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A TEST FOR THE RANK OF THE VOLATILITY PROCESS:
THE RANDOM PERTURBATION APPROACH

BY JEAN JACOD AND MARK PODOLSKIJ
Institut de Mathématiques de Jussieu and Heidelberg University

In this paper, we present a test for the maximal rank of the matrix-valued
volatility process in the continuous [td semimartingale framework. Our idea is
based upon a random perturbation of the original high frequency observations
of an Itd semimartingale, which opens the way for rank testing. We develop
the complete limit theory for the test statistic and apply it to various null and
alternative hypotheses. Finally, we demonstrate a homoscedasticity test for
the rank process.

1. Introduction. In recent years asymptotic statistics for high frequency ob-
servations has received a lot of attention in the literature. This interest was mainly
motivated by financial applications, where observations of stocks or currencies
are available at very high frequencies. As under the no-arbitrage condition, prices
processes must be semimartingales (see, e.g., [4]), a lot of research has been de-
voted to statistics of high frequency data of semimartingales. We refer to a re-
cent book [10] for a comprehensive study of infill asymptotic for semimartin-
gales.

This paper is devoted to testing for the maximal rank of the matrix-valued
volatility process in the continuous Itd semimartingale framework, and more
specifically for a d-dimensional continuous Itd semimartingale X which is
observed at equidistant times over a fixed time interval [0, T]: we observe
(Xia,)o<i<[T/A,]> and the high-frequency approach consists in assuming A, — 0.

A continuous It6 semimartingale can be written as

(11) dX[Ibtdt+O'tth,

where W is a Brownian motion, and there are many representations of this form,
with different Brownian motions W and, accordingly, different volatility pro-
cesses o. What is “intrinsic” is the drift coefficient b; and the diffusion coefficient
(“squared volatility”) ¢, = 0,0/, in the sense that they are uniquely determined
by X, up to a Lebesgue-null set of times (throughout the paper o, denotes the
transpose of the matrix o).

Received December 2012; revised July 2013.

MSC2010 subject classifications. 62MO07, 60F05, 62E20, 60F17.

Key words and phrases. Central limit theorem, high frequency data, homoscedasticity testing, 1td
semimartingales, rank estimation, stable convergence.

2391


http://www.imstat.org/aos/
http://dx.doi.org/10.1214/13-AOS1153
http://www.imstat.org
http://www.ams.org/mathscinet/msc/msc2010.html

2392 J. JACOD AND M. PODOLSKIJ

For modeling purposes and economical interpretation, we would like to find,
and often choose, the smallest possible dimension of the Brownian motion W in
the representation (1.1). Assuming further that ¢ — ¢; is continuous, this small-
est possible dimension is the supremum in time of the rank of the R¢*“-valued
process ¢ over the time interval [0, T']. Although the estimation of the maximal
rank of ¢, which is an integer, does not make much sense (see the discussion in
Section 3.3), testing for the maximal rank is a well formulated statistical problem.
Besides the obvious application of the rank test, we will link our testing procedure
to other statistical problems, such as testing for market (in)completeness in finan-
cial mathematics, testing for integrated diffusions and testing the local volatility
vs. stochastic volatility hypothesis (cf. Remark 3.9). We are further interested in
homoscedasticity testing for the rank process.

A partial answer to this question was given in [9]. The authors of this paper
studied the problem of testing the null hypothesis sup, o 7y rank(c;) > ro against
sup,¢fo, 1) rank(c;) < ro for a given number ro. However, their method does not ex-
tend to testing null hypotheses of other types, for example, sup, (g 7 rank(c,) =ro
against sup, (o 1y rank(c;) # ro (which is much more useful). In the classical set-
ting of i.i.d. or weakly dependent data, various estimation methods for the rank
of an unknown covariance matrix (and related objects) have been proposed. We
would like to mention Gaussian elimination method with complete pivoting of [3]
and the test suggested in [13] among others. Unfortunately, these procedures can
not be applied to our statistical problem as the probabilistic structure of the process
X is more complex and the rank is time-varying.

Our method is based upon a random perturbation of the original data and de-
terminant expansions. The main idea can be described as follows: if we compute
det(c; + he;) for a positive definite d x d matrix e; independent of ¢; and A | O,
then, under appropriate conditions, its rate of decay to 0 depends on the unknown
rank of ¢;. Hence, the ratio det(c; + 2he;)/ det(c; + he;) asymptotically identifies
the rank of ¢;. Indeed, our main statistic is a partial sum of squared determinants
of matrices built from d consecutive increments of the process X and the ran-
dom perturbation is performed by a properly scaled Brownian motion W', which
is independent of all ingredients of X. We remark that perturbation methods (and
matrix expansions as well) find applications in various fields of mathematics; we
refer, for instance, to [11] whose authors apply matrix perturbation methods to
determine the number of components in a linear mixture model from high dimen-
sional noisy samples. Furthermore, the methods of [2] also rely upon a generation
of a new Brownian motion W' although in a completely different setting.

The paper is structured as follows. Section 2 is devoted to model assumptions,
testing hypotheses and test statistics. We present the asymptotic theory for our
estimators and apply it to maximal rank testing in Section 3. In Section 4, we
develop a test for the null hypothesis of constant rank. All proofs are deferred to
Section 6.
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2. Model, assumptions and a random perturbation.

2.1. The setting and testing hypotheses. Our process of interest is a d-dimen-
sional continuous Itd semimartingale X, given on some filtered probability space
(2, F, (F1)=0, P). In vector form, and with W denoting a g-dimensional Brown-
ian motion, it can be written as

t t
(2.1) Xt:Xo—i—/ bsds+/ os dW;,
0 0

where b; is a d-dimensional drift process and o, is a R?*?-valued volatility pro-
cess, assumed to be continuous in time [and indeed much more, see Assump-
tion (H) below]. We set
(2.2) ¢ = o0/, r; =rank(c;), R; = sup ry.

s€[0,1)

We remark that the maximal rank R7 is not bigger than the rank of the integrated
volatility ]OT c; dt, but may be strictly smaller. As already mentioned, it is suitable
to use the smallest possible dimension for W, on the time interval [0, T]. This is
the P-essential supremum of w — Rr(w), but, since a single path ¢ — X;(w) is
(partially) observed, the only available information is Ry itself. So the problem
really boils down to finding the behavior of the process r;, and for this the choice
of the dimension of W in (2.1) is irrelevant.

The rank r; is the biggest integer r < d such that the sum of the determinants

of the matrices (C;J )i,jes» where J runs through all subsets of {I,...,d} with
r points, is positive (with the convention that a O x 0 matrix has determinant 1)
see, for example, [9], Lemma 3. Since ¢; is continuous, this implies that for any
r the random set {¢ :7;(w) > r} is open in [0, T), so the mapping ¢ > r; is lower
semi-continuous. In particular, the set {t € [0, T) : r;(w) = R7(w)} is a nonempty
open subset. These properties also yield that the process r; is predictable and
that the following subsets of €2, which later will be the “testing hypotheses,” are
JFr-measurable:

T={w:Rr(@)=r},

Q7 ={w:ri(w) = Rr(w) forall t € [0, T1},
(2.3)
Q;Té = {w:1 > r/(w) has finitely many discontinuities and is,

not Lebesgue-a.s. constant on [0, T]}.

