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PREFACE

“Young man, in mathematics you don’t understand things. You just get used to them.”

— John von Neumann, [[44], footnote page 208|
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INTRODUCTION

The general theory of stochastic processes has applications almost everywhere; while specific
observations can be considered as independent or sharing a weak dependence, it is more likely
to be the exception rather than the rule.

Temporal dependence creates an immediate problem, especially from an inferential or statistical
standpoint which is best explained by an example: Suppose we are an investor seeking to model
the behaviour of multiple assets. We choose a selection of seemingly unrelated assets, that is we
choose not to include stocks from companies within the same market. While it is unrealistic,
one may argue that over short periods, different assets are independent, but one can hardly
argue that there is temporal independence. Here lies the problem. Namely, each path can be
considered as the single realisation of an abstract random variable whose image is an appropriate
function space. Hence, when we wish to make inference or predictions, we have to include the
temporal dependence and previous observations.

Initially, one may welcome this problem as a blessing; clearly, more information is better, and
from a financial standpoint, one might even expect that additional information can help one
speculate. However, one will soon be faced with the computational curse of highly multivariate
data. To make matters worse, the rate at which financial data is arriving is increasing, and hence
one must decide on an action at an increasingly faster pace.

To make the computational burden even worse, many models today rely on an excessive number
of parameters. Models such as Recurrent Neural Networks are gaining momentum in the use
of finance, see, e.g., [17], based on their success in modelling difficult behaviour in other fields.
These models typically rely on an extremely high dimensional parameters space. While the
computational burden of evaluation is typically limited the optimisation of these models present
a problem in a high-frequency setting.

As a rule of thumb, economists have defined so-called stylised facts to which economic models
should adhere. Several models have been implemented to accommodate the so-called stylised
facts. Some models rely on discrete time steps and others continuous-time.

Only modelling the market at distinct times presents challenges. If one supposes regularly spaced
data with increasing frequency, then the natural extension to time-series are continuous-time



stochastic processes. These models are robust to any frequency of data which is advantageous.
Furthermore, under weak assumptions, time-series may be identified in the so-called Skorokhod
space or space of cadlag functions. We will explore the Skorokhod Space and associated topologies
later in the thesis.

Philosophically, one could argue for time-series in finance by arguing that data is only recorded
once a bid or offer is placed. Alternatively, one may use the so-called tick-data arriving at
regular frequencies. However, this does not pose a problem for stochastic processes either. We
may define so-called canonical projections which are a collection of mappings that map a function
to its evaluation at specific points, hence typically an element of R™ for some natural number n.
The result is that one will end up with a multivariate distribution.

Copulas are a tool for modelling multivariate distributions. In particular, a multivariate
distribution function may be decomposed into its marginal distributions and a copula. Abe
Sklar, who initially claimed and later proved this decomposition, and his co-author Ben Schweizer
writes “The name was chosen to express the fact that a copula embodies the manner in which a
joint distribution function is coupled to its one-dimensional margins” in their book Probabilistic
Metric Spaces [[35], Section 6.2].

Copulas were initially a tool for solving problems related to the probabilistic metric spaces.
However, the immediate advantage of copulas was that since univariate distributions were well
studied, then the statistician could apply his or her knowledge of univariate distributions to
multivariate distributions via copulas. Furthermore, they allowed for the marginals to be chosen
independently, which allowed for more realistically modelling.

In most classical statistics, the general measure of dependence is correlation. Typical linear
correlation measures the linear dependence between model, but at times linear dependence is
not sufficient. An example of non-linear dependence is found in returns. Returns typically exhibit
little to no linear dependence, but the squared or absolute returns exhibit linear dependence.
Copulas are an alternative as to the linear dependence modelling, as they allow for highly non-
linear specifications.

While this indicates that copulas may solve many issues, they have also been met with criticism.
Gaussian copulas received criticism after the financial crisis in 2008. Some claimed that it was
partially to blame for the crisis since the Gaussian copula model was widely used but made
unrealistic assumptions. In particular, the model of Li, [19], received heavy criticism. Studies
were made to address the validity of the claim. David M. Zimmer found that the asymptotic
independence of extreme events present in the Gaussian copula was unrealistic and presented
alternatives [43]. Samuel Watts argued that it was not the particular copula, but rather the use
of copulas in the specific context which was flawed [41]. Furthermore, Thomas Mikosch in his
papers Copulas: Tales and Facts and Copulas: Tales and Facts - Rejoinder addresses several
issues with the use of copulas, some of which relate to temporal dependence [21],[22].

However, Schmitz showed that the temporal dependence of several stochastic processes could
be represented via copulas, [34]. He argued that some proofs of original and central theorems
in stochastic processes could be expressed in terms of the copulas and argues that these proofs
are simpler. He also derived the copulas of several classical stochastic processes such as the
Brownian motion, the Ornstein-Uhlenbeck Process, and the Brownian Bridge with the possibility
of extensions to continuous local martingales and semimartingales.



Of course, in order to apply the results from Schmitz, we need an estimator for these copulas.
In order for the estimator to be useful, we must assert its consistency. We propose a method
using realised variance for estimating the conditional copula of time-changed Brownian motion
and investigates its asymptotic properties. Our method will rely on non-parametrical estimates
of the quadratic variation, and so they are computationally favourable. We show the rate of
convergence for such an estimator and limiting distribution in a simple case. We show that
numerical experiments indicate that the type of convergence may be stronger than what we

prove.

We also propose a semi-parametric forecasting procedure making use the aforementioned copula
to forecast the distribution of a semimartingale. The forecasting shows how one may incorporate
copulas temporally. We show how the forecasting procedure fares in a controlled environment
where we simulate data from the Heston model, [11].

The thesis is divided into several chapters. In Chapter 2, we define the preliminary theory to

prove our results.

In Chapter 3, we provide proof of the asymptotic properties of our proposed estimator. We show
that it is consistent and provide a limit theorem in a very restricted setting. Using numerical
analysis, we argue that the result may be enhanced.

In Chapter 4, we turn our focus to financial applications. Here we show a distributional
forecasting procedure for portfolios, and apply the conditional coverage test from Christoffersen,
[8], to test the validity.

In Chapter 5, we summarise the thesis. We discuss the results obtained, their applications, and
future research. We then conclude our findings.

Problem statement: How can we use realised variance to estimate the conditional copula
of a time-changed Brownian motion? How can temporal copulas be used in the assessment of

portfolio risk?



PRELIMINARY THEORY

2.1 Notation

Notation

C(T; E
D(T; E
CYT,E)

~—

Metric or Polish space
The Borel o-algebra on (F,dg)
Probability space

Filtered probability space

Convergence in probability
Almost sure convergence
Uniform convergence on compacts in probability

Stable convergence in law

Stable convergence in law for the Skorokhod topology

Elements in [0, 00)

max(a,b), a,b€R.

min(a,b), a,beR.

Space of continuous functions from 7 to E.

Space of cadlag functions from 7 to E.

Space of d-times continuously differentiable functions from 7 to £.




2.2 Copulas

This section is based on [34], [7], and [24].

In classical multivariate probability, a typical approach is to assume the joint distribution of two
random variables is some specific distribution. That is, we assume (X,Y) ~ H where H is some
multivariate distribution. However, in assuming a joint distribution one typically assumes the
marginal distributions as well. A classic example is the multivariate Gaussian distribution which
is widely used.

Copulas provide a framework for overcoming the implicitly assumed marginals and allowing a
more flexible and modular approach to modelling multivariate distributions.

2.2.1 Construction

A large part of the construction relies on the Probability Integral Transform. Suppose that we
have a probability space (2, F,P) and a random variable X : Q@ — R. The law of X is the
probability measure on (R, B(R)) defined by

Lx(B)=P(X € B), B € B(R).

Since X is a F/B(R)-measurable function, we have that Lx is a probability measure on (R, B(R)).
We can then define the cumulative distribution function

Fx(z) = Lx((—o0,2]), z€R.
Furthermore, the function F'x uniquely characterises Lx.

Proposition 2.1 (Probability Integral Transform). Let (2, F,P) be a probability space and
X : Q — R a random variable. Then, if the cumulative distribution function Fx is continuous

and strictly increasing we have

Fy(X) ~ Unif([0,1])

Proof. It suffices to show that Y = Fx(X) has a uniform law.

where the invertibility follows the fact that F'x is continuous and strictly increasing. ]

If Fx is not continuous and strictly increasing, then the proposition cannot be recovered in
full. However, it does hold in a “weaker” sense. Before we can elaborate, we need the following
definition.



Definition 2.1 (Quantile Function)
Let F': R — [0, 1] be a cumulative distribution function. Define,

Fl(p)=inf{z eR| F(z) >p}, pe]0,1].

The function F~! is called the generalised inverse or quantile function.

We have the following proposition

Proposition 2.2. Let (2, F,P) be a probability space and let X : Q@ — R be a random variable
with cumulative distribution function Fx : R — [0,1]. Let U ~ Unif([0, 1]), then

Fx'(U) ~ Fx

Proof. Let Y = Fy'(U) then

P(Y <y) =P(Fy'(U) <y) =P(U < Fx(y)) = Fx(y)

Proposition 2.2 tells us that while F'x(X) does not necessarily follow a uniform law we have
F il(U ) follows Fx. The implication is also convenient for sampling from a known distribution
function F.

Now, suppose (X,Y) ~ H, where H is some bi-variate cumulative distribution function. Assume
for simplicity that the marginal distributions Fx(x) = H(x,00) and Fy(y) = H(oo,y) are

continuous and strictly increasing.

Suppose we apply the marginal distributions to X and Y. By Proposition 2.1 we have that
U = Fx(X) ~ Unif([0, 1]) and similarly V = Fy(Y) ~ Unif(]0, 1]). However, what distribution
does the pair (U, V) follow? It seems intuitive that what remains is only the dependence between
X and Y. Such a construct is called a copula.

Definition 2.2 (Copula)
Let C : [0,1]% — [0,1] be a function. If C' a distribution function on [0, 1]¢ with uniform
marginals, then C' is said to be a copula. Furthermore, we define

Cc?={C:[0,1]* = [0,1] | C is a copula}.

In order to ease notation significantly we introduce the following partial relation on R



Definition 2.3 (Partial Relation on R?)
Let d € N. For z = (z1,22,...,74) € R? and y = (y1,%2,...,y4) € R? we define the
following notation

x<yifx; <y, Vie{l,2,...,d}.

Furthermore, for z,y € R¢ such that z < y we define

d
=1
d
[z,y] = Xz, yil-
=1

We have the following characterisation of a copula.

Proposition 2.3. Let C : [0,1] — [0,1] be a function. Then C' is a copula if, and only if, it
satisfies
1C(,...,1,z,1...,1) =z for every z € [0,1].

2 C(x) =0, where x = (x1,...xq) if there is at least one i € {1,2,...,d} such that x; = 0.

and finally, for all a,b € [0,1]% with a < b we have
Z (_1)|{i€{1»2:--~7d}‘xi:ai}‘C(x) >0,
xexle{ai,bi}

where [{i € {1,2,...,d} | x; = a;}| is the cardinality of the set {1 € {1,2,...,d} | z; = a;}.

Remark: Note that x € X?Zl{ai,bz-} simply means that z iterates through all possible
configurations of boundary points of the set (a,b]. That is, x; is either a; or b;.

We will not prove Proposition 2.3. However, note that the first requirement corresponds to
C' having uniform marginals. The second requirement is the so-called grounded property. It
corresponds to the event

which is intuitive since copulas are continuous distribution functions - we will later justify this
claim. Finally, the third condition guarantees that C “behaves” like a distribution; let u be a
measure and let A C B belong to the underlying o-algebra, then we have

1(A) < u(B).

Let I = (a,b] and J = (a, c] where a,b,c € [0,1]% with a < b < ¢. Since C is the distribution
of a random variable with uniform marginals it induces a unique probability measure, p, on
([0,1]¢, B(]0,1]%) and we have

u(I) = C(b) = Ca) < C(e) — Cla) = ().



Conversely, given a probability measure p on ([0,1]%,B([0,1]%)) and letting u € {u € [0,1]? |

i e {1,2,...,d} : u; # 1}, where 3! is the unique existence quantifier, i.e. u is of the form
(L, 1, uy ..., 1, 1), 0f

1((0,u]) = uj,
then p induces a copula by defining
C(u) = u((0,u]), Vu € [0, 1]%

A well known example is the Lebesgue measure, Ay, on ([0, 1]¢, B([0, 1]%)), since
d d
Aa((0,u]) = [T A0, wi]) = ] ] wis
i=1 i=1

where A\ is the Lebesgue measure on ([0,1],B([0,1])). A4 corresponds to the so-called
independence copula, since it is just the product of the uniform marginals.

In order to further ease notation, we will use the following notation. If (2, F,P) is a probability
space and X : © — R? is a random variable, then the marginals follow X; ~ Fy, for some
distribution Fl, for all i € {1,2,...,d}. We then define

FX(SU) = (FX1($1)7FX2(x2)7""FXd(xd))7 (2'1)

and we say that F'x is the marginal distribution function of X. We say that Fx is continuous if
all the marginals Fx, are continuous.

We claimed that copulas were the remaining dependence between random variables after applying
each of their marginal distributions. The following theorem justifies that claim.

Theorem 2.1 (Sklar’s Theorem). Let (2, F,P) be a probability space and X : Q — R? be a
random variable. Let X ~ H where H is some distribution function with marginal distribution
function Fx, in the sense of (2.1), then there exists a copula C' such that

H(z) = C(Fx(z)), Yz € R%

Furthermore, if Fx is continuous the copula is unique, otherwise it is uniquely defined of the
range of Fx. Conversely, if C is a d-dimensional copula and F;,i € {1,2,...,d} are univariate
distribution functions then defining F(z) = (Fi(z1), Fa(z2), ..., Fa(zq)) we have that C(F(x))
defines a distribution function on R?.

The original theorem was presented in [37] and an excellent proof can be found in [10].

If the marginals are continuous then Theorem 2.1 follows immediately from the fact that Fx,
are invertible on their image and we may then invert F'x entry wise. Hence, for any distribution
take

C(u) = H(Fy'(u)), u € [0,1]% (2.2)

Many of the earliest studied copulas arose from (2.2). For instance, the Gaussian copula.
Let ®x(z) denote the standardized multivariate Gaussian distribution with correlation matrix
3. Then clearly the marginals follow the standard univariate Gaussian distribution, ®. The
Gaussian copula is then defined by



Co(ur, uz, ..., uq); E) = Bx((@ 7 (ur), @ Muz),oo ., @ (ug)), we 0,17 (23)

By Theorem 2.1 we immediately have that we may construct a distribution with arbitrary
marginals but the dependence of a Gaussian distribution.

Now, in finance, we often wish to include as much information as possible. Hence, when some
information is revealed to us we wish to condition our random variable to this information.

In order to rigorously define these conditional laws we first define conditional expectations and
by extension conditional probabilities. However, for sufficiently “nice” image spaces conditional
probabilities admit a slightly more interpretable definition. Let (€2, F,P) be a probability space,
(S,X) a measurable space and X : Q — S a random variable. If S is sufficiently nice, then there
exist a function py : S x F — [0,1] such that for each z € S it is a probability measure on
(Q, F) and for each F' € F it is a ¥£/B([0,1]) measurable map. Furthermore, it satisfies

IP’(FﬂX1(B))—/ux(x,A)d£X(x), VF e F.
F

Typically, we denote px(x, A) = P(A| X = z). Furthermore, we get that for each x € S we can
define the conditional probability distribution function of another random variable Y : Q2 — R
as Fy|x(y|z) =P(Y <y| X =)

We now wish to relate conditional distributions to copulas. In a similar fashion to the original
Sklar’s Theorem we initially define for a random variable X; : Q@ — R with ¢ € {1,2,...,d} and
a random variable W

Fxgw(ri |w) =P(X; <a; | W = w),
where z; is in the image of X; and similarly w is in the image of W. For X = (X1, Xs,..., Xy)
we define
Fxyw ([ w) = (Fx,jw(z1 | w), Fx,w(x2 | w), ..., Fx,w(z | w))

We say that Fx|y is continuous in z if each Fx,jy is continuous in ;.

Theorem 2.2 (Sklar’s Theoreom for Conditional Probabilities). Let (2, F,P) we a probability
space and X = (X1, Xo, ..., Xgq) and W be a random variables on Q and assume the appropriate
reqular conditional probabilities evist. Let Hxpy (v | w) = P(X < x | W = w). If Fxw is
continuous in x for every w, then for each w there exists a unique copula CX|W(- | w) such that

Hyyw(z | w) = Cxyw(Fxw(z | w) | w).

for every x in the domain of FX‘W(- | w) and every w in the image of W. Conversely, if Fxw
is a marginal distribution function for each w in the image of W and Cxy is copula for each w
the image of W, then x — Cxw(Fxjw(z | w) | w) defines a distribution function for each w in
the image of W.

We refer to [26] for the proof. The general idea here is that copulas allow us to capture the
multivariate dependence, even conditionally. It follows fairly naturally that

Cx(u) = / o (| w)dLaw (w), u € [0,1]¢

where the domain of integration is the image of W. Conditional copulas may also be considered



as “random” copulas. Of course, by our definition, a copula cannot be random. A conditional

copula is still a copula, or rather a family of copulas for each w in the domain of the random
variable W.

2.2.2 Properties

In this subsection we prove some properties for the space C?. First note that the space
¢4 c LP([0,1]%) for p > 1, including p = oo, since copulas are bounded by 1. However, they
satisfy even stronger properties.

Proposition 2.4. Let C € C¢, then C is Lipschitz continuous.

See [[34], Corollary 2.8] for a proof.

The next results are related to the partial derivatives of a copula. To ease notation we will use
the multi-index notation. Let o € N, and let f be a function. We then define

o f

02102y ... 0%y '

Daf =

D, may be considered either as a purely mathematical expression defined only when the
expression makes sense or in terms of an operator. We merely need it to ease notation. We
22 + y? 4+ 22, then D,f = 2.
Furthermore, for functions defined in distinct variables we define
0
D,=—
x ax7

for instance if C'(u,v) is a bi-variate copula, then

provide a brief example: let « = (1,0,0) and f(z,y,2)

D,C(u,v) = %C(u, v).

We now consider the significance of the partial derivatives. Suppose (U, V') ~ C' for some copula
C € C?. Then,

PU <u,V <v)=C(u,v), u,vel0l]

Suppose we want the conditional probability of U given V, then

P(U§u|V:v)zlin(l]P(Ugu,vgvgv+5) (2.4)
e—
~ lim C(u,v +¢) — C(u,v) (25)
e—0 €
= D,C(u,v), (2.6)

and by Rademacher’s theorem we know that (2.6) exists for almost all (u,v) € (0,1)2. The
implication of (2.6) is the following theorem.

Theorem 2.3. Let (X1, Xs,...,X,) where n € N be continuous random variables with marginal
distribution functions F,i € {1,2,...,n}. Let C be the copula of (X1, Xo,...,X,), and let K be
the copula of (X1, Xo, ... X) where k < N. Then, if the marginals are continuously differentiable
and the copula K is absolutely differentiable and C is continuously differentiable with respect to
the k first entries, i.e. o = Zle e, where (e;)%_, is the standard basis of R*, and

10



D,C(u)

18 continuous. Then,
DaC(Fi(Xp), -, Fu(Xp), Fis1 (@s1), - F(an)
DoK(Fi(X1), ..., Fp(X) T, F/(X3)

is a version of
P(Xpy1 < Trgts- o, Xn < | Xo,yon0, Xi).

Corollary 2.1. Let (X,Y) ~ H where H is a continuous and differentiable bi-variate cumulative
distribution function with continuously differentiable marginals. Let C(u,v) be the copula of

(X,Y), then
D1,0)C(Fx (X), Fy (y))
s a version of
P(Y <y | X).

for all y in the domain of Fy .

We will not prove Theorem 2.3 or Corollary 2.1 but refer to [[34], pp. 21-22 Corollary 2.28] for a
proof. The analogous statement holds if one differentiates with respect to the second argument.

Corollary 2.1 has direct applications in sampling since it allow us to generate a sample of X by
first sampling U and applying Proposition 2.2. Then, we can obtain the conditional law using
Corollary 2.1 and again to sample V such that (U, V) ~ C and finally applying Proposition 2.2
to obtain Y from V. Similarly, we may use Theorem 2.3 to sample from high dimensional
distributions. It may also help us identify the copula; if we know the conditional distribution of
Y given X, and the marginals are continuous and strictly increasing, then we can recover the
copula by integration.

2.3 The Skorokhod Space

This section is based on [14], [13], [4].

We will first define the Skorokhod Space. We will not recover the theory in full, but refer to the
sources mentioned above, specifically [14]| and [4] for extensive treatment.

We will later propose an estimator for the conditional copula of certain time-changed Brownian
motions at two distinct times. We want our estimator to not only converge point-wise for each
distinct pair of times but to converge uniformly over all pairs of time. In order to do so, we need

to develop tools for asserting uniform convergence in this sense.

We first define a Polish space.

Definition 2.4 (Polish Space)
Let (X, 7) be a topological space. If (X, 7) is separable and completely metrizable, we say
that (X, 7) is a Polish space.

11



Remark: For an introduction of the topological implications of a Polish Space we refer to
Appendix A.1.

Polish spaces are, in a sense, a class of well-behaved topological spaces. Namely, we can find
a complete metric which allows us to describe convergence. Furthermore, since Polish spaces
are separable, then we avoid many measurability issues since measures are countably additive
and exhibit algebraic properties under countably many set operations. A lot of fundamental
theorems of probability typically require a Polish structure in the image of random variables.

We will now present some function spaces, which are Polish. Our reason for doing so is that we are
interested in the convergence of an entire process and not only point-wise convergence. In order to
determine convergence, we will need a metric. Now, while our limit may be a continuous function
our approximations are typically not, therefore the space of continuous functions, C'([0,c0),R),
is not sufficient.

Definition 2.5 (Cadlag and Skorokhod Space)
Let T be of the form [0, T] for some T' < oo or [0, 00) and (F, dg) a metric space. A function
f:T — E is said to be cadlag if limgy f(s) = f(t—) exists for every t € T and

l;ﬂlf(s) =f(t), teT.

Furthermore, the space of cadlag function from 7 to E denoted D(T;E) = {f : T — E |
f is cadlag} is called the Skorokhod Space.

We can think of cadlag functions as an extension of continuous functions which “jumps”, hence
why cadlag processes appear naturally in mathematical finance; sometimes the price-path of an
asset will jump as a result of unexpected news. This argument is only partially valid, as one may

define processes which consist only of jumps.

Having introduced the Skorokhod space, it remains to introduce the appropriate metric for which
it is Polish. At first glance, the metric may seem quite counter-intuitive. Therefore, we initially

consider the space of continuous functions.

2.3.1 The Space of Continuous Functions

In classical and functional analysis the space of continuous functions is well-known. Formally,
let (E,dg) and (E’,dg) be metric spaces and K C E’ be compact. Now, define

C(K;E)={f:K — E| f is continuous}.
We may endow C'(K; E) with a the metric

doo(f, 9) = sup de(f(t),9(t)).

