the integrals in the bounded domains, i.e.:

n b1 p(2)
n Z/ (9 (s + An) — g(s))? dS/ (g (s + An) — gP)(s))? ds. (47)
0 0

i=1
Thanks to Remark 5.4 and Assumption 2.2, the quantity in (47) becomes, for some C > 0:
Cn2A2H200+) LA VP (A,) = 0.

O]

1) 4 5(2)
Remark 5.10. Note that the last bound is sharp, in the sense that we obtained O(A?L(é ot ))

. 2(6MW 462 4a) . . .
instead of O(Ay, ). This is the only term in the proof where we cannot obtain more
regularity by the Hélder continuity of the paths of p. Hence, Assumption 3.1 which we are
imposing n this section is crucial here.

We conclude with the last part of the convergence theorem.
Proposition 5.11. We have the following almost sure convergence result: B,(ZQ) 20 as
n — 0.

Proof. Using Lemma 5.7 we can simply show that

n 1An
S i, / gD (A, — )9 (i, — ) ds
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converges almost surely to the limit g(" (01)g(®) (01) fol psds. To this end, note that

iAn
sz 1A, / b g4, — 5)gP(iA, — 5) ds (48)
:Zp(i—l)An / " 9D (y)g@(y) dy (49)
=1 N
_ (/0 (g dy)zpl )4n (50)
1
= AngM(Q)g ()(C)l{ge[oan]}sz Da, =3 gM(0%)g ()(0+)/0 ps ds. (51)

=1

Line (49) follows by setting y = iA,, — s, while line (51) follows from the mean value theorem
and the fact that the paths of p are almost surely Riemann integrable. O

This concludes the proof of Theorem 3.2, that deals with the case where the indices of
regular variation satisfy: 61 4+ 62 > 0.

In the following section, we wish to lift such a restriction, and prove another law of large
numbers, this time for a scaled version of the realised covariation.

5.2 Proof of Theorem 3.6

As in the last section, thanks to Remark 5.1, we will prove convergence in probability
for t = 1. In order to prove this result, we denote by .Z” := o{ps,s € R} and we start by
considering the following decomposition:

Y AYOATY®

An (A

1
- / prdl = DY + D) where
0

n( n

n C(

W) Ary )| g0
A Ary )|z

] / .

] , (52)

()Any

D<2>—ZE[

5.2.1 Convergence of D7(12)

7

Note that

E [APY D APy (2)

/ ZA —s)p (AZi (14, — s)ps ds
/ ~ M (5)p? (
0

)pzAn s ds.
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Hence we can write

S E | Ary (D Ary ()

TP
] fo ‘PAn wgi(s)ﬂn (i piA,—s) ds
c(An) c(Ay) (53)

:/ Ay (mens) dmp(s),
R+ i=1

where, for each n € N, 7, is a measure whose density with respect to the Lebesgue measure is
given by

Ay

oD ()% (s)
IMOORE

Note however that 7, (ds) is a probability measure if both ¢g(*) and ¢(® are positive and
for s > A,, one has (g(l)(s) —gW(s - Ap)) x (9(2)(3) —g@(s— Ap)) > 0, that is, if both are
monotonically increasing or decreasing. This is why we needed to introduce Assumption 3.2.

(2)

Let us now formulate a key result needed for establishing the convergence of Dy,

Proposition 5.12. Assume that the assumptions of Theorem 3.6 hold. If the probability
measures Ty, defined after equation (53) converge weakly to a probability m on [0, 00) then:

SR Ay DAY @) ,9?%’]
i=1 7 ) 1—s
A, ) = /RJr </_S Pl dl) dr(s), asn — oo. (54)

Proof. Denote by fn(z,w) := Ap Y " pin,—z(w) and by f(z,w) := f_lgx 1 (w )dl Further-
more, for a measure y on [0, +00) and a measurable function g: p(g) := [p+ g(z) du(x). For

a.s. w, lim, o0 fr(z,w) = f(z,w).
Let [ be any point in [—z + (i — 1)A,,, —z + iA,]. The error we make at the n-th step
with a Riemann sum is:

—x+iAn,
Z / (o= prz) dl

—z+(i—1)A,

—x+iA,

<> / KAY dl = KnAYH,
i—1 —z+(i—1)A,

—xz+iAn

<Z/ —I¥|vdl

7x+

- fl=

for a positive constant K, hence:
Tn(fn) — T < Kn Tn =Kn —
7 (fn) = ()] < KnAS m, (RY) = KnASH — 0,
since m,(RT) 1= [pu dmp(z) = 1. O

Proposition 5.13. Assume that the assumptions of Theorem 3.6 hold. Then Dq(f) 220 as
n — oo.
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Proof. We remark that checking weak convergence of probability measures is equivalent to
checking pointwise convergence of the corresponding cumulative distribution functions. Hence
we write

I so“i(s)so&f’ (s) ds

J5* @) (5)e ) (5)ds.
Now fix € > A,,. Then, for all x > ¢, one has:

o fg (P(AIBL(S>(P(Ai(S ds 1 \/ (1) z ) 2
Fn(.’ﬂ) - Fn(g) - fooo go(Alr)L(s)go( )(8 A / ds/s (90An(5)> ds.

Fo(z) =m0 ([0, 2]) =

Denoting by b)) a real number such that (g( )/) (s) is decreasing for s > b

/; <¢(Ali(s)>2 ds = /b(l) (@SZ(S)Y ds + /bz) <90(A17)1(3)>2 ds

£

<1 |07 -9 o (6 0+

=CA%2 -0,

L2[e,00)
SO

lim F,(z) — F,(e) =0, (55)
n—oo
which implies that the limiting cumulative distribution function will be constant on the sets
(€,00), for all € > 0, and hence its mass will intuitively concentrate at zero. We now formalise
this observation.
We observe that the family of measures {m,}5° ; is easily proven to be tight. Indeed, fix a
small ¢ > 0, then if b = max(b(1), b)), by the above computations:

CVIRNC) >
/b P, (8)pn (s)ds < CA;,
which is smaller than ¢ for n big enough, say for n > n(¢). Hence the compact set [0, b] is
such that 7,[0,b] > 1 — ¢ for all n > n(¢). The finite collection {772}?:(41) is obviously tight, and
thus we can conclude that the whole family {m,} is tight.

By tightness and Prohorov’s theorem, the sequence 7, is relatively compact, that is, every
subsequence contains a further subsubsequence converging weakly to some probability measure
Q (that could depend on the chosen subsequence). By (55), the only possible weak limit is the
unit mass at zero, and hence every subsequence has a subsubsequence converging to dyg. But
this fact is equivalent to the weak convergence m,, = Jp (see Billingsley (2009), Theorem 2.6).

Now from (54) and the above remark we obtain that

Ary (D) Any (2) gp]
7 ) 1—s 1
S/ (/ dl>d5 :/ dl, — 00,
) L\ o(s) o as n — 0o

i.e. Dg) 22 0asn — oo. ]

2 i1 E

Ay
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5.2.2 Convergence of D7(11)

It remains to prove that DS) converges to 0. To this end note that asking that its L2-norm

goes to zero is equivalent to showing that Var(DﬁLl)|ﬁ P) — 0 as n — oo.

Proposition 5.14. Suppose that the assumptions of Theorem 3.6 hold. Then:

n ny (1) Any(2)
Var An Zz:l Az Y Az Y
c(An)

§p>%0, as n — oo.

Proof. We can write

n ny (1) Any(2)
Var (An Zz:l Az Y Az Y

A2 -
2 — Var | Aty (D Ay (2)

)

c(Ay) 2(Ay) —
A2 n n
252~ [ D7 > Cov | Apy WAy @ AryDAry @ ze ) | (56)
*(4n) i=1 j=i+1
Now observe that:
2
Var <A§‘Y(1)A?Y(2) 9P> <E (A?Y<1)Ayy<2)> |3N] ~ Kc3(Ay),

for some positive constant K > 0 thanks to Assumption 2.2 and the computations in the
previous sections. Hence the first term in (56) is asymptotically equivalent to:

KnA2 — 0.