Notice that we impose that r7 = Ry in 7, whereas the lower semi-continuity
only implies in general that r7 < Rr. Observe also that a priori # — r;, may
be Lebesgue-a.s. constant and still have discontinuities (even infinitely many) on

[0, T']. So, 7 and Q? are disjoint but Q7 U 97; # 2 in general. The main aim of
this paper is testing the null hypothesis €27 against Q7 = Urstr,0<r<d Q’T/ (and
related hypotheses) and testing the null hypothesis of €27 against Q?
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2.2. Matrix perturbation. In order to explain the main idea of our method,
we need to introduce some notation. Recall that d and ¢ are the dimensions of
X and W, respectively. Then M is the set of all d x d matrices, M, for r €
{0, ..., d} is the set of all matrices in M with rank r, and M’ is the set of all d x ¢
matrices. For any matrix A we denote by A; the ith column of A; for any vectors
X1,...,xg in R?, we write mat(xj, ..., xz) for the matrix in M whose ith column
is the column vector x;. For r € {0, ...,d} and A, B € M we define

(2.4) 5 =1G eM:G;=A; or G; = B; with #{i : G; = A;} =r}.

In other words, M p is the set of all matrices G € M with r columns equal to
those of A (at the same places), and the remaining d — r ones equal to those of B.
Let us define

(2.5) vr(A,B)= Y det(G).
GeM) g

We demonstrate the main ideas for a deterministic problem first. Let A € M
be an unknown matrix with rank r. Assume that, although A is unknown, we have
a way of computing det(A 4k B) for all & > 0 and some given matrix B € M. We
will see that the multi-linearity property of the determinant implies the following
asymptotic expansion:

(2.6) det(A +hB) =h®""y,(A, B) + O (R4,
which is the core of our method. Thus, if y, (A, B) # 0, we have

(2.7) det(A+21B)  ar 4o 10

det(A + hB)
and this convergence identifies the parameter . However, it is impossible to choose
a matrix B € M which guarantees y, (A, B) # 0 for all A € M,. To solve this
problem, we can use a random perturbation. As we will show later, for any A € M,
we have y,(A, B) # 0 a.s. when B is the random matrix whose entries are inde-
pendent standard normal. This idea will be the core of our testing procedure.

2.3. Assumptions and the test statistic. Before we proceed with the defini-
tion of the test statistic, we introduce the main assumptions. We need more struc-
ture than the mere equation (2.1), namely that the processes b; and oy, and also
the volatility of oy, are continuous Itd semimartingales. In view of the previous
discussion, it is no restriction to assume that all these are driven by the same
g-dimensional Brownian motion, provided we take g large enough. This leads us
to put:
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ASSUMPTION (H). The d-dimensional semimartingale X, defined on (€2, F,
(F1)1>0, P), has the form

t t
X,:Xo—i—/ bsds+/ oy dW,.
0 0

t t
a,=ao—|—/ asds+/ v d Wy,
2.8) 0 0

t t
b,=bo+/ a;ds+/ v, dWs,
0 0

t t
v,:vo—i—/ a;/ds—i—/ vy dWy,
0 0

where W is a g-dimensional Brownian motion, and b; and a; are R9-valued,
o1, a; and v are R?*9-valued, v, and a/ are RY*7*4-valued, and v/ is
R¥*4%4%4_yalyed, all those processes being adapted. Finally, the processes a;,
vy, v are cadlag and the processes a;, a, are locally bounded.

At this stage it is not quite clear why the full force of Assumption (H) is re-
quired. In the standard limit theory for high frequency data of continuous It6 semi-
martingales, see, for example, [1, 7], only the first two representations of (2.8)
are assumed. We will further explain Assumption (H) once we introduce the test
statistic. When b, = g1(X;), o, = g2(X;) with g; € C*>(R?) and g» € C*(R?), then
Assumption (H) is automatically satisfied due to It6’s formula.

REMARK 2.1. Since o; is not uniquely specified, whereas ¢, is, and since we
really are interested in specific properties of c;, it would be much nicer to replace
the structural assumption on o; [second equation in (2.8)] by a similar assumption
on the process c; itself.

This is of course a trivial matter when c¢; is everywhere invertible: in this case
¢ s a continuous Itd semimartingale if and only if o is. But here we are precisely
trying to describe the rank of the matrix c;, so it is out of the question to assume that
it is a priori invertible. Unfortunately, we were unable to replace the assumption
on o by a similar (and de facto weaker) assumption on c.

Motivated by the matrix perturbation at (2.6), our tests will be based on statistics
involving sums of (squared) determinants. The test function will be the nonnega-
tive map f on (R%)4 defined as

(2.9) F@1, ... xg) = det(mat(xi, ..., xg))>.
The authors of [9] used the following statistics:
[t/Ap]—d+1

A Y F(AIX Dy, ALy XIVAY),
(2.10) i=1
A;’IX = XiA,, — X(i_l)An
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to test for the full rank, thus allowing for efficient testing of the null hypothesis Q‘;.
On the sets Q' with r < d, however, it exhibits complex degeneracies and becomes
difficult to study. In order to be able to analyze the asymptotic behavior of the
preceding statistics, we introduce a random perturbation of the original process X
as motivated at the end of Section 2.2 (a somewhat similar idea in a different
context was applied in [2]). More specifically, we choose a nonrandom invertible
d x d matrix ¢ and generate a new process

2.11) X =W,

where W’ is a d-dimensional Brownian motion independent of all processes
in (2.8) [without loss of generality, for the mathematical treatment below we may
assume that it is also defined on the space (2, F, (F;)r>0, P)]. Following the ideas
of Section 2.2, we add to X this new process X', with a multiplicative factor going
to 0. As a matter of fact we introduce two such additions, and for x =1 or 2 we
set

(2.12) 7 = X, + VA X,

Hence, with the notation of Section 2.2, we use & = /A, which leads later to the
optimal rate of convergence.

Another problem arises, namely in (2.10) successive summands partly use the
same increments of X, and this causes problems for the central limit theorem.
These problems can actually be overcome, at the expense of quite many additional
technicalities, and with the advantage of a smaller asymptotic variance for our es-
timators below. However, in our case the crucial point is the choice of the tuning

parameter” o : this choice has an impact on the asymptotic variance as well, and
since an “optimal” choice of & seems out of reach, we will content ourselves with
an arbitrary choice of & and with a version of (2.10) with no overlapping of incre-
ments between the successive summands. This leads us to use the following two
basic statistics:
[t/2d Ap]—1 n,1

—zh
ol oA Z f( (21d+1)A,, 2id Ay, -
! " VA,

n,l1 n,1
ZGid+dyn, ~ Z(2id+d—1)A,,>

VA,

[1/2d0,)—1 712 n,2

: _ 7
PN f( Qid+2)A, Qida,
! " Z V2A,

(2.13)

n,2 n,2
ZGiavadyn, — Z(Zid+2d—2)An)
2A, '

Notice that the statistics S;' ‘1 and Sf’z are essentially the same (upon using
7"1 and Z™2, of course), except S|’ 2 is computed using the frequency 2A,.
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At stage n one observes the increments A7 X and simulates the increments A X’
for i <[t/A,], so one “observes” all variables incurring in the definition of these
two statistics.