We immediately have the following theorem.
Theorem 2.4. Let (E,dg) and (E',dg/) be Polish metric spaces and K C E' compact. Define

C(K;E)={f:K — E| f is continuous},

12



and

oo(fa g) = Sup dE(f(t)vg(t))

teK

then (C(K, E),dx) is a Polish metric space.

Remark: Weaker assumptions can be placed on the domain. However, for our use Theorem 2.4
is sufficient. Namely, the domain K does not have to belong to any space, it just has to be a

compact metrizable space and E has to be Polish.

Theorem 2.4 is well-known and it tells us that C([0,T];R) is Polish. However, many processes
are defined on the entire real line, or the positive real half-space, i.e. C([0,00);R).

It turns out that if one naively tries to extend the metric of uniform convergence, d., then it
fails to be a metric. Since continuous functions on [0, 00) do not need to be bounded, we have
that the supremum metric is not a real metric; it may take infinite values which violates the fact
that a metric is a mapping to [0,00). One can recover a metric on C([0,00), R) from the metric
above, by taking an increasing sequence of compact sets and weighting them appropriately. We
cover this construction in Appendix A.2.

Many approximations are naturally cadlag, especially in the case of stochastic processes where
we may not know a priori if the process is continuous or not.

Example 2.1. Consider the identity function

Id : [0,1] — [0,1]
t—t.

We now construct an approximation of the identity using indicators. We define

fa(t) = 11y(2) Z z‘(z+1) (t).

n’n

Clearly we have that sup;cjoq) [t — fou(t)] = 1 hence f, converges uniformly to Id which is

visualised in Figure 2.1.

0

The next question is, does D([0,T];R) or D(]0,00);R) endowed with the topology of (local)
uniform convergence preserves the Polish structure? Sadly, the answer is no. Specifically,
D(]0,00),R) is completely metrizable under the topology of local uniform convergence, but it
lacks separability. However, Skorokhod, after whom the space is named, showed in his famous
paper from 1954 that D([0,00),R) indeed is a Polish space with a topology induced by a metric
which resembles the metric of uniform convergence [38].

We conclude with two brief example where we visualize the open balls in D([0,T];R) or
C([0, T];R) under the topology of uniform convergence and highlight its issues in D(]0, T]; R).

Example 2.2. Let € > 0 and consider the ball

Be(Id) = {f € D([0, T R) | d(f,1d) < )} (2.7)

13
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Figure 2.1: Approximation of Identity using Indicators
where Id is the identity function. Let ¢ = % and consider the functions
1.
f)=t+ 8 sin(6t)
i
g(t) = Lp(t) + ) 51[1 (z+1))(f)
— 5 5
=1
Clearly, both f,g € B-(Id); see Figure 2.2.
O

Example 2.2 shows that spheres in the topology of uniform convergence form a band of width
¢ around their centre. For continuous functions, this space is connected. However, when the
function is cadlag the area becomes disconnected for small €; consider Example 2.3.

Example 2.3. Consider the function

3 .
4 1
g(t) = (5]1[‘;,1} (t)> + Z 51[
and recall the notation g(t—) = limgy g(s) and define

Dy ={t€[0,1] | g(t) — g(t—) # 0}.

Suppose we wish to approximate g using a continuous function. We know that
1234
-D = =Y EY R
g {5 55 5}
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f(t) 9()

1.2 1.2
Function
0.81 0.8
- f(t)
= - g(t)
=04 0.4
B.(1d)
el
0.0 0.0-
000 025 050 0.75  1.00 000 025 050 075  1.00
t

Figure 2.2: Element of C([0,1];R) and ID([0,1];R) in B.(Id).

Now, let ¢ > 0 be given. Note that while ¢ > %supse[o’u lg(s) — g(s—)| then we can still
approximate g using continuous functions in the sense that there exists a continuous function
such that ds(f, g) < e. However, when & < %supse[m] lg(s)—g(s—)| then any function f € B.(g)
must satisfy

D, C Dy. (2.8)

We visualise in Figure 2.3, where (2.8) becomes clear.

2 1 1
€= 10 €=10 €= 135
1.00 1 L ,
| ‘e (.75 $7°® 0751 bt R
0.75 ,'7—‘, . ) _(Id)
[ o9 L e &5
= 0.50 1 . 0.50 1 e 0.50 1 e e=2
= 0.251 / r ‘ e= 4
&9 *—+o 0.25 1 2 0.25 , 10
(Joo-o—r—’o/ m e e=1mx
R 2 0.00 {0 0.00 {@+%o
7 4
-0.25

0.00 0.25 0.50 0.75 1.00 0.00 0.25 0.50 0.75 1.00 0.00 0.25 0.50 0.75 1.00
t

Figure 2.3: Approximation of g(t) using a straight line. It succeeds for € € ({5, 00) but fails for

e€(0,15].

g

We saw in Example 2.3 that for sufficiently small epsilon our approximation will have to
share at least the discontinuities of the approximant. It is a very strong requirement that the
discontinuities are preserved in approximation, especially if we are to approximate a process and
we do not observe it for all times; the exact moment the process jumps may be indeterminable.
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2.3.2 The Space of Cadlag Functions

We saw in Examples 2.2 and 2.3 that continuous functions may be approximated by cadlag
functions.

In the topology of uniform convergence, two function are in some way near each other if we can
make small changes in the image space such that the graphs of the functions coincide. For cadlag
functions, we need to extend this to the domain as well; consider the function fn(t) = 1j; 1 00) (t)
and the function f(t) = 1[; .(t). For large n the two function seem close, however in the
topology of uniform convergence the f,, does not approach f, since only the image is considered.

To deal with this issue we take a function A : [0,00) — [0, 00) which is strictly increasing and
invertible, i.e. injective and surjective, then we can think of A as a change of time. We denote
this space of functions A([0,00)). We present a small technical lemma.

Lemma 2.1. Let T € {[0,T] |0 < T < oo} U{[0,00)} Let A(T) be defined by
ANT)={N:T=>T]|As)<At), s<teT,X\ is invertible }.
The following are true for X € A(T).
(1) X is continuous with a continuous inverse \~* € A(T).
(2) Aao A1 € A(T) for A1, A2 € A(T).
(3) deo(\, Id) = doo (M"Y, Id) for T = [0,T) with T < oco.

(4) doo(f 0 X, 9) = doo(f, g0 A7") for f,g € D([0,T];R).

Proof.

Claim (1): We know by surjectivity that A(7) = {A(¢) |t € T} = T. Assume for contradiction
that A is not continuous, then there exists ¢t € 7 and an € > 0 such that no matter what § > 0
there is an s € T such that |[\(s) — A(t)| > €, but since A is strictly increasing and surjective we
arrive at a contradiction. Hence ) is continuous. Note that by assumption A~! is well-defined.
First, note that A\~! is strictly increasing since

s<t <= A(s) <A),

applying A~! to both sides yields the desired result. Since A~! is strictly increasing and clearly
invertible - by the original A - we conclude A=* € A(T). It follows by the arguments above that
A1 is also continuous.

Claim (2): Follows directly from

s<t <= A\(s) < M\(¢)
s<t < )\2(8) < )\2(8).

Resulting in

s<t <~ )\1(8) < )\1(25) < )\2(/\1(8)) < )\2()\1@)).
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Now clearly by injectivity and surjectivity of both A\; and Ay we have the map Ay o0\ is invertible
and strictly increasing. The result is that Ao o Ay € A(T).

Claim (3): We must show that

sup |A(t) —t| = sup |AT1(t) —t|.
t€[0,7) t€[0,7]

Note that A(0) = A71(0) = 0 and similarly \(T) = A~Y(T) = T. By surjectivity we have that

vt' € [0,T)3t € [0,T] : t' = A(t), (2.9)
vt € [0, T3t € [0,T) : " = A" 1(2). (2.10)

Furthermore, by Claim 1, we have that A and A~! are continuous. Hence the mappings

t | A(t) -t
t [ATHE) — ¢

are continuous. Now, by continuity we know that

It € [0,T): |\t') —t'| = sup |A(t) —¢| (2.11)
t€[0,T]
3t € [0,T]: (N1 =t = sup [ANTH(t) —t. (2.12)
t€[0,T]

Now let ¢’ be such that (2.11) holds. By (2.10) we now have

sup |A(t) — t| = [A(t) — ¢/
te[0,7

= POTHE)) = AT @)
— |)\_1(t”) _ t”|

< sup [ATH(E) — ¢
te[0,7)

Similar arguments using (2.12) and (2.9) show that

sup |A(t) — ¢ > sup [A7'(t) —t].
t€[0,7T] t€[0,T

It follows that sup,cpo 7 IATHt) —t] = SUPsefo,r] IA(E) — .
Claim (4): We must show that

sup [f(A(1)) —g(t)] = sup [f(t) —g(A"' (1), f,9 € D(0,T];R).
te[0,T] te[0,T]

First, define
h(t) = f(A(?)) —g(t), te€l0,T]

Now, since the domain of h is [0,7] we have that h(A71(¢)) is well-defined for each t. Similarly
to the argument in Claim 2 we have that

V' € [0,T)3t € [0,T] : h(t') = h(A"1(1)).

Hence,
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1.0 1

Function

-o- Id

- 12
= 0.5 . Vo
(S}

B.(1d)

0.0+

0.00 0.25 0.50 0.75 1.00

Figure 2.4: Visualising the shared value of the supremum between time-changes in A([0, 1]).
sup [h(t)| = sup [h(AT'(2))],
te(0,7) te[0,7)

but we have

(RN )] = 1£(8) = g(A@®)],
which proves the claim. |

The claims in Lemma 2.1 feel quite natural since they correspond to shifting the surface in an
invertible way. The arguments can be extended visually to some extend. We provide a brief
example.

Example 2.4. Consider A([0,1]) and the functions

The property (3) of Lemma 2.1 is visualised in Figure 2.4. The intuition here is that A and its
inverse are both equally far away from the identity.

Next, we consider the following functions
f(z) =sin(12z) + z
g(x) = Ti/2,1) (z).

We visualise property (4) of Lemma 2.1 in Figure 2.5. The intuition of property (4) is that we
may either time change f to fit g or time change g to fit f with the inverse time change.

g

Using the space A([0,00)) we can make small deformations in time which will essentially
allow us to align the discontinuities so that the metric of uniform convergence is “usable”
again. Recall Example 2.3 where we encountered that the metric of uniform convergence would
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Figure 2.5: Visualising doo(f 0 A, g) = doo(f, g0 A71).

eventually require our approximation to share at least the discontinuities of the function we
are approximating. By deforming time slightly, we can align the discontinuities even if they do
not happen at the same time. However, we are not interested in deforming time in the limit.
Therefore, we wish to find a sequence of time changes such that

fnodn = f
uniformly in ¢ and
A — Id
uniformly in ¢. Now, initially we consider the space D([0,T]; E'). We have the following lemma:

Lemma 2.2. Let (E,dg) be a Polish space. The space D([0,T]; E) can be endowed with a metric

d = inf {doo(\ Id) Vdeo(f, go A)}.
s(f,9) AeAlﬁo,T}){ (A, 1d) (f,goN)}

Proof. Clearly, dg > 0 and f = g clearly implies dg(f,g) = 0. To show the converse, let for
that f,g € D([0,T],R) and dg(f,g) = 0. In this case note that we must then have ds(X,1d) =0
and doo (f, g0 A) = dso(f,g9) = 0. By the norm properties of d, we have that f = g.

To see why dg(z,y) = ds(y, x) first note that X is invertible with A~! € A([0,T]) by Lemma 2.1.
Then take doo(f,g 0 A) = doo(f o A1, g), intuitively this happens since we can either time
change ¢ to fit f or time change f to fit g with the reverse time change. Clearly ds(f o A, g) =
doo(f, 90 A7) = doo(go AL, f) and similarly doo (N, Id) = doo (Id, A™1) = doo (A1, Id). Tt follows
that ds(f,g) = ds(g, f).

We remain to show the triangle inequality, i.e.

dS(fag) < dS(f7 h) + dS(hvg)
To this end, observe that if A\; € A([0,7]) and A2 € A([0,T7]), then A2 0 Ay € A([0,T7).
Furthermore, we have

ooz 0 A1, 1d) < doo (M, Id) + doo (Mo, Id),
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since
doo(A2 0 A1, 1d) = dog (M2, AT 1)
< doo( A2, 1d) + doo (Td, AT 1)
= doo(A2,Id) + doo (A1, 1d)
and similarly we have
doo(%y © /\2 © )\1) < doo(my Z0 )‘1> + doo(%y © A2)a
from which the triangle inequality follows. ]

Let us interpret the metric dg. First, let z and y be cadlag functions. Then,

ds(z,y) = Aei?{)’T]{doo(Av Id) V doo(z,y 0 A)}.

The term
doo (A, 1d), (2.13)
describes the deformation of time. The second term
doo(z,y 0 N) (2.14)

describes the largest difference between our functions under a time change. Finally, we choose
the time-change that makes the maximum of Equations 2.13 and 2.14 as small as possible.

One can show that dg induces a separable topological space, but it is not complete. So why
introduce it? Well, it turns out that D([0,7];R) may be endowed with a metric which is
equivalent to the metric dg for which D([0, T]; R) is a Polish metric space.

The reader may ask, why not just complete dg? A typical approach to simply “add” the Cauchy
sequences that do not converge in (D([0,T]; R),ds) and obtain an extension (D([0,T];R),ds),
similar to how C([0,T];R) can be completed using the LP metrics to obtain the LP spaces.
The difference here is that, we are interested in preserving cadlag properties of the elements of
D([0,T]; R) and such an extension may not preserve the property.

We now return to the question at hand. Consider

g (M0=20)

AlI° =
AP = sup )=

0<s<t<T

)

that is, if the slope of A is close to 1 everywhere, then ||A||° = 0. The point here is, that || - ||°
characterises deformations in time which are not too excessive and where the secant lines do not
“explode”. Now, ||\||° may be infinite. However, when we consider

d° = inf °vd A
@)=, _jnf (I V(o)

we force finiteness since we are taking the infimum. Suppose A € A(]0,7]) has ||A]|° = oo, then
clearly we have do(z,y) < ||\||]° = oo and so, in this case, we see that choosing the identity
function then yields

d°(z,y) < |[1A)° V doo (2, y) = doo(@,y) < A7V doo (2, y 0 A) = oo.
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We now have the following relationship between d° and dg.
Proposition 2.5. The space D(]0,T],R) can be endowed with the metric

d(f,g) = inf MI°Vd(z,yo\
(f,9) Aeghﬂﬁﬂll (z,yoN)}

and we have (D([0,T],R),ds) is topologically equivalent to (D([0,T],R),d°).

Remark: We denote the topology induced by either dg or d° as the Skorokhod topology. When
we consider convergence in the Skorokhod topology we refer to the metric d°.

We will not prove Proposition 2.5 but refer to ([4] pp. 125-127 and Theorem 2).

Theorem 2.5. The space D([0,T];R) is a Polish space under the Skorokhod topology. Specifically,
D([0,T];d°) is a Polish metric space.

We refer the reader to [[4], p. 138 Theorem 12.2] for a proof. Similar to the space C([0,00);R)
we cover the space D([0,00);R) in Appendix A.2.

The Skorokhod topology is in general not very nice to work with; finding the infimum over
A([0,00) is no simple task. It is therefore convenient to characterise convergence. We consider
the following proposition.

Proposition 2.6. A sequence (zp)neny C D([0,T],R) converges to x € D([0,T];R) in the
Skorokhod topology if, and only if, there exists a sequence (Ay)nen C A([0,T]) such that

lim doo(Ap, Id) = 0 and lim doo(zy 0 Ay, z) = 0.
n—oo n—o0
Where d is the metric of topology of uniform convergence.
See [[14], pp.328-330| for a proof. The Skorokhod feels more natural when considered in light of

Proposition 2.6, which is also why we chose to introduce it in this way. A simple but consequential
property is now presented in Corollary 2.2.

Corollary 2.2. Let (xy)neny C D([0,00);R) be a sequence, and suppose x, — x in the topology
of uniform convergence. Then x,, — x in the Skorokhod topology.
Proof. Choose A\, =1Id, Vn € N and apply Proposition 2.6. |

Hence, we have established a link between the uniform topology and the Skorokhod topology.
The converse of Corollary 2.2 is not true in general. Consider Example 2.5.

Example 2.5. We consider the space D([0,2]; R). We wish to approximate 1}; o by 1[1+i o]
2n k)

We first consider the topology of uniform convergence. For each n € N we have

su 1 t)—1 t)| = 17
S n2(®) = In, 2 o )‘

since 1 9)(1) = 1 while 1[1+i 2](1) = 0. It follows that
2n

lim sup [1(t) = 1y 1 5(6)] = lim 1=1.

n—oo t€[0,2] n—oo
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Hence, the sequence does not converge uniformly. However, it seems counter-intuitive that this
does not converge as the graphs become seemingly indistinguishable as seen in Figure 2.6.

However, if we can find a time change A, for each n such that A\, — Id uniformly in ¢ and
Lji41/n,2(An(t)) goes to 1y o(t) uniformly in ¢ then we have convergence in the Skorokhod

topology,
To this end define
1
() = (1+2n)t1 1 tefo.1]
2-(1+5)t-1)+1+5) te(1,2

Clearly A, is injective, surjective and strictly increasing. Notice that sup,cig o) [An(t) — t| = >
so clearly A\, converges uniformly to the identity in Figure 2.7.

Furthermore, we have that 1j;, 1/, 9/(An(t)) = 1}1,29)(t) so clearly uniform convergence is obtained.
Hence, we have convergence in the Skorokhod topology.

Tiq1/21,2) Tiiq1/22,2) Lj1q1/25,2)
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| | [ Il
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7 Lo 7 L N 1 Function
000e——=—2 _  000de——=62% _ 0001——0 o 1y
0.0 0.5 1.0 1.5 2.0 0.0 0.5 1.0 1.5 2.0 0.0 05 1.0 1.5 2.0
. = Iz
.-~
= = Ity
]l[1+1/210,2] ]1[1+1/2100’2] ]1[1+1/2100072] == ]1[1+1/210a2]
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t

Figure 2.6: Convergence of Indicator Functions
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Figure 2.7: Convergence of Time Changes
O

So far it seems that the Skorokhod topology is superior to the uniform topology in the sense that
any convergent sequence in the uniform topology is also convergent in the Skorokhod topology
while allowing for convergence of additional functions. However, it does come at a cost; while
the uniform topology induces a non-separable Banach space and in particular a topological
vector space, the Skorokhod topology does not induce a topological vector space. We provide an
example.

Example 2.6. Let (zy,)nen, (Yn)nen be sequences in D([0, 2]; R) defined by
T (t) = Lj41/2n 21 (1)
Yn(t) = Lj1_1/2n (1)

Clearly, yn, 2z, — 1[19) in the Skorokhod topology. However, consider z;, + y,,. By virtue of
Proposition 2.6 we need to find (Ap)neny C A([0,2]) such that A\, — Id uniformly in ¢ and

(@0 + yn)An(t) = 2- 1n2)(8)

uniformly in time. We claim that no such sequence can exist. Note that unless (, +yn)(An(t)) =
21y i(t) then x,, + y, cannot approach 21 o since

t:(l)pQ] |(:L'n + yn)()‘n(t)) - 21[1,2] (t)| <l = mn(An(t)) = yn()‘n(t)) = ]1[1,2] (t)a vt e [07 2]

However, this means 1111 /9n 9] (An(t)) = L1720 91 (An(t)) = L 9(¢) for all . The result is that
we must have A\, (1) =1—1/2" and A\,(1) = 1+ 1/2". Clearly, we then have A, is not a function
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and hence cannot belong to A([0,2]). Even if we made a cadlag A\, with limg Ap(s) =1—1/27
and A\,(1) = 1+ 1/2" then it would have to be discontinuous in ¢ = 1, hence it cannot be

surjective and it would not belong to A([0, 2]). O

2.3.3 Multivariate Skorokhod Spaces

This subsection is based on [18] and [25].

We have introduced arguably the most intuitive Skorokhod space, namely D([0, T]; R). Now, the
definition of continuity extends naturally to multivariate spaces; we may replace absolute values
with norms or metrics. However, for ciddlag functions, the extension requires slightly more care.
In particular, one may think of cadlag function, whose domain is some interval R, as continuous
from above with limits from below. When we try to extend to a multivariate setting, there is no
clear definition of continuity from “above” and limits from “below”. Of course, the product space
X?Zl D([0,T]; R) is a multivariate Skorokhod space, and since it is a countable product of Polish
spaces it is also a Polish space. However, the product space is not sufficient for our purposes.

In order to construct an extension which preserves the aforementioned structure, we must first
define what “above” and “below” means in a multivariate setting.

Definition 2.6 (Quadrant)
Let R = {<,>} where < and > are the typical relations on R. Let d € N and
R=(R1,Rs,...,Ry) € RY = X;lzl R. We define the R quadrant as the map

Qr : R = P(RY)
t— {SERd ’ siR;ti, 1 € {1,2,...,d}},

where P(R%) denotes the power-set of RY.

Remark: It is worthwhile noting that Qr by construction maps to Borel-sets of RY.
Furthermore, it is easy to verify that R¢ defines a set of partial orders on R¢.

We provide a brief example.
Example 2.7. Let R = (<,>), and let t € R?. Then
QR(t) = {8 € RQ ‘ s1 < 11,89 > tQ}.

We visualise in Figure 2.8

We are now ready to define the multivariate Skorokhod spaces.
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Figure 2.8: The quadrant Qr(t).

Definition 2.7 (Multivariate Cadlag and Skorokhod Space)
Let (E,d) be a metric space. Let d € N and 7 C R? be of the form X?Zl[O, T;] with T; < oo
foralli e {1,2,...,d} or T = X?Zl[(], 00). A function f: 7 — E is said to be cadlag if

lim  f(s) exists, VR € RY,

s€QR(t)
and
lim  f(s) = f(t), B=(2.2...,2).
s€QR(t)

We denote the space of cadlag function D(7; E) and call it the Skorokhod space over T
mapping to E.

Remark: To ease notation we will write D([0, T]¢, E) when T is of the form X?:l [0, 7. We will
also primarily assume multivariate Skorokhod spaces of this type.

The quadrant Qr(t) with R = (>,>,...,>) € R? can be thought of as the points above the
point ¢ € R? in every dimension, and every other quadrant defines the points below ¢. Relating
this to the univariate definition it preserves the property of “limits from below” and “continuous

from above”.