Now we have that

Cov (A?Y(l)A?Y@), Ay Ary ) Ay DAy @Ay W Any ()

91

yﬁ_E

—E|AryWAry@|ge| E | Aty WAy @)

91.
7

Thanks to Lemma A.4, we know how to express the first expectation in (57) and write

yﬁz

E|apy WAy O] 70| E | Ary @ Ay @) 27|

Cov (A?Y(l)A?Y@), Ay Ary )

+E [A?YU)A;LY(?)\yﬂ] E {A?Y@)A?Y(l)}?p} . (58)

Now, recall the notation A?ggk) = g® (1A, —s) — g® ((i — 1)A, — s), for k € {1,2}. Since
j > i, we have:
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A, (i—1)An
E [A;lYU)A;lY(l)\W] = / g (@A, —s)ATg{M ds + / ArgMAn gD ds

N (i—-1)An 0
= [0 (606 = A0+ 9 = gV(G i = DA, +9) dst
/O (000 + )~ 90(5)) (400G ~ DA+ 9) — gO(G — i~ DA, + ) ds, (59)

and similarly:

iAn, (i-1)An,
E[ay®ary®| g = /( L gD (A, —5) AP py ds + / ArgM ARG p ds,

S
—00
and analogously for the other terms in (58).
These terms do not simply depend on the difference j — i because of the presence of the
correlation process p. Nevertheless, p is bounded by 1 in absolute value, so passing to the
absolute values, we can write:

E[|ary®any®||p=1]E [|apy@ a3y ®| |p=1]

Cov (A?Y(l)A?Y(z), Ary WAy @)\ ze

+E HA?Y“)A?Y@)‘ o= 1} E HA;W@)A;?Y(U’ p= 1} . (60)

The proof that the quantity goes to zero follows from Theorem 4.1 in Granelli and Veraart
(2017). Details on how to apply that theorem in this setting are as follows.

Denote by ré?b)(j —i) =E HA?Y(G)A?Y(I’)‘ ‘p = 1}, for a,b € {1,2}. Then, in fact,

C(Lnb)(J —1) =E [A?G(a)A}LG(b)}, for a,b € {1,2}. The second term in line (56) is then
dominated by:

(An);:z[ VG =36 -+ 3G -0l G )] (61)
2 n n
- 257 > 32 [RG-nf3 -0+ B -2 -o) (62
2
~ 257 > [ o) (63)
(n)

(64)

With our assumptions, Theorem 4.3 in Granelli and Veraart (2017) gives us the uniform bound
for a positive constant C"

[E(ATG@ AL ,GY)

. (a) 4 5(0) 4o
< _ @450 4e—1
(@) =0E-1) ’

n n
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for all € > 0, where, for i € {a,b}:

A,
=4/E A"G Z) \// (s+A4,) — gt )(s))2 ds + /0 (g(i)(:s))2 ds
= /RO(A,) = A;‘j 12, LA,

We can write

)
)| Eape@ Ay, 60| | [E(AG A7, GO 0

c(4,) c(Ay) N i) () c(Ay)

Tn

According to Assumption 3.4, we have

AORO AT [ AN P (A, /LA LY (A,

Hence
(1) ( )7_1S2)TT(L?) _ L(()l)(An)L((]Q)(An) _ 7_( )7_( ) (2) (1)'
c(4,) c(4y) (Lz(ll’z)(An))2 c(An) c(An)

(L2 (An))?
constant K. Hence we can deduce that for all £ > 0 there exists an ng(e) € N such that

() (y,.(n)

According to Assumption 3.4 the term converges, so it can be bounded by a

(n) (y,.(7)
Ty, 1 )7“2 5 (1) . 261 4+25@ 42¢—2 1 2( )51 (1) . 25(1) 196(2) 1oe_
< _ 3 ) < _ +26\9) 262
7C(An)2 KC(i—1) , ()2 KC(i—1)

and for all n > ngp(e). Convergence to zero then follows from Cesaro’s Theorem and from:

lim (i — 1)200 420242522 — s 950 1 262 £ 22— 2 <0 = < 1— 61 — O

1—00

which is always possible, as §(1) 4 §(2) ¢ (—1,41).