REMARK 2.2. Now, let us explain why Assumption (H) and the random per-
turbation in (2.12) are required. A direct stochastic expansion of the increments
AY 7" 1 under Assumption (H) implies the decomposition

mat(A? Z" /A, ... Al g1 Z" [N A)
= o] + VA (B (1) + B/ () + Op(An),

where the matrices o' = mat(agl, e a;”d) and B' (k) = mat(,Bi’f1 *), ..., i’fd(k))
in M, for k =1, 2, are given by

(2.14)

n o __ A—1/2 . n
@ j =By oG-, By j 1 W,

i+ A,

2.15) B ;(D)=bi-1a, + A,:lv(i—l)An/ (Ws — Wi—1ya,) dWs,
(i+j_l)An

Bl () =0, PEAL W

We remark that the matrices o, B}’ (1), B!'(2) are Op(1). In the case r; <d — 1 for
all ¢, the first order term o', which depends on the process oy, gives a degenerate
limit when plugged in into the statistics (2.12) or (2.13). Hence the second order
term /A, (BI'(1) + B (2)), which involves the processes b; and v, becomes im-
portant. Indeed, we will see in Section 3 that it affects the limits. Furthermore, it
is important to control the error of the above decomposition, and this is done by
using the last two equations in (2.8).

The asymptotic expansion in (2.14) is a stochastic analogue of the perturba-
tion presented in (2.6) (up to an error term) with A =«}', B = B/'(1) + B;'(2)
and h = 4/A,. Under Assumption (H) the term Bj' (1) already constitutes a ran-
dom perturbation of the leading matrix «'. However, this perturbation does not
guarantee that the quantity y, (e}, B;'(1)) defined in (2.5) does not vanish when
rank(o;—1)a,) = r (which is essential for our method). To illustrate this problem,
let us give a simple example. Let d = 3, ¢ = 1 and define the processes

dX! =o]dW,,  do] =v]dWw,  j=1,2.3.

(So W is a one-dimensional Brownian motion.) Then rank(c') = 1, rank(B}' (1)) =
1, and hence y; (o, B;' (1)) = 0. The presence of the new independent process X /,
and thus of the term B (2), regularizes the problem. Indeed, we will show that
yr(a!, B (1) + B}'(2)) does not vanish whenever rank(o(;_1)a,) = r. Finally, the
perturbation rate & = /A, in front of the process X’ is chosen to achieve the best

. . . 1 2
rate of convergence for the normalized versions of the statistics S;"", S;"~.
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Following the expansion (2.6), we know that the order of det(ce + /A, (B (1) +
B;' (2)))? is increasing in r = rank(o(—1)a,). Consequently, as in (2.7), the ratio
S?z / S?l is expected to identify (asymptotically) the maximal rank R7. The com-
plete asymptotic theory is presented in the next section.

3. The asymptotic results and test for the maximal rank.

3.1. Notation. In order to present the main asymptotic results, we need to in-
troduce some more notation. We define the function F, on (R2?)4 by

2
Fr(vlv ...,Ud) :Vr(mat(xl,-~~,xd)amat(y17 ,}’d))

ifv; = (xf) eR¥,
vj

where the quantity y, is defined by (2.5). Next, let f = M’ x M x Rd4* R,

whose points are u = («, B, y,a), where « € M" and g € M and y € R44* and
a € R, Let us denote by W and W’ two independent Brownian motions with re-
spective dimensions g and d, defined on some space (QF, (F), IF’). If u e and
k =1,2 and i > 1, we associate the 2d-dimensional variables with the following
components for/ =1, ...,d:

(3.1)

q

1 _ _
W (u, K)l == Z alm(Wm. - m('_l)),
i \/Emzl Ki k(i

1 @ _
(3.2) W@mﬁhn+——25m w=Wli_p)

Ki _ _
+— Z ””"/ whaw.
K k=1 r(i—1)

With the notation (3.1) we can then define the variables
(3.3) Fr(u, k) = Fr (W (U, k)1, -, WU, K)g)-

The two sequences (W(u,«));>1 are not independent, but they have the same
(global) law, for ¥ =1, 2. Therefore if u = (&, B, y, a) we can set

Ty w) =E(F (u, 1)) = E(F (1, 2)),
(34) T w) =E(Fu, )?) = T, w)? =E(F, u,2)*) - T, @)?,
YW =E(F @ DF (u,2)) - Tr@)>.

We then obtain the following crucial properties.
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LEMMA 3.1. Letu=(a, B,y,a) e with € My. Thenifr €{0,1,...,d},

rank(e) =r = T, >0, L) >T) W),
3.5
rank(o) <r — TI,(u)= F; (n) = F;/(g) =0.

3.2. The limiting results. 'The key result is the asymptotic behavior of the pro-
cesses S/, which are defined by (2.13), as n — 0o. These processes enjoy a law
of large numbers and a central limit theorem, the centering being around one of
the following processes, where r is any (fixed) integer between 0 and d:

t
(3.6) S(r) = / [y (03, &, v, by) ds.
0

We will in fact have a CLT for the two-dimensional processes U (r)" with compo-
nents

3.7 U™ = ! ( ! S — S(r))

' VA (e AT '
Of course, the centering process S(r) depends on r, so one needs an additional as-
sumption related with the particular value of r which is chosen below (in contrast,
the centering term is the same for all components).

THEOREM 3.2. Assume Assumption (H), and also that r;(w) < r identically
for some r € {0, ...,d}. Then we have the stable (functional) convergence in law

(3.8) UG 5= U,

where U(r) = UT))e=1,2 is defined on an extension (S~2,J’?, (]T})tzo,f?’) of
(2, F, (Fi)=0,P) and is, conditionally on F, a continuous centered Gaussian
martingale with conditional covariance

E@rysur< | F)
(3.9) .
Zd/ I/ (o, 5, v, by)ds, ifk =,
= V() = 0
2d/0 (05,5, vs by)ds,  if i 2.

Note that in the above setting, if » < r’ < d, we also have r, < r’ and thus the
results also hold with 7’ instead of r everywhere. This does not bring a contradic-
tion because, by (3.5), in this case the processes S(r') and U (r’) are identically
vanishing.

Now, these processes S™J are only tools, and at the end we will be interested,
for any T > 0 fixed, in “estimators” for Ry, which are

_ log(S72/SFh)

3.10 Rn,T)=d
(3.10) n,T) log2
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The quantity is a transformed analogue of the term on the left-hand side of (2.7).
Since Ry is by definition an integer between 0 and d, we can also use the following
estimators:

0, ifRm,T)<31,
@G1l)  R™n.T)={r  ifl<r<d-1r—3<RnT)<r+3},
d, ifRmT)>d-1.

The following corollary is a simple consequence of the previous theorem.

COROLLARY 3.3. Assume Assumption (H), and let T > 0. Then the following
stable convergence in law holds:

(3.12) (R(n, T) —r) 53 8(1),

1
Ay
where S(T) can be realized on the set Q. for any r =0, ...,d, as S(T) =
@ UL —UE)2)/S(r) T and is thus defined on an extension (2, F, (F)i=0, P)
of (2, F, (Fi)=0,P) and is, conditionally on F, a centered Gaussian variable
whose conditional variance is

E(s)* |1 F)= V(D).
where V(T) is a.s. positive and given by

L VR + ViR —2viny

3.13) V(T)= h set Q..
(3.13) (T) (l0g2)? 572 on each set Q'

In particular, for any r =0, ..., d, we have the following consistency result:
(3.14) P(25 N {R™(n, T) #r}) — 0.