Let (E,dg) be a Polish space. We are now interested in endowing D([0, 7]%; F) with a metric.
First, we note that D([0, T]%; E) may be endowed with the supremum metric

doo(@,y) = sup dg(z(t),y(t)), =x,y€D(0,T|%E).
te[o,T]¢

In a very similar fashion, it may also be endowed with the Skorokhod metric. In order to define
the Skorokhod metric we need to extend ||A||° to the multivariate case. In order to do so, we

make use of the product space X?Zl A([0,T]) = A([0, T])?. For A € A([0,T])? we define
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e = sup H( (/\1 t1) /\1(51)> 710g<)\2(752)—/\2(82)) ,...,log(/\d(td)_/\d(sd)>) ’
0<s<t<oo t1 — 81 to — s2 tq — Sq

stEOoo

with the norm being the Euclidean norm on R?. We may then define the Skorokhod metric on
D([0,T]% E) as

d(z,y) = inf A" Vdeo(z,yo N}, 2,y € D(0,T)% E),
AEA([0,1])4

where yo\(t) = y( A1 (t1), A2(t2), ..., Aa(tq)) for t € [0, T]%. We claim without proof that the space
(D([0, T)%;R™), ds) is complete and (D([0, T]%; R™),d°) is a Polish metric space for d,m € N.
We will not prove this claim but refer to [18] or [25].

We also claimed that that the product space ch'l:1 D([0, T]; R) = D(]0, T]; R)? could be considered
as multivariate Skorokhod spaces. There are two ways to think of this product space; one where
the evaluation is considered to at the same ¢t € [0,7], i.e. z(t) = (21(t), 22(t), ..., 24(t)). The
other way of considering the product space is

Z(t) = (Zl(tl), Zg(tg), ceey Zd(tn)), t e [O,T]n, AS D([O,T];R)d. (2.15)

In a sense we may think of (2.15) as a “field” rather than a path. We will only consider elements
of D([0,T];R)? as described in (2.15). When we consider the representation (2.15) then the
natural metrics are defined to correspond to the product space, i.e.

3 (w,y) = Zd (@i 9i), @,y € D(0,T];R)™

- Zdo($i,yi)a z,y € D([0,T|;R)™

for m € N. It should be no surprise that the space D([0,T];R)™ and D([0, T]";R™) are related
for m € N. To see why, let € D([0,T];R)™, we now claim z € D([0, 7]™; R™). We must show
that

lim x(s) exists, VR e R™,

s—t

s€QR(t)

and

}gli)r% xz(s) =xz(t), R=(>,>,...,>).

SEQR(t)
Note that R decomposes into (R1, Ra,...,Ry), with R; € R = {<,>} for i € {1,2,...,m}.
Clearly,

EE% x(s) exists <= 51113%1 x;i(s;) exists, Vi e {1,2,...m}.

SEQR(?) 8, €QR, (ti)

But since R; € {<,>} we have the two options

i limg 4y, zi(8i) Ry =<
hrr% xi(s;) =
Si—t; . ] ] o
$i€EQR, (ti) limg, 1, zi(si) Rj=>,
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and since x; € D([0, T]; R) both limits clearly exist. Exactly the same arguments show that

i = =(>,>,...,>
£1Lr% z(s) =z(t), R=(>,>,...,>),

SEQR()
and hence z € D([0, T]%; RY). With this result we can show the more general case.

Lemma 2.3. Let m,n € N and g € C(R™;R™) and let x = (x1,29,...,2,) € D([0,T];R)™.
Then,

z=gox € D0, T]";R™).
Proof. The proof follows directly from the continuity of g since

}glir% g(z(s)) =g }913% z(s)|, VReR

sEQRr(t) s€EQR(t)
[ |

In light of Lemma 2.3 it seems natural to extend g from a function on R™ to a function on the
product space. That is, g defines a map

¥,y : D([0, T|; R)" — D([0, T]*; R™),
T+ gocx.
Lemma 2.3 justifies the image of ¥, when g is continuous. The next natural question is then

whether ¥, extends to a continuous function on on szl D([0,T]; R) endowed with dZ or df, to
D([0,T])™; R™) endowed with either d, or d°.

2.3.4 Continuous Extensions

A version similar to the theorems presented here is found in [[39], Appendix B, Theorem B.2.5]
without proof.

Often we are not only interested in the behaviour of our approximation, but also how it acts
under certain functions. Continuous functions are a class of functions that preserve limits which
is justified in Proposition A.1. Our interest in doing so is to recover convergence for a large class
of processes. Suppose we have

Tn =2, (Tn)neny CD([0,T];R),z € D([0, T]; R).

We realise that proving everything case-by-case is cumbersome and recognise that a large class
of functions are created from compositions. Hence, we are interested in knowing if

Tp =T = §OTy — goOx.

We know that continuous functions are a class of functions which have exactly this
property. However, the space C'(D([0,T];R);D([0,T];R)) is not as well studied as the space
C(R;R). In this section we show that under suitable conditions we may identify C'(R;R) in
C(D(]0,T];R),D([0,T];R)) by extending continuous functions on R to a continuous function on
D([0, T]; R). We first require the following results
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It is well known that every cédlag function is bounded on compact sets. Note that this result
has previously been used implicitly; a metric is a mapping that must be finite for each pair in
the underlying space and therefore do, could not be a metric if cadlag function were not bounded

on compact sets, since doo(2,0) = sup |z(t)| < oo.
te[0,7

Theorem 2.6 (Heine-Cantor Theorem). Let f € C(FE',E) with (E,dg) and (E',dg) metric
spaces, and let K C E' be compact, then f is uniformly continuous on K.

We now provide the first extension. While this extension is not particularly useful for our problem
it shows a particular strategy to prove more general cases.

In order to emphasize the metric, or equivalently the topology, we write
v (X,dx) — (K dy),

to imply that ¥ is a continuous function from the metric space (X,dx) to the metric space

(Y,dy).
Lemma 2.4. Let g € C(R;R). Define the function

Wy o (D([0, T R), doo) — (D([0, T]; R), doo ).

T gox

The function ¥, is continuous in the topology of uniform convergence.

Proof. We must show, that
Vo € D([0,T];R)Ve > 035 > 0OVy € D([0, T]|;R) : do(2,y) <0 = doo(¥y(x), ¥y(y)) < e.

The proof is in two parts: First, we construct a compact set for each x € D([0,7];R) where
the restriction of g is uniformly continuous. Second, we extend g and show that it is indeed
continuous for each z € D(]0, T]; R).

(i) Construction of a compact set

Let € D([0,T];R) be arbitrary and € > 0. Since cadlag functions are bounded on compact
intervals, we may choose a constant which only depends on x such that

sup |z(t)] < Cy < 00, Vz € D([0,T];R).
t€[0,T]

We then define the following sphere

Be, () = {y € D([0, T;R) | doo (2, y) < Co}.

For y € B, (z) we have

sup [y(t)| — sup [z(t)]| < sup |y(t) — z(t)| = d(y,2) < Cy
t€[0,T] t€[0,T] t€[0,T]

by the reverse triangle inequality, which implies
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sup |y(t)] < Cyp + sup |z()]
te[0,7) te[0,T

< 2C;,.
The immediate implication is that
y(t) € [-2C,,2C,], Yt e [0,T].
Furthermore, z(t) € [-Cy, Cy] C [-2C,,2C,] for all t € [0,T]. Therefore, define
K, = [-2C5,2C,).
Clearly K, is compact.
(ii) Asserting continuity

Now, let gl denote the restriction of g to K;. By Theorem 2.6 we have that g[x_ is uniformly
continuous. We omit writing the restriction as we will henceforth only consider the restriction.
Therefore,

Ve >0350>0:|t—s| <dy = |g(t) —g(s)| <e, t,se€K, (2.16)
Now, we have to show that
Vo € D([0, T];R)Ve > 035 > 0Vy € D([0, TT; R) : doo(2,y) < 6 = doo(¥y(x), Yy(y)) < e.
We claim that 6 = min(dg, C,) is sufficient. Note that

doo(z,y) = Sup. 2(t) —y()| = [=(t) —y(@)|, vt <0,T]. (2.17)

Now, by the uniform continuity of g on K, we have
(1) —y()] < do = lg(z(t)) —g(y(®))] <e.
Taking d(z,y) < § = min(dp, Cz), then the continuity of g and (2.17) implies
lg(2(t)) —g(y(t)| <&, Vvt e[0,T]
Consequently, we have

doo(Wy(f), Wy(h)) = ab l9(f(t)) — g(h())| <e.

While subtle one of the applications of Lemma 2.4 is that convergence is preserved under
continuous maps, and that this will hold even for approximations in D([0, T; R).

Before we continue we first present a technical lemma which will simplify the proofs for the
Skorokhod topology significantly.

Lemma 2.5. Let x,y € D([0,T];R) be such that
d°(z,y) <6,

then there exists a A € A([0,T]) such that
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(JINI° V doo(z,y 0 ) < 6.

Proof. Suppose for contradiction that
d°(z,y) <6,

but

AX € A([0,T]) : (1M V doo (2,4 0 X)) < 6.
We then have

(IIMI° V doo(z,y 0 N)) > 6, VA€ A([0,T7])
and hence certainly for the infimum, but then § > d°(x,y) > J, which is a contradiction.
We also require the following Lemma.
Lemma 2.6. Let z,y € D([0,T];R), then

d°(z,y) < doo(z,y).

Proof. We know that Id € A([0,T]). Now, it follows immediately that ||Id||° = 0. Hence,
Ery) = inf  {JA°V dao(z, 50 A
(@) = _int (A" V dac(ay o )
< IA[° V doo (2, y) = deo (@, ).

We can now present the analog of Lemma 2.4 for the Skorokhod topology.
Lemma 2.7. Let g € C(R;R) be a continuous function. Define the function

W, : (D0, T} R), d°) — (D((0, T R), d°).

r—gox

The function ¥, is continuous in the Skorokhod topology.

Proof. We have to show

Vo € D([0, T];R)Ve > 036 > 0Vy € D([0, TT; R) : d°(z,y) <6 = d°(Vy(x), ¥4(y)) <e.

Let € > 0 and « € D([0,T];R) be arbitrary. Analogously to the proof of Lemma 2.4 we need to
construct a compact set K, on which g is uniformly continuous. By Lemma 2.6 we may choose

the same compact set. The uniform continuity of g on K, implies

Ve>0300>0:t—s|<do = |g(t) —g(s)| <e. t,se€K,. (2.18)
Now, whenever
6> doo(@,yo0 ) = P [z(t) — y(A())| = [z(t) —y(AX))], vt e€[0,T]. (2.19)
te(o,

By (2.18) we have
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[2(t) —y(A@)] <do = lg(x(t)) —g(y(A(#)))| <e.

By (2.19) we have this is true for all ¢ € [0, 7] and then certainly also true for the supremum.
Hence,

doo(,y0 ) < dp = dxo(gox,goyo ) <e. (2.20)

Now, by Lemma 2.5 we have that when d(z,y)° < min(dy, Cy) there exists a A* such that
(IN]| V doo (2,5 0 A¥)) < min(dp, Cy). For the same A* we now have that

(IA|I° V doo(z, y 0 A¥)) < min(dp, Cy) = doo(goz,goyo ') <e.
Now, choosing ¢ < min(e, dg, C) we have
([IA*)° Vdoo(z,y 0 A*)) <0 = (IN]|° Vdo(goz,go X)) <e = d°(Vy(z),¥y(y)) < e,

since certainly the infimum over A € A([0,7]) must be smaller than the value of the metric from
A*. Hence, ¥, is continuous in the Skorokhod topology. |

Suppose we now wish to define continuous maps depending on several paths. This will be
detrimental to the main result.

Lemma 2.8. Let g € C(R™;R™). Define the function

Py (X D([OaT];R%d&) — (D([0, TT"; R™), doo)
i=1
(xl, Ty vn ,xn) =T +— g(xl(tl), l‘Q(tQ), ‘e .l‘n(tn)), V(tl, tQ, e tn) S [0, T]n.
Then function W, is continuous in between the topologies generated by d, and d.

Proof. The proof is completely analogous to Lemma 2.4, replacing absolute values with norms
and using d2 in place of du. |

2.4 Convergence of Stochastic Processes

This section is based on [4], [5], [13], and [20]

The previous theory has mainly been extending a continuous function in a way such that it
“remains continuous”. Our reason for doing so was to preserve convergence. The following will
justify our reason for doing so.

Recall, that convergence in probability for random variables (X,,),en to a random variable X
on a metric space (E,dg) is defined by lim,,_,oo P(dp(X,, X) > ¢) = 0.

Suppose X : Q — E, where (E,d) is a metric space and suppose we have g : E — E’ where g is
a continuous map. We are now interested in the convergence

9(Xn) — g(X).

Luckily, convergence is preserved, by the following theorem.
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Theorem 2.7 (Continuous Mapping Theorem). Let (Q, F,P) be a probability space and let
(E,dg) and (E',dg’) be metric spaces. Suppose X : Q — E is a random variable, and (X )nen
is a sequence of random variables such that X,, : Q@ — E. Let g € C(E, E’). Then, if

1 X, ™3 X we have g(X,,) “% g(X).

2 X, 5 X we have 9(Xn) 5 9(X).

Proof. First, by Proposition A.1 we have and for almost all w
lim g(X,(w)) = g(X(w)). (2.21)
n—oo
By definition of almost sure convergence
PH{w | lim X,(w)=X(w)}) =1,
n—oo
but then by (2.21) we have

P({w | lim g(X,()) = g(X(@))}) = B({w | lim X,(w) = X(@)}) = L
For convergence in probability fix € > 0, note that by definition of continuity we have
VaVe > 0300 > OVy : dp(z,y) <d = dr/(9(z),9(y)) < e.
and by convergence in probability we have
nli_}n;(ij’({w | dp(Xp(w), X(w)) >0}) =0, Vd>0. (2.22)

Now, notice that

A (9(Xn (@), g(X () > & > dp(Xa(w), X(@)) > do.

It follows immediately by (2.22) that g(X,,) 5 9(X).

We will primarily be interested in two specific types of convergence in probability. We, therefore,
state a definition to establish notation.
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Definition 2.8 (Convergence in Probability, Skorokhod and Uniform on Compacts)
Let (X, )nen such that X, : Q@ — D([0,7];R) and let X : @ — D([0,T];R). We say that
(X )nen converges in the Skorokhod metric or topology in probability if

lim P (d°(Xn, X) >¢) =0,

n—00

and we write
X, % x.

Similarly, we say that (X,),en convergences in the local uniform metric or topology in
probability if

Hm P (doo(Xp, X) > €) =0,

n—0o0

and we write

u.c.p.

X, = X.

Remark: If we make use of D([0, 00); R) we will use the same notation when there is no confusion.

Now, a stochastic process may be considered as a jointly € x [0, 7] measurable mapping. However,
in many cases, there will be a process indistinguishable from the original stochastic process, which
is cadlag. Therefore, it is not too restrictive to consider certain stochastic processes as measurable
functions to the Skorokhod space.

It is also worth noticing that we have introduced several Skorokhod spaces, and we will sometimes

go from one type to another. We will make use of the results presented in our section on

continuous extensions, namely that if (X,,Y;)neny C D([0,T];R)? which converges to (X,Y)

in the product space and g is a continuous function from R? to, e.g., R, then we will still say
u.c.p.

U (Xn,Yn) = ¥u(X,Y). We justify this notation since the convergence will still be uniformly
on compact sets in probability.

We now present a weaker type of convergence. First, recall the definition of convergence in
law. Let (€2, F,P) be a probability space, (E,dg) a Polish space with Borel o-field B(E), and
let ((n, Fn,Ppn))nen be a sequence of probability spaces. Let Z,, : Q, — E be a sequence of
random variables. (Z,)nen is said to converge in law if there exists a probability measure p on
(E,B(F)) such that

E.[f(Z,)] — /Ef(;r)du(:c), Vf continuous and bounded on E.

We can think of the limit as a random variable Z with £z = p, hence the name. In particular,
we can choose Z : E — E being the identity on (E, B(E), ;1) and we write

z. 5 7

However, for our purposes, we need a type of convergence related to convergence in law. First,
we will define what we mean by an extension of our probability space. We also define some

stronger properties needed for later theorems.

Let (Q, F, (]:t)[O,oo) ,IP’> be filtered probability space and (Q', F') another measurable space. Let
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Q be a transition probability from (2, F) to (', F'), i.e. Q(w,-) is a probability measure on
(Y, F) for w € Q and Q(+, F’) is a measurable function on (92, F) for F' € F’, in particular
recall the definition of a conditional probability which makes use of transition probabilities. We
can now extend our probability space with €’ by defining

Q=0xq

F=F@F =c({FxF |FeFF cF}

P = P(dw)Q(w, dw'),
where the latter is to be understood in terms of the integrals. Similarly, we may need to extend
our filtration. To this end we call a filtration (F¢).e[0,00) 01 (€2, F,P) an extension of (F)c0,00) if
Fi C F; for every t where the subset property is to be understood by the inclusion F; @ {0, Q'}.

We then say (Q,F, (]?t)te[o,oo)yﬁ) is a filtered extension of (Q,}", (F) ),IP’>. The filtered
extension is said to be very good if the mapping

[0700

w Ta(w,w)Q(w, dw')
Q/

is measurable for every w and A € F given any ¢ € [0,00). In particular, very good filtered
extensions preserve the semimartingale property which we will later define.

Definition 2.9 (Stable Convergence in Law)

Let (92, F,P) be a probability space and (E,dg) a Polish space with Borel o-algebra B(E).
Let (X,,)nen be a sequence of E valued random variables. We say that (X,,),en converges
stably in law if there exist a probability measure p on (2 x E, F ® B(FE)) such that

EY f(Zn)] = QxEYﬁdfC@du@aﬁh

for every Y bounded and f continuous and bounded.

It may again be more interpretable to realise the limit as a random variable. In order to realise
the limit, we first suitable extend the space and o algebra,

O=QxFE
F=FoB(E).

Now, we may endow (ﬁ,f ) with the probability measure p from Definition 2.9. Now, rather
than the identity we realise the limit Z as the random variable Z(w,z) = x. We then have

E[Y f(Zn)] = E[Y f(Z))],

for every bounded random variable Y and continuous and bounded f. We denote stable
convergence in law by

7,58 7.
If we have explicit stable convergence in law for the Skorokhod topology we write
Z, %z

We now present two crucial lemmas.
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Lemma 2.9. Let (2, F,P) be a probability space and (E,dg) a Polish space endowed with its
Borel o-algebra, B(E). Let (Xy)nen and (Yn)nen be sequences of E wvalued random variables
such that

X, 5 x v,5y,
with Y defined on a very good extension of (2, F,P). Then,

(X, Ya) 55 (X, V).
See [|20], appendix B for a proof. Now, we have the following version of the Continuous Mapping
theorem.

Lemma 2.10. Let (2, F,P) be a probability space, (E,dg) a Polish space and (Zy,)nen a sequence
of random wvariables, such that

7,55 7.

with Z defined on an extension (SN),]?, ]?’) Let g : E — E' be a continuous function on a Polish
space (E',dy). Then,

Proof. Note, that by definition
E[Y f(Z,)] = E[Y f(Z)], Vf continuous and bounded and ¥ bounded.

However, f o g is continuous and bounded whenever f is continuous and bounded on (E’, dg)
and g is continuous so we have

E[Y f(9(Z,))] = E[Y f(9(2))], Vf continuous and bounded and Y bounded.

2.4.1 Semimartingales and Quadratic Variation

This section is based on [14], [13], and [4].

We first define the class of semimartingales.

Definition 2.10 (Semimartingale)
Let (Q,f, (.7-})[0700) ,IP’) be a filtered probability space. A process X is said to be a
semimartingales if

X=Xo+M+ A,

where M is a local martingale with My = 0 almost surely, A is a process of locally bounded

variation with Ag = 0 almost surely.

Remark: Note that throughout this section we consider not necessarily finite intervals, i.e.
[0,00). However, all results still apply to the finite intervals [0, 7).
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Our primary focus has been considering processes as D([0,00);R) valued random variables.
However, in this section and going forward we will need the random variables X; for distinct
t € [0,00). For X : Q@ — D([0,00);R) valued random variables we may define the so-called
canonical projections to make sense of X;. Let 7 = (t1,t2,...,t,) C [0,00) then 7, is defined
as the the map m, : D([0,T];R) — R"™ mapping X to (X¢,,X4,,...Xy,). We justify the
measurability in Appendix A.3. In order to ease notation we define

Xt:ﬂ'tX, te [0,00)
Furthermore, we define

X, = lim X,

s—t

and the process X_ by the mapping t — X;_. In addition this allows us to define the process
AX by the mapping t — X; — X;_. Note that if X : Q@ — D([0,00); R) then the processes X_
and AX are well defined. We will now need to recover methods of integration with respect to
the processes that are semimartingales. We will not develop this theory in full, and for a more
explicit treatment we refer the reader to [14].

Let H be bounded process such that

. {{y “Lap | @ <b€0,00),Y bounded and F,-measurable. } (2.23)

{Y - 140y | Y bounded and Fo-measurable. }

Here, the process is “simply” a scaled indicator by some random variable Y. Now, intuitively the
integral of processes in (2.23) is defined by the process

Hex Y (Xpnr — Xant) H €{Y - Tuy |a<be[0,00),Y bounded and F,-measurable. }
. t =
H € {Y -1 | Y bounded and Fp-measurable. }
(2.24)
Now, in this case simply define our integral to mean H « X, i.e.
t
/ H,dXs;=H-X,.
0
Using this simple integral we may extend it to a larger class of integrands.
Theorem 2.8. Let X be a semimartingale. The map H — H « X defined for
He Y - Lp | a <b€0,00),Y bounded and Fy-measurable. } (2.25)
{Y - 140y | Y bounded and Fo-measurable. }.

Can be extended to H in the space of locally bounded and predictable processes with the following

properties:
1 H-X isD([0,00);R) valued and adapted.
2 Hw— H-X is linear, up to indistinguishability.

3 If (Hp)nen 1s a sequence of predictable process with pointwise limit H, and if |H,(t)| < K(t)
for all t where K is a locally bounded predictable process, then H, « X — H « X weakly.
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If we consider finite intervals in 3 then Hy+ X S H.X. Furthermore, this extension is unique
up to indistinguishability.

See [[14], pp. 46-47, Theorem 4.31]| for a proof. The integral futhermore satisfies the following.
In particular, we recognise that 3 in Theorem 2.8 is a “Dominated Convergence Theorem” for
the stochastic integral.

We have not strictly defined what it means for the integral to converge weakly. However, a
definition is given in the appendix.

Proposition 2.7. Let X be a semimartingale and H a locally bounded predictable process, then
the following statements hold up to indistinguishability.

1 X — H-X is linear.
2 H - X is a semimartingale.

3 If X is a local martingale, then H « X is a local martingale.

We are now ready to define the quadratic variation

Definition 2.11 (Quadratic Covariation)
The quadratic co-variation of two semimartingales X and Y is given by

[X,Y] = XY — XoVp— X_-Y —Y_. X,
when Y = X we say the quadratic variation and denote it [X] = [X, X].

Proposition 2.8. Let X and Y be semimartingales. Then,
1 [X,Y]p=0.
2 1 X,)Y]=[X—-Xo,Y - Y.
3 [X,Y]=1(X+Y]-[X-Y])
At the moment, all processes are still considered as D([0, T]; R) valued random variables. We are

now interested in whether finite dimensional convergence can imply convergence in the Skorokhod

space. We firs present some definitions.