5.3 Proof of Theorem 3.8

We first observe that, thanks to Theorem A.3 and Remark 5.1, u.c.p. convergence on [0, 7]
is implied by convergence in probability for all ¢ € [0, T]. Without loss of generality, we will
then restrict ourselves to ¢ = 1. The proof will be split in several steps. We start with the
familiar splitting:

n o Anx (1) Anx(2) 1
A Zim1 4] X / o Do®pdi = GOV + GO, where
0

c(Ay)
G _ g L A XWATXE® _z”:E An Anx ) Anx @]
noT e ) 2" Ay ’ (65)

1) A7 X 2)

1
GO = ZE jzﬂ] - /O oMo pdl.
2)

Proposition (5.12) easily extends to this situation and we can show that Gy’ %% 0, as n — oo:
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Proposition 5.15. Let 0(1),0(2),,0 have Hoélder continuous sample paths, almost surely. Let
T, be a sequence of probability measures converging weakly to the probability m. Then, the
almost sure convergence of the Riemann sums

l1—x
ZPZA _xUzAn T z(z) e Ul(l)al(z)pl dl =: f(OJ,x)

implies the convergence of the integrals:

Tn(fn) = 7(f)-

In particular, we have the almost sure convergence:

ZIE %”] @;/ (/ ( ) (z)pl dl) dr(x), asn — oo.
R+ —z

Proof. Let a, a1y, @ 2) denote the Holder coefficients of p, oW, 6@ and set a := min{a,, a, ), o, e },
and |u —¢| < 1. Then

1) Ar x (@)

’Uf})af a(l)at Pt’ <‘ o )(Pu pt) + pi(oy W 52)—‘7151)0152))’

D2 = )+ o (o) (09— o2 o) o)

< fu =11 0002 + o D] ju — 1] + o ||u — 1%

u

< fu—t1* (JoDo®| + o] + |o7])

g

The error we make with a Riemann sum becomes:

n 11—z
|fn(z) = f(z)] = ‘Aanmn_zai(Z)n_zagn_z _/ plgl( ) 6@ g1

i=1
n —x+1An
(1) (2) 1) _(2)
< o pL— oy oy pre|dl
;/er(il)A | : bk
—x+i1An
(1) _(2) (1) (2)
< o o+ o o dl
£ e (e )

1— n
< AC (/ (|a(1>al2)| + |a§1>|) dl+AnZa§;>|).
-z i=1

Now we can finally prove the bound for the integrals:

1-
|t (fr) — T ()| < Ay, </ (]Ul O'l | + |Ul1)\> dl + A, Z |0(2) >

=1

1— n
— A%, (/ (101 +107) dl) + A%, (Anz ya§§>|> .

=1
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The first term converges to T (fi;x ]al(l)al(m + |Ul(1)| dl), since the function z — fi;m |Ul(1)01(2) |+

]Ul(l)\ dl is continuous and tends to zero for  — co. Since the paths of o(?) are almost surely
Holder continuous, Proposition 5.12 applies, and we can conclude that:

n 11—z
Tn <An Z ]al(f)|) =7 </ |al(2)| dl) ;
i=1 -

henceforth:

1-z
|0 (fn) = Tn(f)] = 0 x 7 </ ‘Ul(l)al(Q)‘ 4 ’Ul(l)| 4 ‘UZ(Z)’ dl) =0.

Analogously to Proposition 5.14, we need to show that:

A n
Var " Arx WA x ()
(3

%”)—)O, as n — 0o,

L . (1) L?
which implies that G5, = 0 as n — oo.

Proposition 5.16. Suppose that the assumption of Theorem 3.8 hold. Then

n

A
Var n Arx AP x (2)
(3

%>—>0, as n — 0o,

Sketch of Proof. We will only sketch the proof, which follows the same lines as the proof of
Proposition 5.14. The basic idea is the following: Since the volatility process is cadlag, it is
bounded on compact intervals, while unbounded intervals are controlled via Assumption 3.5.

All the terms concerning intervals on the sets of the form [(i — 1)A,,,i4,] of the proof
of Proposition 5.14 are treated exactly in the same way, since we can uniformly bound ¢ by
its maximum on [0, 1]. When o appears integrated on an interval of infinite length, bounded
away from 0, we can write for j € {1,2}:

o . . 2 . 2
Lo 696+ 20 = 0) " (o) 5,) s < (66)
J

(A i) (0 2
Ai/b(j) <ng(j)(S)> (O—(lj'*l)Anfs) dSZO(Ai)’ (67)

since the integral in (67) is finite, thanks to Assumption 3.5.