In order to make this result feasible, we need consistent estimators for V(T).
For the denominator S(r)2., we can of course take the square of A,’[d S;*l. As for
the numerator, we need estimators for V(r)'}"‘,. Up to normalization, natural ones
are as follows:

, [t/2d Ap)—1
th,KK — 4d2An Z f
i=0

n,k

n,K
(Z(Zid+/c)A,, — Z)ian,
VKA, U

n,k n,K
Z Gid4rdyA, ~ Z(2id+lc(d—l))An)

VKA,

n,k’ n,k’
« f<Z(2id+K’)A,, = Zyian,

m s
Zn,/c/ Zn,i(’ )

(3.15)

Qid+k'd)A, — “Qid+k'(d—1))A,
K' Ay
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where the function f is given by (2.9).

PROPOSITION 3.4. Assume Assumption (H).
(a) If ry(w) <r identically for some r € {0, ...,d}, we have for k, k' =1, 2:

1 u.c

, .- ’ i
—(KK/Az)d*’ yie = Zd/O e " ds
n

(3.16)
F;'(O-Sv 55 vS? bS) + Fr(GS7 57 US’ bS)25
. . /
where G)?"”‘/ =1, lf’i_ o _ 5
Fr (05,0, v5,b5) + T (05,0, v, by)~,
ific # k',
where the quantities Ty, T',., ') are defined in (3.4).
(b) We have

VYV}Jl n 22(R(n,T)~d) V}z,22 _ 9l4+R(n,T)—d V;”lz

= v,
(57 log2)?

(3.17) Vn,T):=

REMARK 3.5. In (3.17) one can replace ﬁ(n, T) by ﬁint(n, T). The numer-
ator of the right-hand side of (3.13) is also 2(V (r)}! — V(r)1?). Therefore, we
have

V}Lll _2l4+R(n,T)—d V}”lz
(57?2

as well. However, V (n, T') > 0 by construction (and it is even a.s. positive unless

r; = 0 identically on [0, T']), a property not shared by V'(n, T).

Vin,T) = — V(T)  onthe set Q

Now, by the delta-method for stable convergence in law, the two previous results
immediately yield the following corollary.

COROLLARY 3.6. Under Assumption (H) and for any T > 0, we have
R(n,T) =Ry £

— O,
NAYV(n,T)

where ® ~ N(0,1) is defined on an extension (SNZ,]?, (.7?,),20,]15) of (Q,F,
(F1)i=0, P) and is independent of F.

(3.18)

3.3. Tests for the maximal rank. So far, R (n, T) are estimators for the max-
imal rank R7, which equals r on the set €2/, and even feasible estimators if we
use Corollary 3.6. In particular, this corollary seems to allow us to easily construct
confidence intervals for Ry. However, confidence interval do not make much sta-
tistical sense, since R7 is integer-valued.
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One might also use, perhaps more to the point, R™(n, T), but apart from
the consistency result (3.14) it is not easy to evaluate the error probability that
R™(n, T) + Ry.

So, it seems more appropriate here to do testing: we can test the null hypothesis
that the path lies in Q. for some r, against the alternative that it is in Q’T’ for
another specific ' # r, or for all ¥’ > r or all ¥’ < r, or all ' # r. We may also
use composite null hypotheses, such as being in Q. for some r smaller, or bigger,
than a given value ry.

We start with the problem of testing the null hypothesis Q”., against the alterna-
tive Sf;r = Uy r.0<r'<d Q’T/ For any « € (0, 1), and with z, being the symmetric
a-quantile of N'(0, 1) defined by P(|®| > z4) = a when ® ~ N(0, 1), we take the
critical (rejection) region

(3.19) C@)y=™ ={w:|Rn,T) —r| > zav/DyV(n, T)}.

PROPOSITION 3.7. Under Assumption (H), the tests (3.19) have the asymp-
totic level o for testing the null Q., in the sense that

(3.20) AcCQy, P(A)>0 = PC7; |A)—>a

[above, P(- | A) is the usual conditional probability]. They are also consistent for
the alternative Q?r, in the sense that

(3.21) P(C(a)»~" NQ7") — P(Q7).

One constructs one-sided tests in the same way. For example, if we want to test
. / . . /
the null hypothesis Q7" = U, < 27 against the alternative Q7" = ,/.., Q7, and
if z/, is the one-sided «-quantile defined by P(® > z/,) = «, we take the critical
region

(3.22) C@)p=" ={w:R(n,T)>r +z,v/A,V(n,T)).

Exactly as above, one obtains the following proposition.

PROPOSITION 3.8. Under Assumption (H), the tests (3.22) have the asymp-
totic level at most « for testing the null Q?, and indeed satisfy

(323) ACQ}, PA>0 = PC@71A)—>aP(QF |A)<a

and are consistent for the alternative Q7" .
The tests for the null Q?r against Q7" are obtained analogously.

REMARK 3.9. Apart from the direct rank testing, let us link our testing pro-
cedure with some other statistical problems:
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(a) In financial mathematics the full rank of the volatility matrix ¢, is required
for market completeness. Thus, testing Q%d versus Q?d is directly connected to
completeness of the market.

(b) In [5, 6] parametric estimation methods for the so called integrated diffu-
sions have been developed. An integrated diffusion is a process that satisfies the
first and the third equations of Assumption (H) with o = 0, that is,

dXt - b; dt,

where b; is a continuous It6 semimartingale. We refer to [5] for various applica-
tions of these models in natural sciences. Given high frequency observations of X,
testing the null hypothesis of integrated diffusion versus the alternative of a diffu-

sion with a present volatility part o is equivalent to testing Q(} versus Q?O.

(c) Another potential application of our method is a test for “perfect correla-
tion” between the process X and the unobserved volatility o. The problem can
be formulated as follows: Let X and o be two one-dimensional continuous Itd
semimartingales of the form

dX;=b[dt+O'det, da,:atdt-i-vtdB;,

where W and B are one-dimensional Brownian motions with the bracket process
[W, B]; = pt, |p| < 1. For financial applications testing, the hypothesis |p| =1
versus |p| < 1 1is of certain interest. Note that |p| = 1 appears in the SDE case, that
is, when o, = g(X;) with g € C%(R). We refer to testing local volatility hypothesis
in [12] for a more detailed discussion (see also [14] for related statistical prob-
lems). The aforementioned problem is equivalent to testing QIT versus Q;l = 92T
for the two-dimensional process (X, o). Since the process o is unobserved, it has
to be locally estimated from the high frequency observations of X first (see, e.g.,
[12] for more details).

4. A testfor a constant rank. This section is devoted to a seemingly different
topic, namely whether the a priori time-dependent rank is constant or not. Our test
statistics will be based on a distance measure between the rank process r; and
the maximal rank R, which vanishes if and only if the rank is constant almost
surely. For the formal testing procedure, we will need some limiting results for the
“spot estimators” of the rank. By this, we mean estimators for r;, for any given ¢,
at least under the assumption that r, is equal to r; for all s in some right or left
neighborhood of ¢.

To describe these spot estimators, we pick a sequence k, > 1 of integers going
to infinity, and such that k, A, — 0 (as for spot volatility estimators), and precise
specifications for k, will be given later, although we always assume k;, > 4d. For
any integer i > 1, we set
_ log s o Sgézz(i+1)knA,l - SgaﬁknA,,

’ i~ on,l n,l1
log2 S+ 1k, — S2diky A,

4.1) R!'=d

1
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Then I??, more or less, plays the role of an estimator of the maximum of r; over
an interval of length 2dk, A,, around the time 2id A, and we set for any p > 0:

[t/2dky Ay]—-2
cA(p)! = 2dk, A, Z {|R7kn\” A(d+ 1P},
i=0
(4.2) B(n,p,T)=A(p)} —an, T)(R(n, T))”,

a(n, T) = 2dky A ((T /2dky Ay] — 1).