Definition 2.12 (Adapted Subdivisions)

Let (Q, F, (]:t)[o,oo) ,]P’) be a filtered probability space. Let 7 = (¢, )nen, be a sequence of
stopping times satisfying ¢t = 0 and ¢, < t,4+1 and tends to ¢, — oo as n — oo almost
surely, then 7 is called an adapted subdivision.

We are now ready to define an approximation of our stochastic integral.
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Definition 2.13 (Riemann Approximation)
Let (Q,]—" , (.B)[Om) ,P) be a filtered probability space and 7 be an adapted subdivision.

Recall that 7 = (tg, t1,%2,...) = (tn)nen,- Let H be a predictable process of locally bounded
variation and X be a semimartingale. We define the Riemann-approximant of H + X as the
process

T(H.X)t = Z th(th+1/\t - th/\t)-

neNp

Our goal is to prove that when 7 becomes a finer partition, then the above converges to the true
integral H + X. To this end, we need to define what it means for a partition to become finer.

Now, let (Tm)men, = ((tm,n)neNy )men, be a sequence of adapted subdivisions satisfying

lim sup [tpmpt1 At —tmn At|=0, Vtel0,00), (2.26)

m—0oQ TLGNO

we have that the covering becomes finer. Note that the times ¢,,, need not be regularly spaced,
although we will assume them to be for our result. In this event we have that the times are not
random.

Proposition 2.9. Let (7, )men, be a sequence of adapted subdivisions satisfying (2.26). Let X
be a semimartingale and H a process of locally bounded variation. Then

u.c.p.

Tm(H-X)"S" H. X.

Proof. (Tm)men, be a sequence satisfying (2.26) and recall 7., = (tm,0,tm 1, - .. ). Define
Hm (t) = Z Htm,n:ﬂ'(tm,n,t'm,n+ﬂ (t)
neN
H™ is clearly predictable with point-wise limit H. Define K (t) = sup,c[o4 [H(s)|. We now have
|[H™(t)] < K(t) for all t € [0,00). Now,
Tm(H ° X)t = Z Htm,n (Xt7n,n+l/\t - Xtm,n/\t)

neNg

Similarly, note that H™ is defined on disjoint intervals. Applying (2.24) to each interval yields
Hn ¢ ‘X = Z Htrn,n (Xtm,n+1/\t - Xt'm,n/\t)'
n€ENg

The result is that 7,,,(H « X) = H™ « X. By Theorem 2.8 the result follows. [

Hence, our integral can be viewed as the limit of a Riemann-approximation. Now, the same
methodology can be applies for the quadratic variation.

Lemma 2.11. Let X be a semimartingales let (T)men, be a sequence of adapted subdivisions
satisfying (2.26). Define

STm (X)t = Z (Xtm,n+1/\t - Xtm,n/\t)27
neNy

then
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Proof. First, consider

(z—y)? =2" +y* — 2ay
=" — " —2y(z —y).
By definition, we may rewrite S;, (X) as
STm (X) = Z X?m7n+1At - XtQm’n/\t - 2(Xtm,n/\t)(Xtm,n+l/\t - Xtm,n/\t)'
meENy

Note that the first two terms are telescoping. Hence,

Sfm (X) = Xt2 - Xg - 2 Z (Xtm,n/\t)(Xtm,n+l/\t - Xtm,n/\t)

meNy
Note, by Definition 2.13 that
Tm(X_ ° X) = Z (Xtm,n/\t)(Xtm,n+1/\t - thL,n/\t)
meENy

Hence,

S, (X)=X?— X2 — 21, (X_ - X).

Uu.C.p.

Now, by Proposition 2.9 we have 7,,,(X_ + X) =" X_ -+ X. Now, by definition of the quadratic

variation we now have

S

Tm

(X) S X2 4 X2 -2X_.X =[X].

We now present some practical applications of the previous theory.

Definition 2.14 (Realised Variance and Integral Approximation)
Let 7 = (to,t1,...,tn) be an equidistant partition of [0, 7], i.e. t; = A,i where A, =T/n

and i € {0,1,...n}. We define the realised variance of a process X as
., /A
(X], = > (Xia, — Xg-1a,)?
i=1

where [t/A,] is the integer part of ¢/A,. Furthermore, let H be predictable process of
locally bounded variation. We define

I 7
H-X; = Z Hi_1ya, (Xia, — X@-1)a,)-
i=1

Consider with slight alterations the approximation S, defined in Lemma 2.11 and it’s relation
to [X]. The difference is subtle, but suppose we consider ¢t* € [0, 7], then for a semimartingale
X
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[t*/An]
Sr(X)er = (Xpr — X(p/a,)an)” + Z (Xin, — Xi-1)? = (Xee — X(pejanna,)” + [Xp
=1

now, it should be no surprise that the term (X — X([t*/An])An)Q becomes negligible as our

partition becomes finer. A similar result applies to H-X Indeed, we consider the following
corollary.

Corollary 2.3. Let X be a semimartingale on [0,T] and H a process of locally bounded variation,
then

[/X\}n BPX], asn— oo

—N .C.
H-X S"H.X, asn— .

We refer to [14] and [28] for explicit proofs but note that it follows essentially from Proposition 2.9
and Lemma 2.11.

Corollary 2.3 states that convergence of our estimator is ensured, but it fails to tell us at which
rate. We will make some restrictions to the structure of our processes here. Essentially, we now
require the quadratic variation to be absolutely continuous with respect to the Lebesgue measure.
Therefore, we introduce the so-called [t6 semimartingales. Typically, [t0 semimartingales are
allowed to jump, but we restrict ourselves to continuous processes.

Definition 2.15 (Continuous Ité6 Semimartingale)

Let ((Q, F, (.7-})[0700) ,IP’) be a filtered probability space, and let X be a semimartingale. X
is said to be a continuous It6 semimartingale if it admits the representation

t t
X = Xo —1—/ bsds +/ osdWs,
0 0

where W is a Brownian Motion, o is predictable and cadlag and b is a process satisfying
fg |bs|ds < oo for every t > 0.

Now, the following limit theorem is due to Jacod and Protter, [13].

Theorem 2.9. Let (Q,f, (Ft)[O,OO)JP)) be a filtered probability space satisfying the wusual
conditions. Let X be a continuous It6 semimartingale, i.e. of the form

t t
X = X0+/ bsds+/ osdWs,
0 0
satisfying
t
/ (bs]2 + |os|[)ds < 00, ¥ > 0.
0

Consider an equidistant partitioning of [0, T] with distance A,,.
1
VA,

where Z is a process defined on a very good filtered extension of ($Q,F, (.7-})[0’00),1?).
Furthermore, Z is F conditionally centered Gaussian with independent increments and finite

(X]" — (X)) =2" % 2,

second moment given by
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t
E[Z7 | F] :2/ oads.
0

See [[13], p. 162 Theorem 5.42]. The central limit theorem here tells us that we can expect a
rate of convergence proportional to y/n when the convergence happens on an equidistant mesh.
Now, the above can be paraphrased as

t
- \/5/ o2dW!, (2.27)
0

where W' is a Brownian motion on the very good filtered extension from the theorem. Jacod and
Protter states that W’ is independent of F. It implies that the second moment in Theorem 2.9
is exactly the quadratic variation of the process Z. We now need an estimator of

t
/ olds,
0

Furthermore, the estimator must converge in probability on the Skorokhod space, since this will
immediately imply the joint convergence of Z™ and the estimator. Now, Jacod and Protter show
the following convergence.

1 [t/An] e t
A 2 (X=X )08 [ auas, (2.28)
moi=1 0

under the added assumptions that

t o, ¢
/ |bs|6ds < o0, / |los|*ds < o0.
0 0

In fact both Lemma 2.11 and (2.28) are special cases of the so called power variation convergence,
which for continuous processes can be found in [[13], p. 70, Theorem 3.4.1]. We can now present
the central limit theorem.

Theorem 2.10. Let (Q,]:, (}—t)[o,oo)?P) be a filtered probability space satisfying the usual
conditions. Let X be a continuous [t6 semimartingale, i.e. of the form

t t
X; = X0+/ bsds—l—/ osdWs,
0 0
satisfying
t
/ (|bs|*> + |os|")ds < 0o, ¥Vt > 0.
0
Consider an equidistant partitioning of [0,T] with A, = T/n. Then
V3 (S (s, - X0 - 1)
f\/z[t/An] |Xt¢ - Xtifl |)4

where N is defined on a very good filtered extension in restriction to {[X]; > 0}. Furthermore,

=\

N is F conditionally standard Gaussian.

Proof. By Theorem 2.9 we know that

1 —n

(X]" —[x) = 2" % 2,

E
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where Z is defined by (2.27). In particular,
Zr58 7, t>0.

Furthermore, by (2.28) we have

1 [t/An] e ¢
A 2 (X=X )28 [ auas,
"= 0
and in particular it implies
[t/An]

n 1 P t
Gt = E Z (’th - Xtifl‘)él — 3/(; |O'S|4d5 = Gt) t> 0.
"oi=1

By Lemma 2.9 we have (G}, Z}') converges stably in law to (G, Z;). By Lemma 2.10 we have

Z" Ls
\/3f0 4ds

when restricted to the set {f(f |o|*ds > 0} which coincides with {[X]; > 0}. Now, by Theorem 2.9

Zy is an F conditional centered Gaussian with variance
t
4
2 / o,ds,
0

Zy

\/3fg olds

is F conditionally centered Gaussian with variance 2/3. It follows that
[t/An] 2
VB (S0 - X P - ) oo iz

VaYSEX, — X ) VY3 [ atds

which is F conditionally centered Gaussian with variance 1. |

and so

Remark: Jacod and Protter show that the restrictions on the processes b and ¢ can be reduced
to b being locally bounded and o cadlag. The explicit statement can be found in [[13], Theorem
5.6.1] where the assumption is that X is a continuous It6 semimartingale satisfying the above.
We simply state some additional assumptions to make the proof rely only on theory we have

presented.

2.4.2 Processes Embedded in a Brownian Motion

This subsection is based on [28], 23|, and [40].

In the previous section we introduces semimartingales. Semimartingales are frequently used in
finance due to their flexibility and the fact that they provide a good basis for integration.

In this section our goal is to motivate the use of a time-changed Brownian motion. We show
the Dubins-Schwarz theorem and associated proof, which essentially tells us that any continuous
local martingale is a time-changed Brownian motion. We also refer to a theorem from Monroe,
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which states that any semimartingale can be represented as a time-changed Brownian motion.
However, while the first proof is constructive the latter is not.

We say that a process can be embedded into a Brownian motion if we can apply a time-change
which transforms the process to a Brownian motion.

In order to show the Dubins-Schwarz theorem we require the following lemmas. We include some
results in Appendix A.4 to keep the focus of the section on the Brownian embedding.

Lemma 2.12. Let M be a local martingale. Then M is a martingale with E [Mt?] < oo for all
t €10,00) if, and only if, E[[M];] < co for all t € [0,00). We then have E [M?] = E[[M];]
Lemma 2.12 allows us to identify true martingales and in a sense justifies the expression quadratic

variation.

Lemma 2.13. Let M be a local square integrable martingale, then [M] is the unique process such
that with locally bounded variation satisfying

M2 - [M]a
18 a local martingale.
Lemma 2.13 tells us that the quadratic variation is unique, but also tells us that M? — [M] is a
local martingale.

Lemma 2.14. Let M be a continuous local martingale, then [M] is continuous a.s., and if
I C [0,00) is an interval over which M is constant, then [M] is constant a.s. on I. Conversely,
if T is an interval over which [M] is constant, then M is constant on I.

Lemma 2.14 tells us, that if our process becomes constant on some interval, then the quadratic
variation will also become constant. That is, if the process is deterministic over some interval,
then the quadratic variation does not change on this interval.

Theorem 2.11 (Lévy’s Characterisation). Let M be a local-martingale with My = 0, then the
following are equivalent

1 M 1is a standard Brownian motion.
2 M has continuous sample paths and MZ —t is a local martingale.
3 M=t
Theorem 2.11 is known as Lévy’s Characterisation of a Brownian Motion. In light of Lemmas

2.12, 2.13, 2.14 it should be no surprise. However, the theorem is extremely significant, as it
allows us to identify a Brownian motion.

Theorem 2.12 (Dubins-Schwarz Theorem). Let M be a continuous local martingale with My = 0
and whose quadratic variation satisfies [M]; — oo as t — oo almost surely. Let

T, = inf{t > 0: [M], > s},
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and define G5 = Fr, and Bs = My, then B is a standard Brownian motion with respect to
(G)tef0,00)- Moreover, ([M]t)ic(o,00) are stopping times for (Gi)iejo,00) and

M; = B[M]tv a.s., Vt € [0,00)

Proof. Note that (Tt).c[0,0c) are stopping times, and 7} is finite almost surely by hypothesis,
since limy_,o[M]; = oo almost surely. Hence G; is a well-defined o-algebra. Furthermore note
that {w | [M];(w) < s} is equal to {w | Ts(w) > t} by construction, and so ([M]¢)eo,c) are
stopping times for the filtration (Gi);c(o,00)-

By Lemma 2.12 we have E[M7] = E[[M]r,] = s < oo, since [M]7, = s by the continuity,
which follows from Lemma 2.14. Furthermore,

E(B; — Bs | Gs| = E[Mr, — My, | Fr,] =0,

which follows from Theorem A.4 and since we have [M]; — oo as t — 0o we obtain that B is a
local martingale, since clearly T < T} almost surely and T; — oo as t — oo.

E[B? - B?|G,] = E[(Bi — By)* | Gs
= E[(Mg, — Mp,)? | Fr,]
= E[[M]g, — [M]z, | Fr,]

=t—s

It follows that E [B2] — s is a martingale, and so [B]; = s and so by Theorem 2.11 we obtain
that B is a standard Brownian motion with respect to (gt)te[07oo); the sample path continuity
follows by the converse of Lemma 2.14.

We must now show that My = Byy,. Note that By = My, and by the continuity of [M] it
follows that By, = Bry,,,, a.s. Now, (Ti)ieo,00) = ¢ for all ¢ with T; = ¢ if, and only if, ¢ is
a point of increase, i.e. a point ¢ such that all € > 0 we have Ty, > T;. But now note that if
Tiar, > t implies t +— [M]; is constant on (¢, T]py),) and therefore M is constant on (2, Tjyy,) by
Lemma 2.14 and it follows that MT[M]t = M; a.s. which then implies B[M}t = M, a.s. |

In general, the requirement that lim_, . [M]; = oo is not very restrictive. Revuz and Yor show
that in the case limy_,oo[M] = My, < 0o we can extend our probability space in a certain way
such that any continuous local martingale is a time-changed Brownian motion on an extension,
see [[31], Theorem (1.7)].

A much stronger result which we will not prove is given by Monroe in [23].

Theorem 2.13. Let X be a semimartingale then X is equivalent to time-changed Brownian
motion on a suitably extended probability space. That is, there exists a process of stopping times
(T¢)te[o,00) On on the extended space such that

Xt — WTt

The proof is beyond the scope of this thesis and we refer to [23| for a proof.

Rather than a proof, consider the following thought experiment for the finite dimensional

distribution of a semimartingale X defined on a filtered probability space (Q, F,(F) ) ,P).

[0,00
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Let 7 = (t1,t2,...,t,) C [0,00) with ¢; < t;41 for i in {1,2,...,n — 1} and X, =
(X4, Xty -+, Xt,). Let W be a Brownian motion on a separate probability filtered space,
(Q*,]: * (ft*)te[o,oo)7Q) independent of the underlying probability space of X. Now, consider
the hitting times

Th(w*,w) =1inf{t > 0 | Wi(w*) € [Xy, (w),00)},

on the extension Q = Q* x Q. While this interpretation is in no way rigorous, one can imagine that
simply waiting for the Brownian motion to hit the right value is a valid strategy and Theorem 2.13
justifies the claim to some extent.

A final remark to this section is that Monroe showed the statement conversely, i.e. X is a
semimartingale only if there exists an extension for which is is a time-changed Brownian motion.
The application is yet much less obvious. Suppose we are given a sample (Xy,, X4,, ..., Xt,) we
could perform the numerical work an simulate paths of a Brownian motion to estimate the laws
of (Tti)ﬁ\il. However, if the values are excessive, then the likelihood that any algorithm would
ever complete a reasonable approximation is very low.

In general, one can now define semimartingales and martingales by the converse of Theorem 2.12
and Theorem 2.13. In the literature there are primarily two types of time-changes which are
studied. The first being the so-called subordinators. They are Lévy processes, i.e. stationary
processes starting at 0 with independent increments and which are continuous in probability,
with the added requirement that they are almost surely increasing, see, e.g., [1].

The second type, which we will focus on, are processes 7 which are either continuous and
strictly increasing with 7o = 0 or strictly increasing, and absolutely continuous with respect to
the Lebesgue measure. To motivate the use of these models, consider the following. We take
a Brownian motion W and an independent process v which is cadlag and non-negative almost
surely. Then we define a process

t
Xt == / I/SdWS, t Z 0.
0
The quadratic variation of this process is given by
¢
[X]¢ :/ vids, t>0.
0

Now, define 7; = [X]; and note that 7 is absolutely continuous with respect to the Lebesgue
measure. Furthermore, by Dubins-Schwarz we have

Xy =Wh, t>0,

where W' is a Brownian motion. It should be no surprise that W’ and 7; are independent in this
case. We will not prove this, but refer to [[40], Corollary 2|. It follows that X is a continuous
local martingale by the Dubins-Schwarz theorem. Given the previous results, we may estimate
T¢ using the realised variance.
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2.4.3 Copulas and Finite Dimensional Distributions

Suppose we wish to analyse a stochastic process X = (X;)ie7. Many applications do not
require complete knowledge of X but rather only the distribution of X in certain times and the
dependence.

(Xpy, Xoys oo X1, (2.29)

There are several ways to go about analysing (2.29). We previously presented the so-called
Skorokhod space D(T;R) for which we can make sense of (2.29) in terms of a canonical projection
onto R™ and since the Skorokhod space is infinite dimensional while (2.29) is finite dimensional
we refer to the distribution of (2.29) as a finite dimensional distribution of X.

It is no surprise that for many stochastic processes the most valuable information comes from
deriving the distribution of

(Xs,Xt), s <t.

We previously showed, a large class of stochastic processes may be embedded in the Brownian
motion under a time change. That is, let W be a standard Brownian motion, then many processes
may be described by

X, = Wr.

for some appropriate time-change 7. Therefore, we wish to find the copula between the same
Brownian motion at two distinct times.

Theorem 2.14. Let W be a Brownian Motion and s < t, then the copula of (Ws, Wy) is given

b
?‘/ OV (u,v) = /0“ o <\/E<I>‘1(vé%§<p—1(w)> duw

Proof. Note that by the independent increments and stationarity we have
PW; <z |Ws =y) =P(W; = W, <z —y).

By virtue of Theorem 2.1 we have

o <¢, (\f‘;g) D <\"Z>) = P(W; < 2, W, <)

SRCENE

Using the change of variables v = ® (%) and u = ® (%) we obtain

C(u,v) = /Ou P (ﬁ@_l(v\)/%g@_l(w)) dw

We would like to remark that C’% is indeed a copula; we only consider the marginals the other
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requirements of Proposition 2.3 are clear. Clearly,
Ch(0,v) = CY(u,0) = 0.

Furthermore, for the identities CV; (u, 1) = u and Cy4(1,v) = v follows essentially from the proof
of Theorem 2.14.

We will now abuse the notation [X] slightly. That is, we will take a process [X]| which is
continuous and strictly increasing with [X]p = 0 almost surely and define a process X by time-
changing an independent Brownian motion using [X]. Hence [X] will coincide with the quadratic
variation and justify the abuse of notation. While the argumentation becomes rather circular,
we feel that the notation is suitable for interpreting the presented results and relating the result

to the Dubins-Schwarz theorem.
Corollary 2.4. Let X be a continuous local martingale of the form
X = W[X}t, t > 0.

where W is a Brownian motion and [X] is a strictly increasing, continuous process independent
of W with [X]o = 0. Let s < t. Then the conditional copula of (Xs, Xt) given ([X]s, [X]t) s
given by

0 [X]e = [X]s

CX (u,v | [X]s, [X]r) = /"q) (ﬂ@l(v) - \/[XTqu(w)) .

Proof. By Theorem 2.12 we have that X; = W[xj, for some Brownian motion. Hence, by
Theorem 2.14 and independence between [X] and W we have

Co(uv | [X]s, [X]0) = Cfy, x, (w,v).

Remark: In particular the copula will allow us to model

P(X; <2, X, <y | [X]; =b,[X], = a) = C (<1> (%) ,® (%) | [X]s = a,[X]; = b)

In the event that [X] is non-random, for instance in the case of the Brownian motion, then C’SX¢
is the unconditional copula of (X, X3).

Lemma 2.15. Under the assumptions of Corollary 2.4 the copula of (Xs, Xt) given ([X]s, [X]¢)
admits the following limit as s —t ort — s:

lim Cﬁ(u,v | [X]¢, [X]s) = min(u, v).

[t—s|—0

Proof. By assumption [X] is continuous and strictly increasing, hence

ls=t1=0 /[X]; — [X]s

Furthermore, we have that
lim /(X2 (0) — VIX]:® 7 (w) = V/[XTi(@ 7 () — @ (w))

and similarly
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lim /[X]; @ (v) = V[X]s@ 7 (w) = V[X]5(@7 (v) — @7 (w)).
The result is that
00 V> w

VERD (0) — /X0 ) _

oo X% - X,

-0 v<w

0 v=w

Now,

1 v > w
lim & ( Y [X]tq)_l(v) _V [X]S(P_l(w)) =40 v Z w -

[X]e = [X]s

[t—s|—0

0.5 v=w

Note that {(w,v) | w = v} has Lebesgue measure 0, and hence

i @ <\/[X]t<1>-1<v> VX2 (w)

Jm X X ) = Ljy)(v), almost everywhere.

Clearly, the Tjw, 1](v) is bounded and we may apply the Dominated Convergence Theorem to
obtain.

[t—s|—0

(X = [X]s

u / -1 v) — / s —1 w u )
lim i @( (X)e ™ (v) K]~ ( )>dw—/0 Lj,1)(v)dw = min(u, v).

Lemma 2.15 is quite intuitive. As |t — s| — 0 we are essentially asking what is the probability
that X; is both less than or equal to /[ X];® !(u) and /[X];®*(v) which should correspond
to the minimum of the two. It may also be beneficial to define the copula Cg‘;t(u, v) = min(u, v)
for s =t.

Now, another interesting observations is the following

Lemma 2.16. Under the assumptions of Corollary 2.4 the copula of (Xo, X¢) given [X]; is given
by

C[ft(u, v) =u-v, t>0, almost surely.

Proof. Note that almost surely we have [X]o = 0, hence

x _ [ VX2 (v) I
CO,t(“?”)—/O @( X )dw—/o vdw = u - v.