A Background results

A.1 U.c.p. convergence of processes

We briefly recall the mode of convergence that we work with throughout this article:
uniform convergence on compacts in probability, or wu.c.p. for short.
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Definition A.1 (u.c.p. convergence). The sequence of cadldg processes X™) s said to converge
uniformly on compacts in probability to the cadlag process X if, for allt > 0 and all € > 0:

>5>:0

Remark A.2. Note that the assumption that the processes are cadlag is sufficient to ensure
that the supremum is P-measurable.

lim P <Sup XM — x,
n—00 s<t

In some cases, pointwise convergence in probability is enough to prove u.c.p. convergence
of processes as can be seen in the following theorem.
Theorem A.3 (Sufficient condition for u.c.p. convergence). Let the assumption and notation of

Definition A.1 prevail. Suppose that, for all t in a dense subset D C R we have Xt(n) = X;.
Assume further, that the paths of X™ are increasing with time and the paths of X are

continuous, almost surely. Then, the (stronger) convergence x™ 9P X holds.

A.2 Expectation of the product of four stochastic integrals

Lemma A.4. Let W denote a standard Brownian motion and let HO(t), fori € {1,2,3,4}
be deterministic functions such that fOT (H(i)(t))2 dt < oo. Then, one has:

T T T T
E[ / HWY aw, / H® dw, / H®) dw, / HY dWS}
0 0 0 0

T T T T
_ / HOH®) ds / HOH® ds + / HOH® ds / HOHW ds
0 0 0 0

T T
+ / HYH® ds / HPHO ds. (68)
0 0

Proof. We will prove the claim by differentiating the characteristic function. In details, we
compute:

84

E [ G0 Jo HEY awsviv [ HE aw oy [ HE awivg [ Y aw (69)
0940093002001 ’

v=0

for © = (91, 92,03,94) . The random variable

T T T T
01 / HWY AW, + 9, / H® dw, + 93 / HS) daw, + v, / HW dw,
0 0 0 0
follows a Gaussian distribution with mean zero and variance:

T 2
/ (191[{5(1) + 99 HP +95HB) + 194HS(4)) ds.
0

Note that the variable has moments of all orders, hence our approach is justified.
The expectation in (69) equals:

- 1 /T 2
H(01,02,93,04) := exp (—2 / (ﬂle(” +9H® +93H® + 294H§4)) ) ds.
0
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We proceed with differentiating the function H.

OH _ & " M (@) (3) @) g0
i (1911{5 Y HD +93H® 1 9,1 ) HWY ds
a0, 0
82E[ B T 5 T
- A / HYH® s + H / (191H§1) + 0. H? +03H® + 194H§4)) HWY dsx
8'[928’19]_ 0 0
T
| (9E 40,1 1+ 021E 0410 HE ds
0
O*H T
HOH® g / (9B + 91O 4 051 + 0,1) 1P ds
939201 Jy 0
T
v A 191H Y9 HD 90O 4 194H§4>) HY ds

0
T

X (191H<1 4 9o H )+193HS(3)+194H§4)) H® ds
0
T
% / (
0

+H

91 HD +9,H® 1 9,7 194H§4)) H®) ds]

T T

HYH® gs / <01H§1) + 0 H? + 03H® 4 194H§4)> H® ds
0

0

/ HOH®) ds / (9 HD + 0,0 + 01 + 0,1 ) H ds].

And finally, since ﬁ(0,0, 0,0) =1 and g—f_

7 ’1.9:0 = O’

84
H! HP'HY
8194819381928791 / Vs / .
T
/ HS)HS) i / HOH® g 1 / HOHY ds [ BORO 45, (70)
0 0 0 0
proving the claim. -

A particularly useful consequence of Lemma A.4 is the following result:
Corollary A.5. Let (Ki),>q be an a.s. bounded stochastic process, then:
iAn iAn 2
E / gV iA, —s)dw) / gD A, — s)Kgdw | | FK
(i—1) Ay, (i—1)An
’LAn 2 iAn 2
= / <g(1)(iAn - s)) ds/ (9(2) (14, — s)) K2ds
(i—1)An (i—1)An

1An 2
2 (/ gD (A, — 5)g@ (P4, — 5)K, ds> .
(

i—1)A,
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