The asymptotic results for the quantity B(n, p, T) are as follows.

THEOREM 4.1. Assume Assumption (H), and let T > 0, p > 0 and k, be such
that kyA;/* — 00 and ky A, — 0.

(a) If t — r¢(w) is continuous except at finitely many points on [0, T], hence
piecewise constant, we have

P T
4.3) Bn,p, T) — /0 (rs)Pds — T(Rr)?.

(b) We have the stable convergence in law:

4.4) Bn,p,T) £ B(p,T) in restriction to the set Qy N{Rr > 1},

1
VB,
where B(p, T) is defined on an extension Q, F, (.7?[),30, P) of (2, F, (F)i=0,P)
@d is, condi'tionally on F, a centered Gaussian variable with conditional variance
V(p,T)=EB(p, T)* | F) given on each set Q4 by

7 T>—(prp_1)2/T< : ; >2
P20\ og2 ) Jo \T,(0,.5, 05,5 S(r

x (dV (@) +dv(r)?? —24V i)

(4.5)

with V (r)**" being defined at (3.9).

Notice that the right-hand side of (4.3) is 0 on the set 27, and strictly negative
#
on Q7.

REMARK 4.2. The reader will notice that in the definition of A(p)} the sum-
mands are |§:’ |” A (d + 1)?, instead of the more natural |I/€\;1 |”. We could take this
more natural form for (b) above, but it is useful (and innocuous from a practical
viewpoint) to “bound” the summands, in order to obtain (a). We could bound them
by d? instead of (d 4+ 1)? and still have (4.3), but then (4.4) would then fail in
case r = d is the maximal rank: we would obtain a CLT with a non-Gaussian and
noncentered limit.
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REMARK 4.3. In the setting of (b) above, we will in fact prove a joint conver-
gence for the variables A(p)7 —a(n, T)r? and R (n, T) — r, both normalized by
1/4/A,; [the second one being as in (3.12)], and from which (4.4) follows. Such a
joint CLT even holds under the assumptions of (a), with a complicated limit, but
this refinement is not useful for us in this paper.

REMARK 4.4. One can also prove a joint convergence for the variables
A(p)7 —a(n, T)r? with different values of p, and still normalized by 1/4/A
However, when p > p’ > 0 it turns out that the difference F(A(p)"

a(n, T)'=» '/p (A(p/ ) Y/ P ) converges to 0, and no known normalization gives
a proper CLT.

As before, we need consistent estimators for the conditional variance V ( p,T).
Such estimators are constructed in a way analogous to (3.15). That is, we set with
k, as above:

J— / 2y
th,KK — 4d2A,11+2d_2R(n’T)

[1/2d Ayl —kn—1

X ) (Sn,l

R n,l
i=0 2d(i+ky) A, S2idA,l ST

2dk, A, T )2

g e ey

n,K s
Xf<Z(2id+K)A,, Zidn,

KA
(4.6) "
AR A
Qid+rd)A, Qid+(d—1)A, )
VKA,
n,k’ n,k’
o f<Z(2id+K/)A,, = Zyian,
/—K/An ) )
n,k’ n,k’
ZGid+'d)n, ~ Z(zid—i—/c/(d—l))A,l)
K' Ay ’

THEOREM 4.5. Assume Assumption (H), and let T > 0, p > 0 and k,, be such
that k;, Af’,/4 — o0 and k, A, — 0. Then we have

pR(n, T)P~! )2

V(n,p,T):= ( og?

(47) % (V?,ll + 22(R(n,T)—d) VV},22 _ 21+R(n,T)—dvf},12)

LN V(p,T) on the set Q7.
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Moreover, the variables
B(n, p,T)

AT, p, TY A (1/VBD)
have the following asymptotic behavior, where ® ~ N (0, 1) is as in Corollary 3.6:

4.8) Zn,p,T)=

4.9) Z(n,p,T) Zo in restriction to the set Q7 N{Rr > 1},
Z(n,p,T) ib) —00 in restriction to the set Q?

Having all instruments at hand we proceed with testing. What is easily available
is a family of tests for the null 27, whereas the alternative is restricted to 527; One

does not know how to test the null 527;

For this purpose, we use the statistic B(n, p, T). In fact, (4.9) gives us the be-
havior of this statistic on 7 N {Rr > 1}, and this is the null which is tested below.
Now, 7 is the union of Q7 N {R7 > 1} and Q(}, so if we are interested in testing
the whole Q7 one can do a double test, using what precedes and Proposition 3.8
with r = 0.

We propose to use the following critical region, where p > 0 is chosen arbitrar-
ily and z/, is again the one-sided a-quantile of (0, 1):

4.10)  C@)p= ={w: B, p.T) < =2 Au(Vn, p. T) A (1/y/A0)}.

Exactly as in the previous section, we obtain the following result.

PROPOSITION 4.6. Under Assumption (H), the tests (4.10) have the asymp-
totic level o for testing the null Q7 N {Ry > 1}, in the sense of (3.20), and are

consistent for the alternative Q;;

5. Monte Carlo evidence. We have tested the performances of the test de-
scribed in Section 3.3 through some Monte Carlo experiments. These are per-
formed in the 2-dimensional case d = 2, and first we conducted preliminary exper-
iments to determine a reasonable value of & in (2.11). To this aim, we simulated
the processes over the time interval [0, 1] and A, = 1/25,000 (corresponding ap-
proximately to 1 second for daily observations). In all cases, X has no drift and
constant volatility, and & = 11; and we considered two cases:

1. X' =w! and X? =0, so the rank is identically r = 1;
2. X'=w! and X% = W2, so the rank is identically r = 2;

(the case of rank 0, i.e., X = O here, is left out since in this case the value of the
constant A is irrelevant, by scaling). We measure the performance of the procedure
by reporting, as a function of A, the empirical standard deviation of R(n,1) —r,
over 5000 simulations:
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A 0.012 0.037 0.11 0.33 1 3 9 27 81 243

stdv,r=1 0.053 0.052 0.051 0.052 0.052 0.052 0.052 0.064 027 0.76
stdv,r =2 0.052 0.052 0.052 0.051 0.052 0.051 0.052 0.095 053 152

The results are not sensitive to the value of A, as long as A is smaller than 10: so in
practice it seems advisable to take for & the identity matrix times the average value
of the volatility of X (i.e., when the two components of X have the same order of
variability).

Next, we conduct the Monte Carlo, again over 5000 simulations, in the case of a
time-varying but nonstochastic volatility, and with . = 2. We think that a stochastic
volatility does not really affect the problem at hand, and taking always the same
deterministic volatility allows for better (or at least, easier) comparison between
the different simulations. The time interval is still [0, 1] with A, = 1/25,000, and
we consider the function

f@) =14+ @Qt—1)?