We now present a generalisation to a larger class of processes.
Theorem 2.15. Let X be a semimartingale of the form

Xt:X0+At+W[X]ta t207

where Ay is a process of locally bounded variation, [X] is a continuous, strictly increasing process
with [X]o = 0 and W a Brownian motion. Assume that Xy, A and [X] are independent of W.
Then, the conditional copula of (X, Xt) given Gsy = (As, Ay, [X]s, [X]i, Xo) s
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u -1 o -1 w
Qmmmm:4¢<ﬂm¢@>vmm ”)m

(X — [X]s

Proof. Note that

P(thwxs:y,at,s):@(ff—y—wt—As))7

[X]e = [X]s

Similar to the martingale case we now have

VX = [X]s

oy (A — A,
Du0£<Fs<y>,Ft<w>rGsyo—P(Xt5x|xs—y,at,s>—<1>(”C y— (A )),
with

z—Xog— A
Fi(z) =P(X: <z |Gis) =P(Xy < x| Xo, A, [X]) =D <0t> ’

(X

and similarly for Fs. Now,

X (Y x—z— (A — Ay)
CX(R) Fie) = [ @ ( " ) AF(2).

Applying the change of variables u = F(y) and v = Fy(x) yields

CX(u,v) = /u@ (ﬂ@—l(v) + A+ Xo — /[XTe0 1 (w) — Ay — Xo — (A — As)> o
0 [X]t - [X]s

(2.30)

. /uq> (\/qul(v) - m¢‘1<w>> dw, (2.31)
0

[XTe — [X]s

Remark: While it may seem surprising that the copula is the “same” as in the martingale case
note that all we're doing is conditioning until we are left with essentially the Brownian part of
our process. Also note that the assumptions here may very well be relaxed, but it will suffice for

our purposes.

We now have an immediate application of these copulas, namely simulation. We need to be able
to simulate from the copula ng(u, v), but note that

P(V <v|U=u) =D, (u,v) = (ﬁ@-l(%@—l(u)) _

Now, let w € (0,1), then

wmo (YOO g (VSN s ),

We define

Vit — 50 Hw) + ﬁ@_l(u)>
NG :

The asymptotic behavior of w € {0, 1} can be recovered by extending ® onto RU {oco, —oco} with

Q%wm0=¢(

®(c0) = 1. It then follows that w = 1 if, and only if v = 1, and similarly w = 0 if, and only if,
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v = 0 - since DuC!}i is only defined for u € (0,1). Note that the inverse is defined even in the
point t = s.

To simulate from CXZ first we simulate U, U ~ Unif ([0,1]). By Proposition 2.2 we can now take
vV =Qi(U,0),
then (U, V) ~ C;/"{. Now, let X be a process of the form
X =Wrg, t=0,

where T is an almost surely increasing process and W is a Brownian motion independent of T'.
Then, we may define

(2.32)

QX (u,w | Ty, T}) = ® (m@—l(w) n \/i‘l)_l(u)) |

T
Of course, this applies to a continuous local martingale when the quadratic variation is
independent of the Brownian motion. The same holds true for semimartingales of the form
presented in Theorem 2.15. The only change here is that the marginals needed for inverting the
pair (U, V) ~ Cft( | Ts, T;) will change. We now present a sampling algorithm.

Algorithm 1 Sampling Algorithm

Sampling a path from a time changed Brownian motion on an equidistant mesh over [0, 7.
Let 0 = tg, T = t, and t; = i(T/n) for i in 1,2,...,n. We assume an initial sample of an
appropriate independent time-change (73,)7_; with T3, = 0 and initial value X;,. Furthermore,
we assume the desired marginals (Fy,)7 ; is known.
Up=1
foriec {1,2,...,n} do

if T;, =T}, , then

Ui =Ui
Xti = Xti71
else

W; ~ Unif ([0, 1])
Ui = Qs (Ui, Wi | T3, Ti 1)
Xy, = F, N (Uy)
end if
end for
return (XtO,th N Xt2, Ce ,th)

Note that the mesh need not be equidistant, in fact any mesh will suffice.
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RESULTS

In this chapter we present an estimator of the copula of time-changed Brownian motion. In
particular, we will assume that the process is related to the Dubins-Schwarz theorem by being a
continuous local martingale represented by a time-changed Brownian motion, with the additional
assumption that the time-change is independent of the Brownian motion.

Afterwards, we present a limit theorem in related, but rather restricted, setting. Here, we will
assume that the time-change is deterministic and absolutely continuous with respect to the
Lebesgue measure.

We will then analyse the results provided numerically to investigate whether the limits may be
enhanced.

We propose the natural estimator defined by

—n —

min(u, v) (X], = [X],
CXn (u, v) = X o1 ()= /X 0 (w " e 31
S0 2 g (VRO w0} R o
0 NGSESR o

3.1 Limit Theorems

In this section we provide the relevant limit theorems for the estimator (3.1). We first consider a
process defined by Brownian motion time-changed by a continuous and strictly increasing process
independent of the Brownian motion. We first assert the consistency of our estimator.

Theorem 3.1. Let X be a continuous local martingale defined by
Xy = W[X}t, t>0, (3.2)

where W is a Brownian motion and [X] is a continuous, strictly increasing process independent

of W with [X]o = 0. Let [X]n denote the realised variance of X on an equidistant mesh over
[0,T]. Then we have
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lim sup yéﬁn (u,v) — CX(u,v)| =0, in probability,
n=Oicio,r] ’
s€[0,t]

for every (u,v) € [0,1]2, where éft" is defined by (3.1).

Proof. Note, that by Proposition 2.3 and the fact that both Cﬁft(u, v) and a;Xt" (u,v) are copulas
in u, v we have that the boundary convergence is ensured, i.e.

C&(u,v) = CXr(u,v),  V(u,v) € 9[0,1]%,

with 9]0, 1]? being [0,1] x {0} U[0,1] x {1} U {0} x [0,1]U {1} x [0, 1]. Hence, it suffices to show
for (u,v) € (0,1)2. Hence, fix (u,v) € (0,1)2. Now, define

(5.) min(u, v) s>t
S, = u (V) —/sPT H(w
g fo@(\/z‘b 1(\)/%(? X )>dw s<t

Note that the function is continuous on [0,7] x [0,T]; in the case s > ¢ it is trivial. For s < ¢
note that it is a composition of continuous function and s = t follows from Lemma 2.15. By
Lemma 2.8 it extends to a mapping ¥, : D([0,7];R)?> — D([0,7]%R) which is continuous
between D([0, T]; R)? endowed with the product supremum metric and D([0, T]?; R) endowed
with the supremum metric. By, Lemma 2.11 we have

X" [x)
By Theorem 2.7 and the continuity of ¥, we have
Wy ([X], [X]) =" Uy ((X],[X]),  in D(0,T]%R),
but W, ([X], [X])(s, t) = C3(u,v) for s < ¢, and the result immediately follows. |

Theorem 3.1 tells us that we may consistently estimate the conditional copula of (X, X;) given
([X]s, [X]¢) by using the realised variance.

We now wish to provide a limit theorem in a very restricted case. In order to do so we consider
a process X which has the representation

X=Wgp, t>0, (3.3)

Where T; is a strictly increasing and deterministic process. Furthermore, we assume that 7T is
absolutely continuous and that there is 0 bounded such that

t
Tt—/ odr, t>0.
0

We remark that these assumptions are very restrictive. We will later discuss how certain
assumptions may be relaxed.

Theorem 3.2. Let X be a process which admits the representation
Xt = WT“ t 2 O’

and T} be a deterministic, strictly increasing and absolutely continuous function satisfying
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t
Tt:/afdr, t>0
0
for some bounded o. Let f € CYO;R) where O C [0,00)? is open and non-empty. Fix
s<te|0,00). Let
Y = (TSaTt)v Yn:([X]s7[X]t)7

and assume Y € O. Then,
Valf(Ya) = FOV) 5 Va2, Z,

Z s defined on a very good filtered extension of <Q,f, (.7-",5)[0,00) ,]P’) and

Jy ordr fst otdr
ft okdr fg ordr

S

Vir =2VF(Y) VIY)T,

where V f is the gradient of f and Vf(Y)T is the transpose of Vf(Y).

Proof. To avoid confusion, all vectors are considered as “row vectors”, therefore if € R? is a
vector then zz' € R and 2" € R?*2, where 2! denotes the transpose of .

First, by the Taylor’s Theorem, or the Mean-Value Theorem, we have
1
1000 = £ = ([ 950 v = vpan) (v, )",
0

By Theorem 2.9 we have

since [X] = T. The limit Z is defined on a very good filtered extension of (Q,]-" , (]:t)[o,oo) ,IP’)
and is F conditionally centered Gaussian with second moment

t
E[Z7 | F] :2/ opdr.
0
In particular, this yields
1

c
\/T—H(Yn —-Y) 3 (Zs, Zy),

where (Zs, Z;) is an F conditional centered Gaussian with second moment
E[(Z0,2)7(Z6 20) | | = 2Qus,

where

fosafdr fstaffdr
Qs = f;o'ffdr fota;‘:dr '

Now, it suffices to show
1
| Vi =, - vyan 5 vsw)
0

since the continuous mapping theorem for stable convergence in law then yields the desired result.
Since ¢ is bounded by assumption, the paths of
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t
T, = / o2ds
0

are Lipschitz continuous. In particular, it follows from [[9], Theorem 4.5]! that for 0 < s < t we
have

Y, %Y.

Now, since we have by assumption that Y € O we have can find a radius r > 0 such that open
ball B,(Y) C O. Now, let Qs = {w € Q | Y;,(w) = Y}. Clearly, this set has probability one.
Now, for every € such that » > e > 0, there is an ng, which depends on w, such that

IYo(w) =Y <e, Vn>no(w),we Q.
By the convexity of a sphere this immediately implies
Y +h(Yo(w)—Y)e B(Y), Vhel01],n>no(w),w e sy,

and in particular we can find a compact set K, C O such that Y + h(Y,,(w) —Y) € K. By the
continuity of Vf on O, and by extension K, we get that Vf(Y + h(Y,(w) —Y) is almost surely
bounded for ever h € [0, 1], n > ng(w), and w € ;. The Dominated Convergence theorem then
yields

/1 VY + h(Yo(w) — Y))dh — V(Y), Ywe Q.
0

Since P(€Q,+) = 1 we have convergence in probability. By Lemma 2.9 we have the joint stable
convergence and by Lemma 2.10 we have
1

VA,

Now, conditional on F we have that (Zs, Z;)" was centered Gaussian. We now have that the
second moment of Vf(Y)(Z,, Z;)" is given by

AV (Y)QsuVI(Y)T

(f(Yo) = f(V) B V(Y (Ze, Z0) T

Note that the theorem is severely restricted. We will later discuss how some of the restrictions
may be lifted. In order to apply the result to our estimator we will make use of the function

g(s,t) = /Ou ) (ﬁ(p_l(vj/%gq)_l(w)> duw, (3.4)

which was also applied in Theorem 3.1. Note that g is differentiable on the open set

O={(s,t) | t€0<s <t} (3.5)

with gradient

'The theorem is quite different from the rest of the thesis, and we choose to omit it. Essentially, due to the
Lipschitz paths they induce a partition with of order o(1/log(n)), on which we have almost sure convergence for
the quadratic variation of a Brownian motion.
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[0g(s,t)

0s
V(s t)" = (3.6)
dg(s,t)
L ot
[ u (VIR 0) =56 ) [ 9T ) VIS (0) =58 (w)
Jo 90( Vi-s ) (2\/t(t—s) 2/i—s > dw

- . (3.7)
[ro (m*(v)—mfl(w)) (\/iqﬂ(v)ml(w) o1 (w) )dw

| Jo T—s 20/ s 2/s(t—s)

Where ¢ is the density function of a standard Gaussian. Note that (3.7) specifies the transpose
of Vg such that it is a “row vector” in concordance with the remark in the proof of Theorem 3.2.
Now, with the gradient we have the immediate corollary.

Corollary 3.1. Under the assumptions from Theorem 3.2 we have for fized (u,v) € (0,1)? and
(Ts,Tt) € O, with O defined by (3.5), then

1
W(cﬁfg» (u,v) — CX(u,v)) 55 Ve, Z

where Z is defined on a very good filtered extension and is F conditionally standard Gaussian.
Vst s given by

%,t = QVQ([X]& [X]t)Qs,tVQ([X]Sa [X]t)T7

where Vg is giwen by (3.7) for the fized (u,v) and Qsy is as in Theorem 3.2.

We would like to remark that there are some obvious caveats here; Vg for fixed (u,v) € (0,1)?
has some cases where it may explode. Of course, our restriction to the open set {(s,t) |0 < s <
t < T} alleviates these, but for all practical purposes it is still an issue. In particular the case
s ~ 0 or s &= t causes immediate problems, as these will cause the gradient to explode. Likewise,
if (u,v) tend towards 9]0, 1)% the gradient may explode.

Now, we may very well estimate V,; to provide a standardised limit theorem. In order to ease
notation we define
1 [t/An]
A _ _ 4
Q= 3A,, z; (’th Xti—l‘) )
1=

recall that under certain restrictions it converges uniformly on compacts in probability to
t
Q"= /0 oldr. (3.8)

By assumption ¢ is bounded in our case, and so we meet the assumptions for the convergence

(3.8).
Lemma 3.1. Under the assumptions of Theorem 3.2, we define
‘Z;,t = QVf(Yn)@s’tVf(Yn)T,

where
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N A@s/\ @t:@s
Q”‘[@—Qs Qi ]

with @t defined by (3.8). Then
1

\/F(f(

where Z is defined on a very good filtered extension and is F conditionally standard Gaussian.

Proof. The proof follows directly from the fact that YA/s,t E) Vst Applying Lemma 2.9 and
Lemma 2.10 yields the desired. |

The immediate result is that we may estimate the variance of our copula estimate. Note that for

certain steps we may have [X ]n = [/X\]t in which Vg is not well defined, which is of course quite

S
restrictive for practical purposes. Furthermore, numerical stability is again a concern. We would
like to remark that the the boundaries s = 0 ans s = t are quite uninteresting from a modelling
perspective; in the case s = 0 we showed that it corresponds to the independence copula, and so
one would, or rather should, not use the copula estimate in this case. Similarly, when s =t we
showed that the copula reduces to the minimum of (u,v). Again, from the modelling perspective,

this situation is rather uninteresting.
For fixed (u,v) € (0,1)? we define our variance estimator as
~ N ——n_ —— ——n —=n T
Vi = 2Vg([X],, [X], ) Qs V(X [X],) (3.9)

In summary, the result is that

1

VAV

for N on a suitable extension and fixed (u,v). Furthermore, N is F conditionally standard

(CXr (u,v) = CX(u,0)) 55 N,

Gaussian.

3.2 Numerical Analysis

We now apply numerical analysis to investigate whether the result can be generalised to stochastic
volatility. We are interested in both the rate of convergence and whether Corollary 3.1 remains
valid. Furthermore, we wish to estimate the rate of convergence for an enhanced problem, i.e.

sup ]55{1 (u,v) — Cﬁft(u, )|
s.t. (u,v) € [0,1]?

t €10,1]

s € [0,1]

(3.10)

In this case our assumption is that we do not have to fix (u,v) € [0,1]? as is the case for
Theorem 3.1, but rather that the convergence is also uniform over (u,v) € [0, 1]?. For practical
purposes we implement the following problem, which is equivalent to (3.10).
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~AX
sup Oy 2y A (u,0) = CF A (1, 0))

s.t. (u,v) € [0,1]2
Aol (3.11)
s€[0,1—A]

In order to ease notation we define p(éX",CX) to mean 3.11. Now, to estimate the rate of
convergence we employ the following:

E[p(C*",C¥)] < Kn™
which implies
log(E[p(CX", C¥)]) < log(K) —  log(n). (3.12)

We sample a process from the so-called Cox-Ingersoll-Ross, abbreviated CIR, model, which
follows the stochastic differential equation

Vi = k(0 = Vi)dt + o/ VidWs, Vi = v,

where £ is the rate of mean reversion, 6 is the long-run mean and o is the volatility of the CIR
process. The mean reversion is present due to the fact that if V; > 6, then the drift term becomes
negative, assuming x > 0, hence forcing the process closer to 6. In order for the process to stay
positive, it must satisfy the so-called Feller condition. That is,

260 > o2,

which ensures that the process is positive. We simulate a path from the process and define the
process X as

t
X, = / JVidIW,
0
where W is some Brownian motion independent of V. We then have
t
X): = [ Vit
0

We consider equidistant discretisations of the process X over the interval [0, 1] with 10™ points
for n € {100, 1000, 10000, 100000}. We sample 1000 paths for each disretisation scheme. We
simulate paths under the parameters described in Table 3.1.

Parameter & 06 o W

Value 05 15 1 1.5

Table 3.1: Parameters of the CIR model.

We initially consider the rate of convergence and compute the quantity p(aX”, CX). We calculate
a density estimate of the results and plot them alongside the mean, mode, and 1/y/n to visually
inspect the distribution of p(C*», CX).

From Figure 3.1 we see that the mean is skewed towards the lower tail, this is caused by values
much closer to 0 than depicted in Figure 3.1. Furthermore, we see that as the number of points
per path increase, the distribution of p(C*», CX) will shift towards 0, with a decrease in variance;
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the scales on Figure 3.1 are both logarithmic, so the entire scale is decreased as the number of

points per path increases.

Next, we estimate the regression coefficients using (3.12). The results are presented in Table 3.2.

Furthermore, we apply a bootstrapping procedure to obtain the confidence quantiles of our

estimate.

4/.\ Points

10°

1

10*

® =
A mean
= B mode
AA/.\'_% Probability

10°

B (0. 0.025

[] (0.025, 0.975]
Am [] 0975, 1

Number of Points per Path (n)

107°

10-* 1022 10-2 10!
Xn X
p(C*,C)

Figure 3.1: Density estimate of p(CX», CX).

Estimate of both K and v

Confidence Quantiles
Variable Estimate 0% 25% 50% 5% 100%

v 0.5279  0.5708 0.5356 0.5283 0.5209 0.4813
K 0.4965  0.3629 0.4696 0.4967 0.5258 0.6816

Estimate of v with K =0

Confidence Quantiles
Variable Estimate 0% 25% 50% 75% 100%

vy 0.6067  0.6206 0.6096 0.6071 0.6043 0.5903

Estimate of K with v =1/2

Confidence Quantiles
Variable Estimate 0% 25% 50% 5% 100%

K 0.3966  0.3525 0.3875 0.3956 0.4042 0.4513

Table 3.2: Regression parameters for the order of convergence.

From Table 3.2 we see that based on the bootstrapping procedure we cannot see that the estimate

for ~y is roughly 1/2, implying that the order of convergence could be 1/2. Hence, it may indicate

that even in the case of stochastic volatility the rate of convergence is proportional to 1/v/A,,.

The visual inspection in Figure 3.2 seems to agree with the estimation. Therefore, it is not
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unlikely that the order of convergence is roughly 1/2 implying a rate of convergence proportional

to 1/v/A,.

Rate of Convergence

@ 0570

@ 06
1

® 04

95% Confidence Interval

B 0.5n05
. n—0-61
04k

107° 4 ¢
102 10° 104 10°
Number of Points per Path (n)

Figure 3.2: Depiction of the rate of convergence.

We now wish to verify Corollary 3.1 for stochastic volatility. In order to investigate, we
calculate the variance estimator presented in (3.9) and provide a quantile-quantile plot against
the theoretical quantiles of a standard Gaussian distribution.

100 1000
2 @ | 21 °
11 14
01 01
i’i -1 1 214
;j% _2- " / T T T _2- .‘ T T T
= -2 0 2 -2 0 2
S
9 10000 100000
=7 | ot
E 11 -
01 04
-14
1A
924 -
° T T T _2 L T T T
-2 0 2 -2 0 2

Theoretical Quantiles

Points per Path ® 100 e 1000 e 10000 e 100000

Figure 3.3: Quantile-Quantile Plot of Standardised Errors with s = 0.3,¢ = 0.7, u = 0.4, v = 0.6.

From Figure 3.3 we see that the distribution indeed does seem like it is Gaussian. We now
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consider an example where [t — s| tends towards 0. Figure 3.4 does not seem to indicate a
Gaussian limit. As discussed, the limit is very sensitive to the boundaries s ~ ¢ and s = 0. In
both cases inspection of the gradient may yields a partial answer, with the gradient in question
being (3.7). Note that in (3.7) we have denominator terms such as Vi—s and Vst —s).
These terms seem in particular troublesome, since they will tend to 0 quite fast in the cases
s~ tand s =~ 0. From the figures 3.3 and Figure 3.4, we conclude that while the limit may be
Gaussian, then the number of points required per path for the Gaussian distribution to become
valid depends very much on which (s,t) and (u,v) one wishes to investigate. To some extend

this was expected.

100 1000

15000 1
10000
5000

0

10000 100000

Sample Quantiles

-2 T T T T
-2 0 2 -2 0 2

Theoretical Quantiles

Points per Path ® 100 e 1000 e 10000 e 100000

Figure 3.4: Quantile-Quantile Plot of Standardised Errors with s = 0.45, ¢t = 0.55, u = 0.4,
v = 0.6.
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FINANCIAL THEORY

This section is based on [13] and [33].

We start with the definition of a financial market.

Definition 4.1 (Financial Market)
Let T € (0,00). Let (Q, F, (Ft)[O,T] ,IP’) be a filtered probability space satisfying the usual
conditions. Let SM be the space of semimartingales on the probability space.

Numeéraire: Let A € SM. A is said to be a numéraire if
P(A; > 0,Vt € [0,T)) = 1.

Financial Market: Let P C SM be a finite collection of of n+ 1 semimartingales; n assets
St ic{l1,2,...,n} and a unique numéraire A. A finite horizon financial market is the pair

A = ((2F,(F)oz P), P).

Intuitively, the numéraire is the risk-free assets which could either be the interest rate from a
bank or government bonds.

Now, there are several ways to consider a portfolio mathematically. One may think of them as
weights, and for non-temporal treatments such as Markowitz portfolio theory, this works well. In
a sense, we wish to generalise this thought. However, we now need our “weights” to be processes
themselves.

Let us consider a single asset .S assumed to be semimartingale. Suppose we wish to buy the asset
at time ¢; and sell it at time t5. Our portfolio would then satisfy

]l(m,tz] (t)Se, Vvt e[0,T].

If we wish to know our accumulated profit or loss, then we can do this via integration, in this
particular instance we have a simple integrand and so

t
/0 l(tl’tQ](s)dSS = ]l(tl,tz] « Sy = St2 - Stl.
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Such a strategy is called a buy-and-hold strategy. Now, more sophisticated strategies can be
approximated by buy-and-hold strategies which may be random. Here stopping times may
naturally occur. For instance, a so-called stop-loss strategy may be implemented by the use of
the stopping time

T(w) =inf{t € [0,T] | St(w) < K}, KeR

Here K is some level at which the investor does not want to hold the asset. In general, we will
assume that the portfolio or integrands are .S integrable and that they are predictable. The
predictable requirement must intuitively be satisfied since else the investor would be able to
follow spontaneous movements in the market. In other words, the investor has to know what he
is going to do at time ¢ prior to time ¢.