(which decreases from 2 to 1 and increases back to 2 when ¢ goes from 0 to 1).
Then we again consider two cases:

e Case 1: the matrix o, is diagonal with entries

'=f@), o= fOly=<s

for some S €[0,1],s0r,=2ift <Sandr, =1if t > §, and thus Ry =2 if
S >0and R; =1 if § =0. We also added a rather large drift with components
bl =b?=3.

e Case 2: the volatility matrix o; and the drift vector are

_ cos(tAm/2) cos(tAm/2)
o=/ (sin(tAn/Z) sin(t A7 /2) )

. 1 +sin(tAn/2)
bi=b ( 1+ cos(tAyr/2))

for some constant b, so r; = 1 identically, although the structure of the drift
tends to “increase” the apparent rank when A > (. Unless A = 0 (in which case
the continuous martingale part of X2 is identically vanishing), this implies that
the nonnull eigenvector of o; (and of ¢; as well) rotates with the period 4/A, so
when A increases the rotation becomes faster.

Below, in each table we report five quantities: the second and fourth empirical

%12’ (to check for normality); next, the

proportlon of rejection for the three possible null hypotheses Ry =0, Ry =1 and
=2, for a nominal level o = 0.05.

moments of the studentized variables
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In Case 1 we have the following results:

S 2d moment 4th moment Test Ry =0 Test Ry =1 Test Ry =2
0.0 1.04 3.34 1.00 0.053 1.000
0.1 1.02 3.29 1.00 1.000 0.050
0.2 1.05 3.29 1.00 1.000 0.051
0.5 1.00 3.06 1.00 1.000 0.049
0.8 0.98 2.87 1.00 1.000 0.050

(recall that when S = 0 we have R; = 1, and otherwise R; = 2). The columns
giving moments point toward a fairly good normal approximation, the actual level
of the tests for the correct value of R; is rather close to the nominal value 0.05, and
the power is always 1: this is comforted by the fact that when we use the estimator
ﬁim(n, 1), the number of wrong decisions (when the estimator is not the correct
value) is overall 4, for 10 x 5000 simulations.

In Case 2 we have performed the simulations for various values of the constants
b" and A. The results are fairly stable when these constants vary, so we only report
three cases for A and three cases for b’ as well.

14 A 2d moment 4th moment Test Ry =0 Test Ry =1 Test Ry =2

0 0 1.01 2.99 1.00 0.050 1.00
0 5 1.00 2.94 1.00 0.049 1.00
0 10 1.01 3.36 1.00 0.062 1.00
3 0 1.02 3.26 1.00 0.050 1.00
3 5 1.02 3.20 1.00 0.052 1.00
3 10 1.01 3.03 1.00 0.049 1.00
12 0 0.98 2.88 1.00 0.049 1.00
12 3 1.02 3.13 1.00 0.052 1.00
12 10 1.01 2.99 1.00 0.050 1.00

Comments analogous to those for Case 1 can be made, and here the number of
wrong decisions turns out to be O for the whole set of simulations.

6. Proofs. Before we start presenting the formal proofs, let us give the road
map. Section 6.1 demonstrates some technical results on expansions of determi-
nants. They are applied in Section 6.2 to prove Lemma 3.1. This lemma implies
that the process S(r); defined at (3.6) is strictly positive on the set /., which is
crucial for our method.

The first main result of our paper is Theorem 3.2 whose proof is rather in-
volved. First, we will show that the standard localization procedure (see, e.g., Sec-
tion 3 in [1]) implies that all processes in Assumption (H) may be assumed to
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be bounded without loss of generality. This first step considerably simplifies the
stochastic treatment of various quantities. A second crucial step is the stochastic
expansion explained in Remark 2.2: we have (2.14) and (2.15). Section 6.3 deals
with the formal justification of this expansion, for which we will use slightly dif-
ferent notation.

It turns out that the stochastic order of the error term related to the decomposi-
tion (2.14), namely Op(A,), is not sufficient to show its asymptotic negligibility.
However, we will prove that the error terms are martingale differences, so they
will not affect the stable central limit theorem at (3.8). A similar treatment will
be required for the error term connected with the stochastic version of the expan-
sion (2.6).

The proof of Proposition 3.4 (consistent estimation of the asymptotic condi-
tional covariance matrix) is somewhat easier. Corollary 3.3 follows essentially
from Theorem 3.2 by the delta method for stable convergence. The proofs of these
results are collected in Section 6.4. In particular, we apply a stable central limit the-
orem for semimartingales (see, e.g., [8], Theorem IX.7.28) to prove Theorem 3.2.

The proofs of Theorems 4.1 and 4.5, which are presented in Section 6.5, are
a bit more involved than that of Theorem 3.2, although the main techniques are
similar. The additional difficulty comes from the fact that we need to use the stable
convergence of Theorem 3.2, but for processes evaluated at random times. Corol-
lary 3.6 and Propositions 3.7, 3.8 and 4.6 are straightforward consequences of the
previous results.

6.1. Expansion of determinants. We first prove some general and easy facts
about determinants. Below || A|| denotes the Euclidean norm of a matrix A € M.
For m > 1, we call P, the set of all multi-integers p = (p1, ..., pm) With p1 +
-+ pm =d, and I, is the set of all partitions I = (Iy,..., ) of {1,...,d}
such that /; contains exactly p; points (so I; = @ if p; =0). If p € P, and

IeZyand Ay, ..., Ay € M, we write Gl Al Ay for the matrix whose ith column
is the ith column of Aj wheni €. Lettlng A, B C € M, we can rewrite (2.5) as
6.1) vr(A,B)= Y det(GY p)
| S AP
and we set
6.2) V(A B.C)= Y det(GY 5¢)
ez a—r-1.1

In the following two lemmas, we present some technical results on determinant
expansions.

LEMMA 6.1. Foranym > 1and Ay, ..., A, € M we have

(6.3) det(Aj+ -+ An)= D Y det(Gh, 4 ).
pEPn 1€,
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PROOF. Letting S; be the set of all permutations of {1, ..., d} and sign(s) be
the signature of s € S, we have

det(A + B) Z ( 1)51gn(s) l_[ s(i),i bs(i),i)

s€Sy

= Z Z (_1)Sign(5)l_[a5(i),il_[bs(i),i
I1c{l,....d}seSy iel i¢l

= Z d (G5
Ic{l,..

This readily implies that if (6.3) holds for some m, it also holds for m + 1. Since
(6.3) is obvious for m = 1, the result follows by induction on m. [

LEMMA 6.2. There is a constant K such that, for all r =0,...,d, all h €
(0,1)and all A, B, C, D € M with rank(A) <r we have, with A = ||A|| + || Bl +
IC |l + || D|| and with the convention y_1(A, B) =0:

|det(A +hB +h>*C +h?D) — "y, (A, B)
(6.4) — " (y,_1(A, B) + ¥/(A, B, 0))|
S Khrfd‘FlAdf](hA + ||D||),

iz det(A + 1B + h’C +h*D )? = (A, B)?

(6.5) —2hy, (A, B)(yr—1(A, B) +¥,(A, B, ()

< KhA*~Y(hA + | D).

PROOF. Let p € P4 and I € Zp,. Then det(G', pcD) = hP22P3H+2p4

det(GE‘ p.c.p) vanishes when p; > r, and has absolute value smaller than

K hP2t2p3+2pa Ad=P4 || D||P4. Then (6.4) readily follows from (6.3), and by tak-
ing squares in (6.4) we deduce (6.5). [

With the same notation, and if further A’, B’, C’, D' € M with rank(A") <r
also and A" = ||A’|| + ||B'|| + |IC’|| + || D'||, and k" € (0, 1], the same argument
shows that

1
(hh')2d=2r det(A +hB + h>C + hD)’

(6.6) x det(A' +1'B' +h*C' +h?D')* — y,(A, B)*y, (A, B')®

<K(h+h)(AA)™,
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6.2. Proof of Lemma 3.1.

(1) The results about T (u). We write V; and V; for the d-dimensional vari-
ables whose components are, respectively, the d first and the d last compo-
nents of W(u, 1);, for which we can take W = W and W = W’, and we set
A=mat(Vy,....Ve) and B =mat(Vy,..., Vo). If A;WO =W — W, we
have

q
m=1

(6.7) 4
q
Vl.l = al —+ Z ﬁlmAiW,m + Z )/lkmhi,km(W)»

m=1 m, k=1

where each h;j, is a function of the path of W. Note also that Fr(g, 1) =
vr(A, B)*.

Assuming first that the rank of « is (strictly) smaller than r, we observe that
the rank of A is also smaller than r, implying by (6.1) that y, (A, B) =0, hence

Next we assume that the rank of « is r, and proceed to prove I',(u) > 0.
We first simplify the problem as follows. The matrix g is invertible and the
rank of B~ laa*B™1* is r, so we can write S~'a = ITA, where I € M
is an orthonormal matrix and A € M is a diagonal matrix whose diago-
nal entries A; satisfy A; #0 if j <r and A; =0 0therw1se Then, setting
V/ =[1*B~ 1V and V/ =[1*B~ 1V], the sequence ( V ) has the form (6.7),
upon replacing W’ by [T*W’ (another Brownian motlon) and u = (a, B, v, a)
by u' = (o', J,y’,a’), where J is the identity in M and o = IT*f~la =
A and yil = Ziﬁ(n*ﬁ_l)jmymﬂ and ¢’ = IT*B~'a. Furthermore, A’ =
mat(V/,...,V)) = I*f~'A and B’ = mat(V],...,V)) = I*f~! B, implying
v (A", B') = det(IT*~ 1)y, (A, B), which in turn yields [',(u) = mf‘r(g’),
because det(IT) = 1.

In other words, it is enough to prove the result when 8 = J and o = A is diag-
onal as above, and below we assume this. The two matrices A and B can thus be
realized as

MP e M) T +0] - T)+06)
68) A= . . ’ B . . ’

@4 AP Y¢+0¢ ... 1i+ed
where all CD; and T; are i.i.d. N(0, 1) and the variables @; are independent of the

Y!’s (note that we have incorporated the constant a’ in each variable ®;).
Let J, be the class of all subsets of {1,...,d} with r points. Since A; # 0 if
J <rand A; =0 otherwise, we see that, if I = (1, [°) with I ={j; <--- < j,} €
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Jr and I€ = {]{ << jc/i—r}’ we have det(Gi"B) = gy det(Ay)det(B;), where
A; and Bj are the r x r and (d — r) x (d — r) matrices with entries Al]’m =
AJim and Bﬁ’m = le/”‘H, and ¢; takes values in {—1, 1}. Thus,

yr(A,B) =Y ey det(A;) det(B).
1eJ,

In this sum, we single out the /’s which contain d, and those which do not, and for
the former ones the product det(A ) det(By) does not depend of the vector Y. For
those which do not contain d, we develop det(By) along the last column, which
involves the determinants of the matrices Bj; which are the restrictions of B to
the last d — r lines except i, and to the column indexed by the complement /¢ of
1, except d. We thus get

d—r
yr(A.B)y=Z+ ) (=)' (T;" + 0,z
i=1
Zl = Z ey det(A)det(By ),
]Ejr,d¢1

(6.9)

where Z and all Z/ and ®2+i are independent of the vector Y. Since this random
vector Y, has a density, it follows that the variable y, (A, B) also has a density,
provided Z! # 0 a.s. for at least one value of i.

At this stage, we observe that Zlf has exactly the same structure as y, (A, B),
except that the dimension of each By; is (d —r — 1) x (d —r — 1) instead of
(d —r) x (d — r), and that the last column of the original problem has totally
disappeared. We can repeat the argument, to obtain that Z/ has a density and is thus
a.s. nonvanishing, as soon as some similar quantity (where the last two columns
of the original problem no longer show up) is a.s. nonvanishing. Then, after an
obvious induction, we deduce that y, (A, B) has a density as soon as det(A;) # 0
as.for I ={1,...,r}.

However, since the entries of this last A; are )Lid>§. fori,j=1,...,r, and all
those A; are nonzero, it is well known [and also a simple consequence of the previ-
ous proof, in which we develop det(Aj) according to its last column and perform
the same induction procedure] that det(A;) has a density. This indeed shows us
that y- (A, B) has a density, hence E(y, (A, B)?) > 0 and the proof of the first part
of (3.5) is complete.

(2) The results about T'|.(u) and T/ (u). When the rank of « is smaller than r,
we have seen that, with the previous notation, y,(A, B) = 0, hence also I',.(u) =
I}/(w) =0.

Next, we turn to the case when the rank of « is r. Exactly as in the previ-
ous proof, it suffices to show the result when u = (A, J, y,a). Recalling that
F,(u,1) and F,(u,?2) have the same law, we have E((Fy(u, 1) — F(u,2))?) =
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2(T'(u) — T'/(u)) and thus the second part of (3.5) holds unless F,(u, 1) =
F, (u,?2) as.

With the previous notation, we have Fy(u,1)=y,(A, B)?, and also F,(u,2) =
v+ (A, B)?, where A and B are given again by (6.8) with the same Aj’s, and ran-
dom vectors (P ; i Yj, O; ;j) having globally the same distribution as (CI> i Y, 0;)
(which may of course be defined for j > d): these two families of vectors are not
independent, and we have in fact

(6.10) D)= 5 (Pjm1+ D). Tj= S5 (Tojo1 + o)),

plus a more complicated relation relating © ;j with the ®;/ for j* <2j and the
vector a. What we need to prove is then P(|y, (A, B)| # |v+ (A, B)|) > 0.
We have (6.9), and also, by the same argument,

r+l r+i

o 4= (Va1 T Hod | =4\ 5
(A BY=Z+ (—1 ’<— + @, ’)Zﬁ,
WA B =2+ (D' a

Z = Z e det(Ap) det(By ),

1eJ,,d¢l

where we have also used the second part of (6.10). Here, the vector Y54 has a
density and is independent of all other terms showing in the above expression, and
also independent of y, (A, B). Therefore, |y, (A, B)| # |y, (A, B)| almost surely
on the set {Z] # 0}. Now, Z! is the same as Z/, upon replacing (A, B) by (A, B)
everywhere, hence the previous proof shows that indeed Z; Z! #+ 0 a.s. This shows
that in fact P(|y, (A, B)| # |yr (A B)|) =1, thus ending the proof of the second
part of (3.5).

6.3. Some stochastic calculus preliminaries. We assume Assumption (H) and,
by localization (see, e.g., Section 3 in [1]), we may also assume that all processes
X¢, 01, by, az, vy, a), v;, a), v are uniformly bounded in (w,?). The constants
are always written as K, or K, if we want to stress the dependency on an addi-
tional parameter p, and never depend on ¢, i, n, j. For any process Y, we use the
following simplifying notation:

(6.11) Fl'=Faidn, Y/ =Yaian,-
For all p, t, s > 0, we have by the Burkholder—Gundy inequality
6.12) IE( sup |Yiqu — |7 | ]—"t) <K,s"?  ifY=X,0,b,v.

uel0,s]
We set
2
Ne,s = sup 1 Yeru — Yell©s

uel0,s], Y=a,v',v"

6.13)
n, =\/E(772idAn,2dAn | 7).
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LEMMA 6.3. Forallt > 0, we have A,,E(Zl[t:/(z)dA”]_l nt) — 0.