Through the previous sections, we also know that simple integrands form a basis for stochastic
integration. Hence, it would seem that the theory aligns perfectly with the mathematical theory.
However, recall that we extended our definition beyond simple integrands to processes which are
locally bounded and predictable in Theorem 2.8. If we allow these arguably more sophisticated
class of strategies, then some problems arise.

One problem is the so-called doubling strategies. Consider a game where we bet on a fair coin
showing heads. If we bet $X and the coin shows head, we receive $2X, and if it shows tails, we
get $0. Suppose we start with betting $1 and if we win then we get $2 and hence $1 profit. If we
lose, then we bet $2 and our total investment amounts to $3, if we then win then we get $4 and a
$1 profit, else we double our investment again. Since heads will eventually show up given that the
probability is strictly greater than 0, then this strategy will, with probability 1, yield $1 profit.
The strategy requires infinite capital, which is unrealistic. This particular gambling example
is called a martingale. The problem is solved mathematically by defining so-called admissible

strategies.

Definition 4.2 (Admissible Strategies)
Let (Q,]-" , (]:t)[o,T] ,IP) be a probability space and S a semimartingale. We say that a
predictable process H is admissible or an admissible strategy for S if

H - S is well defined.
and there exists a constant M > 0

H-S >—-M, vtel0,T]

The constant M may be thought of as a margin of leverage. In finance many brokers or banks

utilise margin-calls exactly as in Definition 4.2.

Margin calls are typically used in the following context. Suppose an investor finances his
investment partially with equity and partially with a loan. He will need to make payments
on his loan since it is an independent financial contract. Now suppose he buys into an asset S
with half financed by equity and half financed by a loan. Assume that the investment drops in
value that is Sy, > Sy, where t; < t9 - this is similar to a losing streak of tails in the doubling
strategy. From the investors perspective, this means that his equity has dropped in value, but
his loan remains the same. If the investment drops too much in value the bank, or broker, will
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call for extra margin to even the level between equity and loan. Otherwise, the bank will carry

all the risk.

While there are several other reasons, we will use margin calls to motivate why an investor is
interested in not only forecasting his expected return but is interested in forecasting the entire
distribution of the asset. Suppose an asset S has value Sy at the date of purchase, and that
the investor has financed this purchased with leverage, either from a bank or short-selling other
assets and that the investor, therefore, is subject to a margin M. In mathematics, we can define
our set of admissible portfolios to satisfy H «S; > —M. However, in practice, this is an actual
problem for the investor.

Suppose for simplicity, that the investor decides on a buy-and-hold strategy buying at ¢ty = 0
and selling at time 7', for some T" > 0. Hence, in order to avoid the margin call, he must know
whether or not the asset will drop sufficiently to incur the margin call. Of course, with assets
being inherently risky and with the potential for loss of investment, it is better to phrase the
question in terms of probability. In this particular instance, suppose that the margin call is
incurred if the asset drops below some price S*. In order to assert his or her risk, the investor
will have to know for each ¢ € [0, 7] the probability that S; < S*. However, as time progresses,
these probabilities change, and so arises the need for conditional distributional forecasts.

Single assets are one thing, but the same applies to entire portfolios; if our portfolio is financed
partially with equity and partially with a loan, then the investor faces the same problem. Suppose
we are given a market .# with a collection of d + 1 assets, with one asset being the numéraire,
A, and the remaining d are risky assets, S for i € {1,2,...,d}. Then, a strategy may be
considered as a d + 1 dimensional process of predictable processes 8 = (¢, 7!, 72,..., 7?) such
that ¢ is integrable with respect to the numéraire and m; is integrable with respect to asset
i€{1,2,...,d}. We may then define a portfolio as

d
V=g Ai+ > miSi t>0,
i=1
Typically, we require the portfolio to be self-financed. It must then satisfy
d
V=044 a8, t>0
i=1

In this scenario we have that V;? is itself a semimartingale, and for a given 6 is may be expressed
as

V0 =Ve+Z+ M, t>0.

Voe can be thought of as the initial investment, Z; a process of locally bounded variation and M
a martingale. For large portfolios there is a numerical issue in assessing the risk of our portfolio.
By making some structural assumptions, we may use the copula derived before to forecast the
distribution of our portfolio. Namely, we will assume it is of the form

t t
Vf—VOGJr/ usds—i—/ oo dWs.
0 0

For simplicity, we assume the processes y and o are continuous and independent of W. We
remark that these assumptions are unlikely to be true. However, one may argue that if the
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portfolio is sufficiently well diversified, then the portfolio should be less influenced by jumps
in each asset. Hence, the continuity of the portfolio process may be more valid, than in the
individual asset case.

Being able to make good forecasts of ones portfolio solves multiple problems. If one has used
external capital such as a loan to finance investments, then a distributional forecast may help
prevent incurring a margin call. Furthermore, if the computational burden is feasible then it may
be used to reduce the complexity of portfolio selection. Of course, by omitting the intricacies of
the dependence between assets a lot of valuable information is lost, but from a portfolio selection
standpoint these should be incorporated once we treat the portfolio as its own entity.

We would like to remark that at the moment we are not looking for the minimal assumptions
necessary for the procedure to work and throughout the following procedure we assume that the
processes i and o satisfy the criterion of the applied theorems.

4.1 Forecasting Procedure

We propose a heuristic forecasting procedure of the distribution of a portfolio. The forecasting
procedure is adaptable, and we will later discuss how to augment the procedure to accommodate
the shortcomings of the proposed method. The method proposed here also showcases how copulas
may be applied to the temporal treatment. We will benchmark the forecasting procedure on the
Heston model, [11]. While it is unrealistic that an entire portfolio would follow the dynamics of
the Heston model we use the model to showcase how one can proceed in using the copula of a
time-changed Brownian motion. We will later discuss whether or not is justified to apply this
heuristic method. We make the further structural assumptions on our portfolio:

t t
vei=vy +/ pVodr + / o, VIdw,,
0 0

with ¢ some continuous stochastic process independent of W and p € R a constant. For
simplicity, we fix our strategy 6. By application of Ito’s lemma we obtain

t 2 t
Xt = 111(‘/;0) = XO +/ (M - O-2T> dr +/ O'TdWr. (41)
0 0

Now, the quadratic variation is given by

t
[X]t_/ UZdTa
0

Now, let M; = f(f ordW,. We can estimate the conditional copula M. However, this highlights
a glaring problem which we have so far ignored; in order to model the copula of (Mg, M) we
need to know [M], on which our particular estimator [M]} requires knowledge of M;. Hence,

our problem becomes rather circular.

However, due to the structural assumptions on X, we can employ the following heuristic
forecasting method for the quadratic variation



s t
:/ afdr—i—/ der
0 s

~[X]s+ (t—s)- 02

s

which of course converges as s — t. However, we have now traded one problem for another; we
now need an estimator of os. Luckily, we may apply the following theorem.

Theorem 4.1. Let X be an Ité semimartingale of the form
t t
Xt = Xo +/ /er’l”—f—/ ordWp,
0 0

where i is locally bounded and o is continuous. Let (t;)I, be an equidistant partitioning of [0, T
with |tiy1 — t;| = A, and tg = 0 satisfying A, — 0 and define AL X = X;n, — Xi-1a, and
(kn)nen be a sequence such that ky, — oo and k,A, — 0. Define the realised spot volatility,
abbreviated RSV,

kn—1

~n 1 i+m—
(6?2 = —— E (AFFM=kn X2t € [t ts1).
Apk
=0

Then

G2 562, tel0,T).

An enhanced statement and proof can be found in [[13], pp. 255-256], in particular when o is
cadlag this estimator converges to oy rather than o,. However, we assumed that ¢ is continuous
and it follows that o~ = o¢. From the perspective of our forecasting procedure this has little
relevance.

Now, we define our forecast as

—n —n P
[X]t,h = [X], + h -(01) (4.2)
~— o
RV Time Step  pgy
n particular, o can be viewed in terms of the Fundamental Theorem of Calculus as the “derivative”
of [X]¢, which is also reflected in the construction of the estimator. For instance,
1
—(ArX)?
A (A7)

could be considered as an estimator for the derivative. However, due to the fact that our data is
contaminated by noise we need to “smooth” the estimator, so that it is not fitting to noise, this
is accomplished by averaging over the previous k,, observations yielding

1 kn—1 _
S AT
nfin 5

which is exactly our estimator. Hence, we extrapolate by assuming that the quadratic variation

will grow at the same rate as it currently is, this assumption is of course a stretch, but in short
terms it may be applicable. In order to investigate the if this method yields anything we will
compare it to the simplest forecast, compare it to a “perfect forecast”, where we are given [X], h

Since X is a semimartingale we know that it be definition decomposes to
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X=Xo+ M+ A,

where Xg is the initial value, M the martingale part and A the process of locally bounded
variation. Again, in our case each process is continuous by assumption. We have accounted for
M by means of the quadratic variation and conditional copula, but we still need to account for
A. However, note that by (4.1) A decomposes into

t 1 t 1 t
At:/ ,uds—/ J?ds:,ut—/ olds
0 2 Jo 2 Jo

Then we have the following
1 t t
X — Xo+ 2/ Ugds = ut+/ ordW,.
0 0

Now, estimation of p has not been our primary concern. It is beyond the scope of this thesis to
solve every aspect of the problem. Therefore, we now rely on heuristics to sketch the idea. Now,
heuristically for small A we have

1
Xoon—Xe~p-h— 503 ch+ o (Wipn — W), (4.3)
which implies
1
Xt+tht+,u-h—§at2-h+o—t\/EN, N ~ N(0,1), (4.4)

so in a very heuristic manner we have Xy, is approximately Gaussian given information of the
other processes up until time ¢. This practice is not uncommon, and many pseudo-maximum
likelihood estimators rely on inference made on the discretisation of a process, see e.g. [12] or [6].
However, in our case we acknowledge that we are not applying best practices, as we are using
estimates of ¢ in the place of true 0. We would like to remark that there are better procedures,
see e.g. the comments made in [2].

Equation (4.4), then yields

1
E|Xpn — Xi + §a§h ~ uh,

and so
E [Xyin — Xi + 07h]
h ~ W,

by replacing o2 with its estimator yields the estimator for u

1 - 1. .,
An (Z Xti - Xti—l + iAn(U )1311) .
n i=1

However, the sum is telescoping and we obtain

. 1 =1 Any2
= A (Xt"‘X”ZzA”“’"”“)'

=1

ﬁ:

However, we would like to only use the information up until time ¢, so we define

[t/An]
~n 1 ~n\2
= Ty | Mtwen Kot 2 A
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Now, we can transform X to the unit interval [0, 1] by the transformation

-~
. Xy — Xo — it 4 A[X
U= 202 2 X (4.5)

[X];

We have that ﬁs and ﬁt approzximately follows the copula C% , which we can approximate by
cMn,

To forecast we use the estimator of [M]:;, defined in (4.2). Hence, we may find our « € (0,1)
percentile forecast by taking

Uta+h = Q%Jrh(Ut,a | [M]t’ [M]t—i-h)' (4.6)
with Qé\ﬁ defined by (2.32). To bring it back to scale we apply the transformation and obtain
the o quantile we apply the forecasted marginal quantile function

~ — PP N 1=—sn
S =\ M, @ N UR) + 17 - (4 h) + §[M]t,h + Xo. (4.7)

We can take it further and apply the exponential to obtain an estimate of the a-quantile of V;(i b
In order to validate this approach we need a testing procedure.

4.2 Conditional Coverage Test

This section is based on [§].

We remark, that we only briefly go through the test as a testing procedure has not been our
primary focus. Therefore, we deem it beyond the scope of the thesis to derive the procedure and
refer to [8] for a detailed derivation.

The setup of the testing procedure is as follows, let p € (0,1) denote the desired coverage
probability. Let (Q,F, ]:[O’OO),]P’) be a filtered probability space. We observe a a process at
discrete times (y;,)~; and produce the conditional interval forecasts ([Ly, 1, , (p), Upjti_, (P)])iL1,
where Ly, , (p) represents the conditional forecast of the lower bound of the interval given some
filtration Gy, |, C F;
initial value of the process y. Now, let

It — {1 Yi € [Lti|ti—1(p)7Uti|t2‘71 (p)]

with Gy C Fy the trivial o-algebra augmented by P-null sets and possibly

1—1

0 else.

We say that the interval forecast ([Ly,s,_, (), Up,pt,_, (p)]), is efficient with respect to a filtration
(Gt)iejo,00) if E [Iti | gt,-_J = p for every i € {1,2,..., N}. We have the following lemma from
8]

Lemma 4.1. Testing E [I, | I;
if the sequence (Iti)i]\il 1s tdentically and independently distributed Bernoulli with parameter p.

.. ,Itl] = p for everyi € {1,2,..., N} is equivalent to testing

i—17°

See [|8], Lemma 2| for a proof. Hence, from the assumption that our forecasts are efficient we
obtain the likelihood
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Lp | (I)iLy) = (1 = p)"™p™,

where p is the coverage parameter, ng is the number of times I3, is equal to zero and similarly
np is the number of times Iy, is equal to 1. Now, similarly,

L(x | (I)iLy) = (1 = m)"on™.

The test for unconditional coverage is then the likelihood ratio test

L(\

—_

(
= —2ng log(

which asymptotically follows a x2(1) distribution as N — oo. The maximum likelihood
estimator, 7, of 7 is given by

ny
no +ny

%:

(4.8)

Furthermore, we can test for independence between forecasts using a similar approach; we assume
the forecasts form a Markov-chain. The general Markov chain transition matrix is given by

H:

T0,0 70,1
mT10 71,1

Where m; ; is the probability of the interval forecast transitioning from state ¢ € {0,1} to state
j €{0,1}. II has the likelihood

L(H ’ (Il)z]\il) (1 — T, l)no 0770 (1 — 1)”1 07T1 1

with n; ; being the number of times we go from state j to state 7. Maximum likelihood yields
the estimator
10,0 no,1
no,1 + N0 10,1 t 10,0

=
I

nio nia
no+n11 nNio+ N1

Under the independence assumption, the Markov chain has the transition matrix

1—m m_]

II, =
l—m

Now, the likelihood ratio test is similarly given by

Liws | (1)) = (1= my)roormalg{rorsmny

)

where the maximum likelihood estimate of 7 is given by @, = (ng1+mn1,1)/(no,0+mn0,1 +n1,0+
n1,1). Now, the likelihood ratio for independence is given by

(1 _ % )(n0)0+n170)%(”0,1+”171)
_ 1 1
AL — 7210g = N ~ ~n
(1= To,) 00y " (1 — F1,0)™ 07 1
) 0,1 1,1 1,1

= —2(710,0 + nLQ) log(l - %L) — 2(71071 + n171) log(%L)
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+ 2n9,0log(1 — 7o,1) + 2n0,1 log(To,1) + 2n1,0log(1l — 71.1) + 2ny 1 log (71 1).

The latter is preferable when N is large for numerical stability, since ¢’V goes to 0 very quickly
when ¢ € [0,1). We again have A, is asymptotically x?(1) distributed. Finally, we can present
the conditional coverage.

Ao = —2log (L(£| (1i)iLs) ) 7

LAT| (L)X,)
which asymptotically follows a x?(2) distribution. Expansion yields

Ace = —2nglog(1 — p) — 2ny log(p)
+ 2n9,0 log(1 — 7o,1) + 2n0,1 log(To,1) + 2110 log(1 — 71,1) + 2ny,1 log (71 1).

Now, Christoffersen notes that if one conditions on the first observation, then
Acc =Ayc + AL
We end with the remark, that all proofs can be found in [§].

The testing procedure here only describes the relationship between forecasts of a single step, in
our case it implies that we can only test forecasts with a fixed step length. However, as we are
forecasting multiple steps ahead, which implies that we cannot, and would not, expect intra-step
independence. Therefore, in order to validate the apply the following procedure.

Suppose we wish to forecast Iy );; in our case h = kA,, for some k € N, on a mesh over [0, 7]
with A,, = T'/n. We then group the times modulo k, i.e. the first group would be tg, tx, tog . . .,
the second group would be t1,tg41, tog+1-

ke k1 Tpy2 - lok  Tok+1 Tok+y2

Figure 4.1: Visualisation of the Grouped Times Modulo k.

The result is a total of & groups where the step length between each observation is exactly
h = kA,, and hence the conditional coverage test may be applied in each individual instance. In
order to report the accuracy, we report the total number of times the test could not be rejected
per group. For k = 1, it reduces to the conditional coverage test, but for k£ > 1 we have will have
multiple groups per simulation. In our simulations study, we will simply report the number of
times the test could not be rejected over all groups and simulations.

4.3 Simulation Study

Before conducting the simulation study we go through the procedure step-by-step, which will
highlight some of the issues with this method. We will address some of these issues in our
discussion at a later stage.

Example 4.1. We simulate a path from the Heston model, i.e.
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AV = pVidt + ) o2 VidW}
do? = k(0 — of)dt + £/ o2dWE,

where p € R, £ > 0, 8 > 0 and W; and W5 are standard Brownian motions with quadratic
co-variation [Wy, Wa]; = pt, i.e. the Brownian Motions are correlated with correlation p.

Here, V represents our portfolio and o2 its volatility. The portfolio drifts with rate j. The model
for the volatility is the Cox-Ingersoll-Ross model, which we also used in the assessment of our
proposed estimator. Here, £ is the volatility of the process o2, @ represents the long-run mean
of 02, and k is the speed of mean reversion.

Using Euler discretisation, we simulate the path of an asset under the Heston-model with the
following parameters.

Parameter & 0 & w o p Vo od
Value 2 0.025 0.02 0.1 0 20 0.025

Table 4.1: Simulation Parameters

We simulate the asset over [0,1] with N = 5760 observations. In particular, if [0, 1] represents
a trading day of 8 hours, then and (¢;)¥; is an equidistant covering of [0, 1] then ¢; corresponds
to every fifth second on a given trading day.

First, we simulate trajectories of the our portfolio. The paths of the portfolio value V', the log
value X = log(V), and volatility o2 are visualised in Figure 4.2.

Next, we calculate the quadratic variation and compare it with the integrated volatility process.
We see that there is visually no difference between the realised variance and the true quadratic
variation, as depicted in Figure 4.3. We proceed to calculate the estimator for .

From Figure 4.4 we see that the estimator for o2 varies greatly with the choice of k,. Here k,,
is written in parenthesis next to the estimator to emphasize what k, was chosen, i.e. 77(64)
implies k, = 64. Recall that k, can be considered as a smoothing factor; the higher k,, the more
secant lines we average over. Furthermore, the dashed line represents the time at which there
has been k,, observations. Prior to the dashed line o is estimated on all available data.

For the mean we relied heavily on heuristics and it is quite noticeable from Figure 4.5 that the
estimator does not enjoy the same properties as the previous estimators. We provide an 80%
confidence interval based on bootstrapping. We do not bootstrap new confidence intervals for
every single observation but rely on linear interpolation yield accurate confidence bands. It does
seem that the true value of y is, mostly, contained in the 80% confidence interval, but it is also
clear that the estimator does not seem to be very robust. However, it seems that the estimator
of o does not influence the estimation very much, which is no surprise given that it emphasizes
only the first and last observation specifically.

Finally, we visually evaluate the forecasting of the quadratic variation by extrapolation of the
current estimated spot volatility.

From Figure 4.6 we see that the forecasting procedure works quite well in this case. The subscript
iy
indicates how many steps ahead the forecast is done, i.e. [X], 5, corresponds to forecasting 50
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Figure 4.2: Sample Paths in the Heston Model.
Quadratic Variation
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Figure 4.3: Comparison of the Integrated Volatility, or Quadratic Variation, with the Estimated
Realised Volatility.
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Figure 4.5: The estimate of p and the corresponding ¢ used in the estimation. The shaded area
corresponds to [0.1,0.9] confidence intervals based on bootstrapping.
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Figure 4.6: Forecasting the Quadratic Variation using the estimator 7;(256).

steps ahead. The dashed line in the figure represents the number of steps ahead with the addition
of 256, the number of points reserved to estimate 7(256). Hence, one may consider the dashed
line as an indicator for when the actual forecasting starts.

At this stage we would like to remind the reader that the volatility process o2, and volatility of
the volatility £, are quite low, so while it may seem from Figure 4.6 that the estimator is working
extremely well we guess that increasing the volatility may lead to larger variations.

We now transform our data to the [0, 1] scale. We compare three scalings; one with the estimated
u and quadratic variation. One with the true p and estimated quadratic variation, and finally
a “perfect” transformation using the true p and quadratic variation, or integrated volatility. We
choose k,, = 256 for the estimation of o and subsequently ;. Using the estimates we approximate
the “percentile process” U by

n

=
0, — o Xt — Xo — ppt + 5[X],

[X];

It is quite noticeable that the adaptive estimation of u is causing specification; the percentile
process denoted “Estimated” in Figure 4.7 corresponds to the estimator in (4.5), whereas “Realised
Variance” uses the true drift but replaces the quadratic variation with the estimated realised
variance. The “True” percentile process corresponds to the integrated volatility and true drift .
For the estimated one, we see that the process becomes, more or less, constant and equal to 0.5.
To elaborate, consider the estimator of
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Figure 4.7: Percentile Processes.
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yp=—1X — Xo + —A,(6™)?
t .
B At/ A,) | iran T 20 ; 5 (@ s

and note that

/8] | .
~n\2 ~
; §An(0' )ti,1 ~ Q[X]t

Now, this implies

n 1/\774

since t - 1/(A,[t/Ay]) = 1 and so

~ 17
= o | o0 M S
(X1,
1T | 1T
~ P Xy —Xo— Xy + Xo — §[X]t + E[X]t
(X1,
0
=& — | = 0.5.
(X1,
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Figure 4.8: Forecasts for the 1, 5, 20, and 100 steps ahead.

We will later address how one can use this knowledge to try an prevent the issue, but it also
verifies why the estimated percentile process Figure 4.7 is constantly 0.5.

Applying the forecasting routing specified by equations (4.6) and (4.7) with a = 0.975 and
a = 0.025, corresponding to the 95% centered interval forecast, we obtain the obtain the upper
and lower paths of our forecast, depicted in Figure 4.8.

Visual inspection shows practically no difference. We now proceed to conduct the conditional
coverage test. We report the direct result of the conditional coverage test for 1 step ahead
forecasts and report the total number of times we could not reject the null over the grouped
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observations for the remaining step sizes.

Estimated Model

Test Statistic p-value Reject Null
Unconditional Coverage  0.0627 0.802 No
Independence 0.0564 0.812 No
Conditional Coverage 0.119 0.942 No
Model with true parameters.
Test Statistic p-value Reject Null
Unconditional Coverage  0.0964 0.756 No
Independence 0.283 0.595 No
Conditional Coverage 0.380 0.827 No

Table 4.2: Conditional Coverage Test for 1-step ahead interval forecasts.

From Table 4.2 we see that we cannot reject that the forecasts provide conditional coverage, which
is what we would expect. Note that based on the value of the statistics the estimated model
seems to outperform the true parameters. However, one should be cautious of this conclusion,
since it may be that it is not providing as tight bounds as the model under the true parameters.
Furthermore, in both cases we reject none of the hypotheses.

For the multi step models we report the summary statistics outlined in Section 4.2; we partition
the path into groups modulo the number of steps and perform the conditional coverage test in
each group. In order to interpret the results, we establish some notation.

np = Number of times null hypothesis was not rejected.

n. = Number of times test was computable.

Niotal = Steps - Simulations.
e

Te =
Ntotal

We would like to elaborate why the test is not always computable, hence the need for n. and
r.. Given a simulation of length 5760 we apply the grouping procedure described in Section 4.2.
When we apply the grouping procedure with, say, step-size 100, we are essentially getting 100
groups of roughly 57 observations. In this case it becomes quite likely that for a given simulation
the interval forecasts of one, or more, groups are never breached. Since the forecast is not
breached, the maximum likelihood estimator of unconditional coverage for the group becomes
7 = 1. Now, in the likelihood ratio test the entity log(l — 7) is to be computed. Since 7 = 1
we have log(1 — 7) is undefined, hence we cannot compute it in this case. The same case applies
when 7 = 0 although inspection of the results revealed this to not be a problem. Hence, 7}, is
the ratio of passed tests out of all the computable tests and r. is the ratio between computable
tests and total tests.

In this example we are only considering a single simulation so 7ta is simply the number of
steps, but we establish the notation for later use.
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Estimated Model

Steps Unconditional Coverage Independent Coverage Conditional Coverage
5 np 5 5 5
(re=1) Tp 1 1 1
20 oy 7 8 7
(re=04) 1p 0.875 1 0.875
100 np 10 52 24
(re =0.52) 7 0.192 1 0.462
Model with true parameters.
5 Np 5 5 5
(re=1) 1 1 1 1
20 s 6 8 8
(re=04) 1 0.75 1 1
100 np 13 60 32
(re =0.6) 1 0.217 1 0.533

Table 4.3: Summary of the grouped Conditional Coverage tests.

From Table 4.3 we see that for 5 steps ahead the null-hypothesis cannot be rejected in neither
the estimated model or the model under the true parameters, as indicated by both n, = 5 and r,
being 1. Furthermore, all tests were computable since r. = 1. Now, for 20 and a 100 steps ahead
we see that r. drops quite dramatically, to the extent where it is invalidating the test. Based on
the few tests that were computable for 20 steps ahead, we see that quite often we cannot reject
the null hypothesis. However, in the case of 100 steps ahead, the null is rejected frequently in
both the estimated and the true model.

The indication is that we may rely on the presented methodology for short-term forecasting of the
distribution, which could present a short-term forecasting for the value at risk. Furthermore, by
inspection of Figure 4.8, we see that the prediction intervals are fairly tight around the process.
Of course, there is much room for improvement and we address how one may proceed to augment

the procedure in our discussion later. O

Having presented the methodology we now conduct a large scale study; we cannot rely on this
single instance of the test to show us the behaviour in general. We showcase one simulation
study under the same parameters used in the previous example, i.e. Table 4.1. We simulate
1000 paths, and we obtain the following results for the conditional coverage test. We report the
total number of times we could not reject the null-hypothesis in each of the components of the
conditional coverage test.

For the estimator of o we choose k,, = 256, based on visual inspection of Figure 4.4. Note that
one could implement a procedure to adapt k,. We will later see that the choice of k,, may have
a significant impact on the forecasts. However, in order to limit the scope of the thesis we will
simply use k, = 256.

From Table 4.4 we see that all steps are comparable based on the ratio r,. Note that the closer
rp is to 1, the more we could not reject the null hypothesis in the computable instances. In
all steps 7, remains comparable. However, there is a caveat. We see the the ratio between the
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number of computable test and total number of tests, r¢, drops dramatically. For 1 and 5 steps
ahead we are fairly confident in our result, but at 20 steps ahead only roughly 50% of the tests
were computable which lowers the confidence in the result, even if the result indicates that the
forecasts were good. For 100 steps ahead only roughly 20% of the tests were computable for the
estimated and 12% for the model with true mu and quadratic variation which is invalidating.

Estimated Model

Steps Unconditional Coverage Independent Coverage Conditional Coverage

1 i 966 931 944
(re=1) s 0.966 0.931 0.944

5 Np 4538 4617 4610

(re =0.956) 1y 0.949 0.965 0.964
20 i 10626 10779 10590
(re =0.561) 71y 0.947 0.961 0.944
100 Np 17187 18547 17990

(re =0.201) 7y 0.856 0.924 0.896

Model with true parameters

1 iy 947 950 9474
(re=1) Ps 0.947 0.95 0.947

5 np 4477 4584 4557

(re =0.939) rp 0.954 0.976 0.971
20 np 9501 9566 9460
(re =0.494) rp 0.961 0.967 0.957
100 np 10987 10839 11258

(re =0.122) 7y 0.899 0.886 0.921

Table 4.4: Summary of the Conditional Coverage test.
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Figure 4.9: Kernel density estimates of the unconditional coverage rate. The dashed line
represents the mean of the model with true parameters, the solid line the mean from the estimated
model.

Based purely on value of r, in Table 4.4 we see that the simply heuristic forecasting procedure
produces fairly accurate results. However, the value of r, does not tell us to which extend our
forecasts were accurate. In order to see the difference between the forecasts generated by the
procedure versus the true parameters we calculate the unconditional coverage for each group, i.e.
7 of equation (4.8), by simply dividing the number of times the process was within the forecasted
interval by the total number of forecasts. We then make a density estimate for the estimated
and true model respectively and plot them together.

From Figure 4.9 we see that the distribution of unconditional coverage between the estimated
model and the model with the true parameters are quite comparable. We see that the mean of
the model with true parameters has an average unconditional coverage of almost exactly 95%, as
indicated by the dashed line, where the estimated model is slightly lower in all instances. Recall
that we were trying to produce an 95% centered forecast so these results are quite positive. It is
also worth noting that the estimated model is slightly more leptokurtic for the step-sizes 1 and
5, an hence has more tail density. In the latter instances, 20 and 100 steps, it seems to be shifted
slightly to the left.

We now conduct a similar experiment. However, we now use the following parameters:

Again, we simulate 1000 paths over an equidistant mesh [0, 1] with 5670 observations. In this
scenario the volatility is more persistent as seen from Table 4.5; x has been reduced. Furthermore,
the volatility process ¢ has become more volatile and p has been reduced.
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Parameter & 0 ¢ w p Vo od
Value 0.5 036 025 005 0 20 0.25

Table 4.5: Simulation Parameters for the Second Simulation

From Table 4.6 we see quite a different picture; the short term forecasts are noticeably worse for
the estimated model indicated by 7, for all models being quite low. This indicates, that the short
term forecasts did not provide an accurate cover of the centered 95% interval. Furthermore, the
accuracy of the estimated model seems to increase as we forecast further ahead.

At first glance, this should seem counter intuitive. Clearly, when x is reduced, the variance
process becomes more persistent, and since our forecast of the quadratic variation relies on
extrapolation of the current variance we would expect it to perform better. However, £ is
increased and so the variance of the process is also increased. Now, we have again chosen to
estimate (52)" using k, = 256 points. One possible explanation to the behaviour is, that k,
is too large, and so we are smoothing the variance process excessively in this case. This would
also explain why the long term forecasts are better; if the estimator of o2 is smoothed too
much, we expect, roughly speaking, that (7)" — 6, i.e. we model the long term mean of the
volatility rather than the spot volatility. Hence, on average our long term forecasts become more
reasonable. In a sense, this motivates choosing k,, fairly small for short term forecasting and k,
large for long term forecasting.

Estimated Model

Steps Unconditional Coverage Independent Coverage Conditional Coverage

1 i 341 467 303
(re=1) s 0.341 0.467 0.303

5 np 3631 4044 3460

(re =0.989) 1y 0.734 0.818 0.700
20 Mo 12847 13463 12363

(re =0.743) rp 0.865 0.906 0.832
100 Np 23314 27692 25074

(re =0.302) 71y 0.771 0.916 0.829

Model with true parameters

1 s 911 948 926

(re =0.997) rp 0.914 0.951 0.929
5 np 4028 4160 4073

(re =0.854) rp 0.944 0.975 0.954
20 Np 7938 8068 7991

(re =0.423) rp 0.939 0.955 0.946
100 np 9352 9924 9750

(re =0.109) rp 0.858 0.910 0.894

Table 4.6: Summary of the Conditional Coverage test.
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Figure 4.10: Kernel density estimates of the unconditional coverage rate. The dashed line
represents the mean of the model with true parameters, the solid line the mean from the estimated
model.

Another thing to notice from Table 4.6 is that even in the case of 1 step ahead there were
tests that failed which implies that the forecast was not breached in at any time during these
simulations. However, the procedure is subject to some numerical issues which we later address,
and so it is not unlikely that these three paths were subject to numerical issues. While it only
happens in 3 simulated paths we would have liked to investigate why it happens given additional

time.

Again, as r. decays towards 0 as the step-size increases the test is invalidated at large steps
ahead. Therefore, in order to investigate the unconditional coverage we again plot the density
estimates.

Figure 4.10 shows us that the unconditional coverage was overall too low for the estimated model.
However, from the plot we can see that the forecasts were not completely unreasonable, although
they did not pass the conditional coverage test. We see that the average unconditional coverage
is roughly 94% for the estimated model in most scenarios. We also see that there is quite a
large difference between the estimated densities of the estimated model and model under the
true parameters, especially for the 1 step ahead forecasts.
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DISCUSSION AND CONCLUSION

5.1 Discussion of the Results

We show that it is indeed possible to estimate the conditional copula of a continuous local
martingale, under the additional assumption that its quadratic variation is independent of the
Brownian motion it time-changes. Furthermore, we show a limit theorem, allowing us to quantify
to which degree of certainty the result can be trusted although it is in a very restricted setting.

The consistency theorem states that as long as the quadratic variation is independent of the
Brownian motion it time changes, then the consistency is uniform over the pairs (s,t) in the
space {(s,t) | 0 < s <t <T}. Our numerical investigation revealed that it may be possible to
enhance the result to uniform consistency over (s, t,u,v) € {(s,t) |0 < s <t < T} x [0,1]2.

In regards to the limit theorem we proceed with slightly more scepticism. We would expect the
result to remain valid. In our case we made some restriction in regard to the boundedness of the
process 0. Jacod and Protter show a so-called localisation procedure which may help us alleviate
this restriction to, say, a requirement that o is cadlag. The strategy of the current proof cannot
be extended to stochastic volatility as the result from Dudley, [9], may not be extended. The
numerical analysis and prior arguments reveal that when (s,¢,u,v) are chosen suitably we may
obtain a standard Gaussian limit. However, due to complications on the boundary of the set

(s, 1) |0 < s <t <T} x9[0,1)%

the applications of the limit theorem may be very limited. Perhaps, the most important result in
this direction is that the rate of convergence seems to be preserved, which seems to be the case
even on the stronger uniformity over (s,¢,u,v), but one should be sceptical of even this result
if the limit here is non-Gaussian, or at least not determinable, since there may very-well be a
non-trivial transformation depending on n which yields the correct limit. It also immediately
implies we may not expect a “functional” limit theorem for the copula in the same sense that our
consistency theorem was essentially functional convergence.

From a practical perspective we find it unlikely to cause issues, and in this case the boundary is
also uninteresting. In a sense, it is only natural that the boundary induces pathological behaviour
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since it, typically, reduces the problem to a univariate distribution.

It is clear that the estimation relies on being able to consistently estimate the quadratic variation.
We have for now omitted jumps. However, quadratic variation can be estimated even when jumps
are present, see e.g. [13]. Furthermore, the quadratic variation can be “disentangled”; as jumps
are present they will contribute to the quadratic variation, but there are estimators which allow
us to estimate only the continuous part, in this case we may be able to estimate the conditional
copula for the continuous part of the model, see e.g. [3]. In general, a semimartingale admits
the decomposition

X, =Xo+ A+ XS+ M, t>0,

where Ay = X§ = My = 0, A is a process of locally bounded variation, X¢ is a continuous
local martingale and M is a “purely discontinuous” martingale, see [13], which roughly relates
to all movements of M being jumps. In this case, one may still estimate the copula of X{ under
suitable restrictions.

For the result obtained there are some clear caveats. Noticeably, there are some quite restrictive
assumptions which must be made. Classical models, such as the Heston model, have already
alleviated themselves from being independent of the “driving” Brownian motion, such that they

may model the leverage effect, which the framework we show here is not capable of.

In regards to our simulation study we find that the heuristic forecasting procedure works quite
well. There are caveats to the procedure, some which may have an immediate solution and others

which require slightly more care.

The procedure is subject to some numerical instability, as a lot of numerical integral and
inversions are required to implement the procedure. Perhaps one may increase the stability
by implementing certain asymptotic properties on the boundary directly.

We argue that the procedure could serve as a benchmark for a lot of forecasting procedures. Now,
in our specific case we could have bypassed the copula completely. Hence making it redundant.
The use of the copula may be more applicable in a so-called marginal matching procedure which
we discuss in the upcoming section.

Through our simulation study we find, that the forecasting procedure works somewhat when
tested on the Heston model. One test was overly positive, while the other one showed that the
forecasts may not be as accurate. We would like to remark that given additional time, it would
be interesting to forecast more than just the 95% centered forecast in an attempt to evaluate it
over various forecasting ranges.

5.2 Future Research

While the applicability of the result at this stage is questionable there are some questions which
arose while working on the results presented here.

We first address the marginal matching procedure. Suppose we are given data from some process
X. Under assumptions that X is a semimartingale we may estimate [X]. Note that X by
definition decomposes to X; = Xy + A; + M;. If we furthermore assume it is continuous and M
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is represented by a time-changed Brownian motion independent of the quadratic variation, then
we can consistently estimate the copula. Now, at time ¢ we may then estimate
- X, —Xo— A
U, = @ ¢ 0 Ll
(X1,

where A is an estimator of the process of locally bounded variation. Then, when we make
our forecast, say, U for some h = kA,,, nothing dictates that we invert using the Gaussian
distribution. Hence, we may match the marginals to fit the data in a more flexible way.

In order elaborate, consider the following situation: We are tasked with providing a 95% centered
interval forecast. We find that our upper bounds match empirically, that is we obtain a coverage
rate for the upper bound which is approximately 97.5% and based on some testing procedure
we cannot reject the upper bound. However, the lower bound seems to be slightly off; we find
more than 2.5% are below the lower bound, say 5%. That is, our lower tail has more density
than the model suggest. We could then choose marginal distributions which allow for this type
of behaviour.

Another situation is in the framework of our forecasting procedure, we saw that our p estimator
made the “percentile process” constant. We could start by assuming pu = 0, provide forecasts and
based on evaluation over several quantiles attempt to shift u such that all the quantiles match
based on a routine similar to, e.g., bisection. It is unclear whether the outcome would be the
same, but certainly interesting.

The marginal matching procedure may be compared to calibration of market models using option
prices, but here we calibrate to certain quantile we wish to match.

We would also like to paint a more grand picture of what we are trying to accomplish. Our initial
motivation for this thesis was in part to see if stochastic processes could be considered in a more
graphical manner by using copulas. We elaborate with an example: suppose for simplicity that
M is a continuous local martingale with deterministic quadratic variation. Then, the dependence
of (M, M;) can decomposed to the graph in Figure 5.1, where H,; is the joint distribution of
(M, My), Fs is the marginal at time s, Fy the marginal at time ¢ and C’% the copula between
(Msa Mt)-

Figure 5.1: Dependence Graph of a Martingale

Our hope is to continue research in this direction and to extend the graph to accommodate
more information such as volatility, jumps, and drift. In essence, we have so far established
the estimation of the edge between (Us, U;), perhaps only partially if one considers stochastic
volatility.
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The applications would be that stochastic processes may be more representable in terms of
functions; from a mathematical point of view one could argue that stochastic processes are to be
considered as the measure they induce and that there is little to no use of other representations
because they will only ever be restrictions of the more general case. From a practical point of
view it is hard, if not impossible, to implement such measures. Functions over Euclidean domains
may on the other hand be implemented through different numerical procedures.

Our hope was that via copulas the laws of certain quantities could be assumed or predetermined
to allow for a more functional representation of stochastic processes with the addition of the
flexibility which is associated with copulas. Time will tell whether this research will be fruitful
and we would like to remark that after the work performed in this thesis we are perhaps more
sceptical of positive results than prior to writing the thesis. However, the work in this thesis
is an attempt at making the, relatively, new copula method compatible with the classical and
rigorous theory. Perhaps a better approach is to start anew and see if one can eventually tie the
ends together.

Of course, additional work may be conducted on the current model in an attempt to recover a
more general limit theorem. However, in light of our findings we find it unlikely to be of much
practical use.

In the thesis we also worked the Heston model. In particular, the Heston model is able to capture
so-called volatility clustering and the leverage effect. The volatility clustering can be described by
the mean reversion; if the volatility is high it will decay to its long run mean, which is controlled
by the parameter k. Similarly, if p < 0, then it also models the leverage effect, since higher
volatility is then correlated with lower returns or price of the asset. In our very restricted setting
we were not able to model the leverage effect, since independence with the driving Brownian
motion is crucial and so p = 0 is the only theoretically valid parameter for the copula model.

However, p < 0 still implicitly assumes this dependence is linear, which is quite restrictive. Now,
the problem can be solved using copulas. For instance, rather than two correlated Brownian
motions we can construct two copula dependent Brownian motions.

Let ((U;,Vi))%; ~ C be independent samples for some copula and take X; = ®~1(U;) and
Y; = ®1(V;). Now, marginally X and Y are unconditionally Gaussian, but they are not jointly
Gaussian unless C' is a Gaussian copula. By Donsker’s Theorem, see Theorem A.5, we have the

processes
| I
ts — Y X; = WX (5.1)
| .
t — Y, = W, 5.2

where the convergence is so-called weak convergence of probability measures and W* and WY
are Brownian motions on ([0, 1];R). Hence, marginally the process is a Brownian motion, but
unless C' is the Gaussian copula, then (WX, WY) is not a bi-variate Brownian motion. This
may allow for more flexible modelling of the leverage effect, and one can indeed define a natural
extension of the Heston model using the copula dependent Brownian motions in (5.1) and (5.2).

Note that since the marginal processes are Brownian motions, then nothing restricts us from
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integrating with respect to either, hence copula dependent systems of stochastic differential
equations are well defined.

The aforementioned procedures could contrast the current trends of inducing additional
stochasticity to our models. For instance, in practice one might observe that two assets at times
appear to be positively correlated, at other negatively correlated, and other times completely
independent. From a theoretical point of view, it may be very natural to then consider the
correlation, p, between two assets to be driven by some stochastic process, such that the
dependence between two assets is random, and while it seems very intuitive to do so, with
the current state of parameter estimation of such models become increasingly unreliable. One
can draw parallels to a system of linear equations, where the system is only solvable if the system
is not singular. In a sense, if we only observe, say, 2 processes, but we are trying to filter a total
of 5 processes, then it is quite natural that the procedures are less robust. Much like solving a
system of equations there might not be a single solution or any satisfactory solution at all. Here
we see copula models possibly providing natural intermediate; rather than depending on linear
correlation, we may augment our copula or marginals to accommodate such behaviour.

We would like to remark that the theoretical justifications for applying the aforementioned
procedures are scarce. Perhaps the best justification of applying the aforementioned procedures
is to claim that it may yield interpretable results and acknowledging that one is, to some extent,
abandoning a rigorous statistical framework in favor of a somewhat heuristic framework.

We argue that this should be done with caution. Very flexible models can be derived from
copulas, in particular any type of behaviour should be able to be modeled. However, the copula
should be chosen with some clear goal in mind, and it is up to the individual to incorporate them
responsibly. For instance, one could imagine that one re-calibrates a model every m’th period
testing every available combination within reason of typical copulas and marginals to see which
fit is better based on some criteria, and without regard for what is being modeled this can lead
to heavy misuse.

5.3 Conclusion

We show that one may consistently estimate the copula of a time-changed Brownian motion using
realised variance under suitable restrictions. We find that the estimator is uniformly consistent
over the temporal domain and argue that the uniform consistency can be extended to the spatial
domain as well.

We show a limit theorem in a very restricted case and via numerical analysis we argue that the
result may be extended even to stochastic volatility. However, the strategy applied in the proof
provided here will likely be of little use.

We argue that the rate of convergence of our estimator is likely to be proportional to y/n. We
claim this rate of convergence based partially on our limit theorem and partially on our numerical
example. Further testing must be conducted in order to verify whether or not this result is indeed
valid.

We propose a forecasting procedure using the derived copula. While the current state of the
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procedure does not require the use of copulas we propose a way to augment to procedure to
provide a more flexible modelling approach. We remark that one should be cautious in doing so
and that applying such procedure may require one to abandon a rigorous statistical framework.

The forecasts provides reasonable coverage based on the conditional coverage test from
Christoffersen, [8]. Enough so that we feel it warrants further research into developing the
procedure.

We conclude that copulas can be made compatible with temporal modelling, but at this stage
there is no clear advantage in doing so. Further research may uncover results which provide a clear
benefit in applying copulas, but at the current state we are not convinced that any theoretically
valid reason exists. However, we are optimistic and hope that the results provided here may
yield new insights into how to proceed in using copulas for temporal and spatial modelling and
we will conduct further research into this topic.
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APPENDIX A

APPENDIX

A.1 Metric Spaces and Topology

This section is based on [16] and [15].

A fundamental part of mathematical analysis is the study of limits. Suppose we have a non-
empty set S and a sequence (sp)neny € S and we are interested in whether or not the sequence
approaches a limit s as n goes to infinity and equally important does the limit belong to S or
does the limit belong to some other set ¥ for which S C X.

Typically in doing so, we will require a metric. Metrics are notions of distance that must fulfil
certain axioms, which we will define later. The goal of this section is to define the properties
that make up a Polish space.

We are often interested in maps that preserve analytical structures as they typically enlighten
the underlying space. Continuous functions are maps that preserve open sets. However, before
we can transform open sets we will need to define what it means to be an open set.

Definition A.1 (Topology)
Let X be a set and 7 a family of subsets of X satisfying

1 X, 0er.
2 A, B € 7 implies AUB € 7.
3 {4}, c 7 implies N)_, A, € 7 for any N € N.

Then 7 is a topology, and we say the pair (X, 7) is a topological space. Furthermore, the

elements of the topology are called open with respect to the topology 7.

A topology is a collection of subsets of the original space which allows us to specify what we mean
by openness. We require some consistency axioms namely closure under intersections, countable

and finite unions, and inclusion of the original space and the empty set.
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Figure A.1: Visualisation of a Dense Set. For every O € 7 such that O # () we must be able to
find at least one a € AN O.

Definition A.2 (Dense and Separable)
Let (X, 7) be a topological space and let A C X. We say that A is dense in X if

ANO #£0, YO er\{0}.

Furthermore, (X, 7) is separable if there exists A C X where A is countable and dense.

When a set A is dense in in (X, 7) it satisfies that for every O in our topology we can find an
a that both belongs to A and O. We visualise a single instance of the inclusion a € O N A in
Figure A.1. When A is countable and dense then we must be able to enumerate every point in
A and have it be dense in X. Intuitively we may think of A as a “mesh” that covers X with
respect to the topology.

A simple example of a separable space is R; we have Q is dense in R and Q is countable. In this
simple example, we know that we can approrimate elements of R with elements of Q, and the
definition of separability can be interpreted as being able to approximate a topological space in

a countable way.

Now, a topology is in some sense the minimal analytic structure a space can have; it allows us to
define continuity. However, oftentimes we have space endowed with a slightly stronger analytic
structure. Note that in Definition A.2 we have no way to determine whether or not the element
of O € 7 and a € A are close, merely that they belong to the same open set. Now, a metric will

allow us to determine the distance.

Definition A.3 (Metric Space)
Let X be a non-empty set. A function d : X x X — [0, 00) is said to be a metric, if for all
x,y,z € X it satisfies

1 d(z,y) =0 if, and only if, z = y.
2 d(z,z) < d(z,y) + d(y, 2).

3 d(z,y) = d(y, ).

Let € > 0. The open ball with radius ¢ is defined as
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Figure A.2: Visualisation of Open Sets Induced by a Metric

B.(x)={y e X |d(y,x) <e}, ze€X. (A.1)
Similarly, we may define the closed ball with radius € as
B.(z)={ye X |d(y,x) <e}, zelX. (A.2)

Every metric space is a topological space. We will not prove this fact as it is well known; open
balls in a metric space provide a basis for the topology. We visualise this in Figure A.2.

Definition A.4 (Cauchy Sequence)
Let (X, d) be a metric space and let (x,),cn be a sequence. (z,,)nen is said to be a Cauchy,
or fundamental, sequence if for every € > 0 there exists an N € N such that

m,n >N = d(xn,Tn) <e.

The metric space (X, d) is said to be complete if every Cauchy sequence converges in X.

Remark: Cauchy sequences are a fundamental part of mathematical analysis. In general, one
may think of Cauchy sequences as sequences that always have a “limit” but that the limit does not
necessarily belong to the original metric space (X, d). Indeed, if one encounters an incomplete
metric space then it may be completed by constructing equivalence classes of Cauchy sequences
in (X,d) and then identifying (X, d) in the resulting space using constant sequences which are
certainly Cauchy. This approach can be used to construct R from Q or the LP(Q2) spaces from
the space of continuous functions C(2).

Topological and metric spaces serve as a basis for continuous functions. We now present a
well-known proposition as it will play a detrimental role in the majority of theorems.

Proposition A.1. Let (E,dg) and (E',dg) be metric spaces and f : E — E' a continuous
function. Let (zy)nen be a convergent sequence in E with limit x. Then

lim f(z,) = f(x).

n—o0

Proof. We have to prove, that for any € > 0 there exists an N € N such that
n>N = d(f(z), f(zn))p <e.
By the continuity of f we know that

Ve >030>0:d(x,y)p <6 = d(f(x), f(y)p <e. (A.3)
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Since (zp)nen is convergent, we know that
Vo >03IN eN:n>N = d(z,z,)p < 0. (A.4)

Using (A.3) we get that for € > 0 there exists a 6 = d(¢) > 0, for the same J we deduce by (A.4)
that there exists N € N such that n > N = d(z,z,)rg <. It now follows that

n>N = d(z,z,)p <0 = d(f(x), f(zn))p <e.
]

Remark: Proposition A.1 justifies that when f is continuous we may push the limit inside the
function, when we know (z,,),en is convergent.

Definition A.5 (Completely Metrizable Space)

Let (X, 7) be a topological space. (X, 7) is said to be completely metrizable if there exists
at least one complete metric d, such that (X, d) is a complete metric space, where d induces
7,

A metric space is typically easier to work with than a topological space, since we may characterize
the elements in the topology using the metric. Hence, a completely metrizable space is a
sufficiently “nice” topological space, in the sense that we may find at least one complete metric
which induces (X, 7).

A.2 The Space of Continuous Functions Over the Postive Reals

In order to construct a metric on C([0, 00); R) from the supremum metric we will have to bound
our metric in a convenient way. Therefore, we will need the following definition.

Definition A.6 (Equivalent Metrics)
Let X be a non-empty space and d, p be metrics on X. Then the spaces (X, d) and (X, p)

are topologically equivalent if, and only if, they generate the same topology. We write
(X, d) = (X, p).

Intuitively given a metric d we can induce a topology. However, suppose we only have balls of
radius less than 1. Intuitively, we could build balls with radius » > 1 by joining balls of radius
less than one. We justify this claim below.

Lemma A.1. Let (X,d) be a metric space. Define
Cl/\(l',y):l/\d(l',y), :c,yEX.

Then (X,dn) = (X, d).

Remark: Recall that for real numbers z and y we have x A y = min{z, y}.

Proof. We argue that it is trivial to see that d, is indeed a metric if d is a metric.
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We must show that an open set in (X,d) is open in (X,dA). Let O be open in (X,d). By
definition we know that

Vz e O3r > 0: B.(xz) CO.

Now, clearly for » > 1 we have that B, (z) C B,(x) for all 7’ € (0,r]. It follows that O is open
in (X,dy). Conversely, let O be open in (X, d). Note that in (X, ds) we may characterise open
balls by

Ve € OJr € (0,1): B.(z) C O,

but clearly for » € (0,1) we have that the metrics agree, so for the same r we have that O is
open in (X, d). Hence, (X,d) = (X, da). [

We now have that C'([0,T];R) may be either endowed with the metrics doo(x,y) or 1 Adoo(z,y).
The reason why we want 1Ad (z,y) is that it’s bounded by 1, hence we can appropriately weight
compact intervals to define a metric on C([0,00); R). That is, we take an increasing sequence of

compact sets that eventually cover the entire domain and appropriately weigh them.

Lemma A.2. Let (E,dg) be a Polish space, then C([0,00); E) admits a metric defined by

doo(fr9) = 2171 <1 A sup d(f(t), g(t))E> :

o te[0,n]

Proof. First, note that de(f,g) > 0 for all f,g € C([0,00); E). Next, we have that

doo(fag):() — f=g

Clearly, the implication that f = ¢ = d(f,g9) = 0 is trivial. We wish to show that
doo(f,g9) = 0 implies f = g. Note that if doo(f,g9) = 0, then each term is the sum must be
identically 0, and it follows that f = g.

Now, clearly deo(f, 9) = doo(g, f) by extension of 1 Asupycpo ny de(f(t),g(t)). It remains to show
the triangle inequality. Consider

OO

doo(f,9) = <1A sup dp(f(t), g(ﬂ))

te[0,N]

<<1A sup da(F(t) h(t))) ; (m sup dE<h<t>,g<t>>))
t€[0,N] te[0,N]

1A sup dp(f )—FZ (1/\ sup dE(h(t),g(t))>

t€[0,N]

02| =

™
1

IA
WE
b2] —

S
Il
—

I
WE
|-

1 t€[0,N]

so(f,h) +

Where the inequality follows from the fact that 1 A sup;cjo nyd(f (1), g(t))E is a metric and we

3
Il

use the associated triangle inequality. ]

Remark: We will use dy, for both the finite version and the infinite version stated above and it
should be clear from context if we refer to (C([0,T];R),dw) or (C([0,00); R), dso).

We denote the topology induced by do in Lemma A.2 as the topology of local uniform convergence.
Now we have the following extension of Theorem 2.4.
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Theorem A.l. Let E be a Polish space. Then (C([0,00), E),dx) is a Polish metric space.

We will not prove Theorem A.1. However, the essence is that we can use the local compactness
of [0, 00) to recover Theorem 2.4 for each [0, N], N € N. Note that in a very similar fashion we
can endow D([0, 00); R) with the topology of local uniform convergence.

Now, relatively analogous to the case C([0,00),R) we have the following extension for the
Skorokhod topology.

Theorem A.2. The space D([0,00);R) can be endowed with a the metric

o0

1 o n
Zf (LAd, (" 9")
n=1
where
d>(f,g) = inf A°Vdso(f, M}
n(f9) Aeiﬁo,np{" | (figo )}
and

fr@) = F)Ljon-1)(t) + f(E)(n = ) Ljp—10) (D).
Furthermore, the space (D(]0,00),R),d°) is a Polish metric space.
Remark: Similar to d, we will use d° for both the Skorokhod metric in on finite and infinite
time domains.

We refer the reader to [4] for a full proof.

A.3 Measurability of Canonical Projections

This section is based on [4] and [27].

While the entire law of our process is certainly of interest it is more often convenient to consider
the process in some specified times. Very often in probability we are not so fortunate that we
can observe the entire path, but rather only observe the path at some specified times. In order

to preserve measurability we will need the so-called canonical projections.

Definition A.7 (Finite Sequences and Canonical Projections)
Let T be of the form [0,7] with T' < oo or [0, 00). We define the set

T(T) ={t )Yy CT|NeNt; <tip1,i €{1,2,...,N —1}} (A.5)

as the set of finite sequences. We define the natural, or canonical, projection onto

T = (tl,tg,...,t|7_|) S y(T) as
7 : D([0,00); R) — R,
z = (z(t1), z(t2), - - -, T(}r)))-

where |7] is the cardinality, or length, of 7.
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Function
Cédlag

-~ Continuous

t1 to t3

Figure A.3: Function surfaces in D([0, 00); R) passing through [a;, b;] at time ¢;, where i € {1,2, 3}

Remark: The special case m, where 7 =t for some t € T is called the evaluation mapping.

We wish to describe the law of X evaluated at times (t1,t2,...,t,) = 7 € F(]0,00)).
Furthermore, as time progresses some values of the path will be realised which may alter the
distribution for the remainder of the path. We will need to introduce some formal tools for

describing this behaviour.

Definition A.8 (Finite Dimensional Distributions)
Let (92, F,P) be a probability space. Let T be of the form [0, 7] with 7" < oo or [0, 00) and
X : Q — D(T;R) be a stochastic process. We define the finite distributions of X as

L(X)(B)=PoX ton}(B)=P(.X € B), 7e.7(T),BeBR™,

T

where |7| is the cardinality, or length, of the sequence 7.

Let us interpret the push-forward measure in Definition A.8. For simplicity we consider
T = (t1,t2,t3) and B = [al,bl] X [ag,bg] X [a3,b3] with a; < b; for all 7 € {1,2,3}. Now,

we may think of 7-1(B) = T (1 ot
in D([0, 00); R) passes through [a1,b1] at time ¢; and through [ag, b2] at time £ and finally [as, b3]
at time t3. We visualise in Figure A.3, where we see both a continuous and cadlag function.

)([al, b1] X [az,ba] X [as, b3]) as asking which function surfaces

—1(B) is a Borel set in B(D([0,0);R)) induced by either the topology
of local uniform convergence or the Skorokhod topology we then use the push-forward measure
Po X! to ask what is the probability of “sampling” a cadlag process that passes through [a;, b;]

Given the preimage 7w~

at time t;.

We have yet to justify that 7. is measurable. This is important because otherwise P(7,X € B)
is not necessarily well defined. We will now justify their measurability.
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Proposition A.2. Let T be of the form [0,T] for T < oo or [0,00) and let 7 € (T ). Then m,
is continuous in topology of uniform convergence.

Proof. We must show that whenever for all € > 0 and every x € D(][0, T]; R) exists a § > 0 such
that

doo(z,y) < 6 = ||mrx — mry|| <e. (A.6)
Where || - || is the norm on RI7l. Note that 7,2 € RI7l. To this end, note that

G > o) = sup [of0) =y(0)] > o)) ~y(0)], Vs € 0.7 (A7)

And note that |7, f — mrg|| can be written as

7 7
D () = g(t:))? < 4| D _(6)?
=1 i=1
al 2
15
- ; [+ 1
G
= ’T‘ T 16 < E.

This justifies that 7 is measurable on the topology of uniform convergence. For the Skorokhod
topology 7, is continuous only if 7 are points at which the function 2z € D([0, T]; R) is continuous,
as shown in Proposition A.2. However, we can use the result above to recover measurability in
the Skorokhod topology using a result shown in [27].

Theorem A.3. Let [ : D([0,T];R) — R be a continuous linear functional on the topology of
uniform convergence, then it is measurable with respect to the Borel o-algebra generated by the
Skorokhod topology.

Then, for each ¢t € [0,7] we have m; is continuous and hence measurable by Proposition A.2.
Clearly, m; is linear, so m; is measurable with respect to the Skorokhod topology. It follows that
7, is measurable, as it may be decomposed as 7, for each ¢; € 7 with 7 € .7 ([0, T7).

For certain points we may recover continuity even in the Skorokhod topology.

Proposition A.3. Consider the space D([0,T];R) where T < oco. The projections my and 7p
are continuous, and for to € (0,T). Then m, is continuous in the Skorokhod topology only on
the set

€ (t) ={z € D([0,T];R) | z is continuous at to}.
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Proof. We first use the characterisation of continuity in the Skorokhod topology and show it
for the metric

d = inf  {deo(\ 1)V deo(z,y o N}
s(z,y) Aez\lﬁo,T]){ (A, 1d) (z,y0 )}

We must show that for every x € €'(t) and € > 0 exists a § > 0 such that
ds(z,y) <6 = |mx —my|<e
Let € > 0 be given. First, note that
ds(z,y) = max(|z(0) = y(0)], [x(1) —y(1)]) = max(|moz — moyl, [rr2 — 71Yl),

since A(0) = 0 and AN(T') = T, VA € A([0,T7]). It follows that my and 7 are continuous in the
Skorokhod topology by choosing § = ¢.

Now, fix ty € (0,7"). We will show that 7, continuous at z if, and only if, x € €(to). First, note
that = € €'(to) implies that

360 > 0 |t — to] < o = |z(t) — x(to)| < g
It follows that if 09 > doo (A, Id) we have

I\(to) — to] < o = |z(A(t0)) — 2(to)| < g
Now,

7ty — Tio | = [y(to) — x(to)| = [y(to) — z(A(to)) + z(Alto)) — z(to)]
< [y(to) — x(Ato))| + [z(A(t0)) — z(to)- (A.8)

Now, let 0 = min(dg,e/2), x € €(t), y € D([0,T]; R), and A € A([0,T]) such that
§ > (doo (M Id) Vdoo(y, 20 X)) > ds(y, ). (A.9)
Then, clearly
§ > doo(NId) > [A(t) —t], VteT.
and hence also specifically in ¢t = ¢ty which implies
0> deo(NId) = § > |A(to) — to] = |x(A(to)) — x(to)| < g
Furthermore,
6> daolys 0 N) = [y(t) — 2(AD)], WEET,
which also holds at s = t. Hence,

ly(to) — z(A(t))| < <

| ™

By (A.8) we now have

|7y — mea| < |y(to) — z(A(to))| + |2(A(to)) — 2(to)] <e.

Taking the infimum of A € A([0,T7]) will by (A.9) yield the same. Hence x € € (ty) implies 7y,
continuous at x.
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We must now show that if = € €'(to) yields 7, not continuous. By Proposition A.1 it suffices to
show that if x,, — x in the Skorokhod topology, but m,x, # m,2 then m, is not continuous at
x. To this end define

Clearly, x,, — « in the Skorokhod topology, by similar arguments as in Example 2.5. Since x is
cadlag and discontinuous at tg we have z(tg—) = limyy, 2(t) # 2(t). It now follows that

. . . 1 .
nh_g)lo Tt Ty, = nh_}ngo Tn(ty) = nh_)n;ox <t0 - 2n) = 11%13 x(t) # x(tg) = mx.

A small corollary follows.

Corollary A.1. Consider the space D([0,T];R) where T < oo. Let 7 € 7((0,T)), then 7, is
continuous only on the set

¢(r) =4

ter

Remark: Beware that we are taking 7 € 7 ((0,7)) rather than .7 ([0, T]) but the definition is
analogous. That is,

T(0,T) = {(to))_; € (0,T) | N € N,t; < tiy1,i € {1,2,...,N —1}}.
A.4 Martingales and Stopping Times

This section is based on [28].

In this section we present some definition and results for Martingales.

Definition A.9 (Martingale)
Let (Q, F, (]:t)te[o o0) ,]P) be a filtered probability space. A stochastic process X is said to
be a martingale if E [|X;|] < oo and

E[X; | Fs) = Xs

Remark: Martingales rely heavily on the probability measure and filtration; a martingale on
a space (Q,]: ) (‘Ft)[O,oo) ,IP’) may not be a martingale if we endow 2 with a different o-algebra,
filtration, and probability measure.

Definition A.10 (Stopping Time)
Let (Q,]—', (]:t)te[o,oo) ,]P’) be a filtered probability space. 7 : Q — [0,00) is said to be a
stopping time if

r<ty ¥ (wrw) <ty e F.
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The term stopping-time can be slightly misleading. In themselves they are not stopping anything.

However, if X is a process then

XT/\t = Xmin{T,t} .

is a process, which is constant - hence stopped - after time 7. Some interesting problems can be
turned into a stopping-time problem.

Lemma A.3. Let X be real valued adapted cddldg stochastic process and K be a closed subset
of R. Then the random variable

T(w)=inf{t >0 | X(w) € K or X;_(w) € K}
18 a stopping time.

Proof. We must show
{T < t} e F

We first define

1
A, = {x‘ inf |z — k| < }
keK n
A, is an open set with K C A,. The set [0,¢) is uncountable, but consider Q N [0,¢) which is
clearly dense and countable. Hence,

U {w|Xi(w) € An}
s€QN0,t)

clearly belongs to F; since X is measurable and adapted and A, is open for each n. By extension

ﬂ U {w]| Xs(w) € An}

neN seQNI0,t)

is a countable intersection and belongs to F;. Clearly,
{w| Xy e Kor X;_ € K}
is measurable, and so it follows that
wXxeKoX, ekKlul () | {wlXiw) ed}|eF.
neN seQN|0,t)
But we have
w|Tw) <t} ={w|XeKo X, cKIU[ () U {w]Xiw) e}

neN seQN[0,t)
|

The stopping time 7" in Lemma A.3 is called the first hitting time of the set K. The result can
be extended into hitting any Borel set, but we will not cover this result.

From a financial perspective the first hitting time is naturally of interest; suppose we wish to
hold portfolio of assets until the portfolio has reached some return. Naturally, there is a 1-to-1
correspondence between the return and the value of the portfolio, i.e. we obtain the desired
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return 7* when the value of our portfolio reaches S* and so the hitting time of the set [S*, 00) is
of interest. Deriving the law of T' is of particular interest as it yields knowledge of the uncertainty
as well.

Now, similarly to how we may be interested in the history of a stochastic process prior to a time
t, we may similarly be interested in the history of a stochastic process up until time 7', where T’
is a stopping time.

Definition A.11 (Stopping Time Sigma Algebra)
Let (Q,]—" , (]:t)[o,oo) ,IP’) be a filtered probability space and let T be a stopping time. We
define the o-algebra Fr as

Fr={BeF|Bn{T <t} e F,te|0,0)}

We have the following Lemma

Lemma A.4. let (Q,f, (F4)[0,00) ,]P’) and T : Q@ — [0,00) be a stopping time. Then Fr is the
coarsest, or smallest, o-algebra containing all cddldg processes which are measurable at time T
Proof. Let G = oc({w | Xr(,)(w) € B, B € B(R), X cadlag and adapted }). Let F' € Fr. Note
that 1r1[7)(t) is a cadlag process with X7 = 1. Hence, F' € G and it follows that Fr C G.

Now, let X be an adapted cadlag process. Consider X : Q x [0,00) — R; it must be measurable
since it is adapted. Now, fix ¢ € [0,00) and define

v:{w|T(w) <t} —[0,00) x Q,
w (T(w),w).

Note that both X and ¢ are measurable measurable, so the mapping X o ¢ is a measurable
mapping from {w | T'(w) < t}, Fr N{w | T(w) < t}) to B(R), i.e.

{w| X(T(w),w) € B,BeBR)}N{w | T(w) <t} € F,
but this implies X1 € Fr from which it follows that G C Fp. [ |

Now, the goal of the previous Lemma, to construct a filtration induced by stopping times. The
proceeding Corollary is therefore central to justifying

Corollary A.2. Let S and T be stopping times and let
S<T, a.s.
Then

Fs C Fr.

Now, the following definition is a technical one.
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Definition A.12 (Closure of a Martingale)
Let X be a martingale on a filtered probability space (Q, I (]:t)[o,oo) ,IP’). X is said to be
closed by a random variable Y if E[|Y]] < oo and

Xt:E[Y|ft]7 Vt€[0700).

We can now present the so-called Optional Sampling Theorem.

Theorem A.4 (Optional Sampling Theorem). Let X be a right continuous martingale with,
which is closed by a random variable Y. Let S and T be stopping times such that S < T a.s.,
then Xg and Xt are integrable and

Xs=E[Xr|Fs], as.

while at the surface the Theorem seems obvious; once S and T are realised by some w then
they correspond to some s,t € [0,00) with s < ¢, and for this s and ¢ the martingale property
hold. However, the theorem is incredibly valuable when we have to prove certain properties of
martingales, as we will later see.

Definition A.13 (Local Martingale)
Let (Q, F, (Ft) oo ,P) be a probability space and let X : 2 — ([0, 00);R) be a stochastic
process. If there exists a sequence of stopping times (7,,)nen such that

P(r, <Tp+1)=1, neN

P(lim 7, = o0) =1,

n—oo
such that the process
Xt/\'rn

is a martingale for every n, then X is said to be a local martingale.

Clearly, every martingale is a local martingale, but the converse is not true.

A.5 Weak Convergence and Donsker’s Theorem

This subsection is based on [4].

In this subsection we present the notion of weak convergence of probability measures and
Donsker’s theorem, included only for self-refrencing.

Definition A.14 (Weak Convergence of Probability Measures)
Let (E,dg) be a Polish metric space with Borel o-algebra B(E). A sequence of probability
measures (P, )nen is said to converge weakly to a probability measure P if

n—00

lim fdP, = / fdP, Vf continuous, real valued and bounded.
E E
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Similarly to stable convergence in law, it may be ideal to think of the limit as a random variable
on an appropriate probability space and P, as the law of a sequence of random variables, i.e.
P,, = Lz, for some sequence of random variables Z,, with limit Z such that £z = P. We then
write

L = 7,

to mean that Z, converges weakly to Z. This motivates the so-called Functional Central Limit
Theorem also known as Donsker’s Theorem.

Theorem A.5 (Donsker’s Theorem). Let (Q, F,IP) be a probability space, and let (§m,)men be a
sequence of independent random variables with mean 0 and variance o2. Then, define S by the
mapping

[nt]

t— Z&Za
i=1
then
1
—S5 =W,
o\/n

on (D([0, 1;R), B(D([0, 1]; R))).

For a proof see [[4], p. 146 Theorem 14.1]
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