PROOF. It suffices to prove the result separately when ¥ =a or Y = v’ or
Y =v". Set 3" = sup,cg.aaa,) | Yi+s — YilI%, s0 E((n})?) is smaller than E(y)

when i = 0 and than ﬁ fzz(il.d_Al’; dA, E(y,")ds when i > 1. Hence by the Cauchy-

Schwarz inequality,

[t/2d A,1—1 Vi [t/2d A1 ) 1/2
A,,IE( ) n?)f—%(E(An > (@) ))

i=1 i=0

: 12
<wi(E(ng + [ ras))

We have y;' < K, whereas the cadlag property of Y yields that y,'(w) — 0 for
all w, and all s except for countably many strictly positive values (depending on w).
Then, the claim follows by the dominated convergence theorem. [

The proof of Theorem 3.2 is based on a decomposition of the increments

Z?z’fd A, T Z?ﬁfd +x(j—1))a,- In order to understand better this decomposition,

we first deduce from (2.8) that, for any z < ¢ <'s, and with vector notation,

S
/ bydu = o1+ ay + a3 + oy,
!

S
f o, dW, =as +ag+ a7 +og + o9 + a9 + o1,
t

where

S u
o =b,(s — 1), azz/ (/ a@dw) du,
t \Jz
S S u
013:1);/ (W, — W,)du, 0542/ (/ (v, —v;)dWw)du,
t t \Jz

S
as =0, (Wy — W), 066=az/ (u —z2)dw,,
t

N u
a7:/ </ (aw—az)dw>qu,
t \Jz
N S u w
ag:vz/ W, —Wydw,, agz/ </ (/ a;/dr>dWw>qu,
t t Z V4

N u
10 = vj,f/ (/ (W, — WZ)dWw) dw,,
t 4

ol =/ts</zu(/;w(v;/— v;/)dWr>dWw> dw,.
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A repeated use of the Burkholder—-Gundy and Holder inequalities shows that, in
view of our assumptions on the various coefficients, and for any p > 1:

K,(s —2)P/?, ifj =5,

K,(s —2)P, if j=1,8,
E(llej 17 | F2) < Kp(s —2)3P72, if j =3,6, 10,

K,(s —2)%7, if j=2,9,

Kp(s —2)°PPE(n? . | F2), if j=4,7,11.

We can then apply the previous decomposition with z = 2idA,,, t = (2id +
k(j —1))A, and s = (2id + kj)A,, and add the increment of the process X', to
obtain

n,K n,K
Z(Zid+jK)An - Z(Zid+(j—1)K)An
KA,

+\/KA ,B +KA,1)/Z] —i—AnSZ'f’f

(6.14)

for k =1, 2, and where (explicitly writing the components)

[S—

nk,l

i
o M Z O'n " W(zzd+;q)A,, W(Zld-i—/((] 1))A,,)

1 q Qid+kj) Ay

n,k,l n,l n,lmk k k m
.’.’:b.’—i- V.’ / ws — W5 dw
:81,1 i KA, mgl i (2id+/c(j—l))An( N 2szn) K
1 d
Y T Whiareiyan — Wotdre(—1)a,):
KAy J)Cn J n
et 1
Yij = (KA, )3/2

Qid+kj)An
f (s — 2idAy) W™
o 1 Qid-+x (=1 Ay ‘

Qid+kj)Ap
(W —wy! ds
/2zd+/((] 1))A,, s 2ias,)

m,mlk
Vi

—+

MQiQ
Qi

»
I

1

m,

/(21d+Kj)An <fs ( t t 4 ; W
X W' — W5 w > W,
Qid+k(—1))Ap \JQidx(G—1)A, " 2ias,) AW S
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and SZ’{C is a remainder term, and for p > 1 we have the estimates when j < 2d if
k =1and j <d when x =2 (recalling n; ; < K):
6.15) E(lo 17+ 185717 + 117 1A < K,

(|87 | 7)< Kp(AR2 4+ (n)*"F) < K.

We end these preliminaries with a lemma which compares S™* for x = 1,2
with the following processes:

[1/2d Ap]—1
SO =2d0, > y(APF, BMY)
6.16) =0
where AT" = mat(aZ’l’C, e, a?j), B"" = mat(ﬁi'f’l'(, e ,Bl-'f;f).

It also compares vk’ of (3.15) with
, [t/2d Ay]-1 5 , »
6.17) V@I =4d*A, > y(APC By (AT, B
i=0
LEMMA 6.4. If ri(w) <r identically for some r € {0, ..., d}, we have for k,
K'=1,2:

1 1 u.c.p.
(6.18) ( S — s@)”y”) =0
VA, (kAT
and
1 , ,
(619) Vn,K,K _ V(r)n,K,I( ’g 0.

(k' AZyd=r

PROOF. We denote by & the ith summand in the definition (2.13) of S;"*.
Besides the matrices in (6.16), we also define

chc = mat(yl.’fi", Vi) D" = mat(éZ’IK, 8T

1 1

We start with (6.18). Applying (6.5) with & = /k A, the fact that each A?"* has
at most rank r (because r; < r), and the estimates (6.15) plus the Cauchy—Schwarz
inequality, we obtain

1

, ; 2 Ko T,
Geagars = AT B 2k A 4 g

where
G = v (A B e (AT BI) /(A B 1),
E(177]) < KAp + K/ AE(]).
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In view of Lemma 6.3, VA ZWMA” 7 =20, Since S = 2dA, x

ZWMA"] ! g, it remains to prove that A, ZWMA”] ! "’K =L 0.

For this purpose we use the decomposition ¢ = {l-/""( + ¢™*, where
{’”’K = E("" | 7). By Doob’s inequality, (6.15) and the fact that ¢/” is
-measurable, we have

[s/2d Ap]—1 2 [t/2dAy]—-1 Kt
E(sup( Z EZ-N"’K> ) < 2d+1E< Z |§in|2> = A
n

s=t i=0 i=0

H—l

Thus A, Z[Z/ 2dAa]-1 N"’K =220, and the result will hold if we can prove that
;™" = 0. We even prove the stronger statement that E(¢"" | gV v FMy =0,

where G"' is the o-field generated by the whole process W', and this is implied
by

ITeZya—r), Y €Zp—1,a—r+1),1" € I(r d—r—1.1)
(6.20) —> E(det(Glye i) det(Glne ) | V' v F) =0,

E(det(GA;/L,K,B;’t,K) det(GfQ?’K,B?'K,C;/L’K) | gW V ‘En) =

n,x,l
ij
W (@)2iaa,)i=0), with ® a GV v Fi') ® C9-measurable function on £ x
C(R4, R?), where C(R4, R?) is the set of all continuous R?-valued functions on
n,i,l

R, and CY is its Borel o-field for the local uniform topology. When ® = ¢ i or

d= yl"jK ! the map x > ®(w, x) is 0dd, in the sense that ®(w, —x) = —®(w, x),
and it is even when ® = ,B" ol
In (6.20), the three variables det(GAn “ B s det(GAn “ B s)s det(GAn “ B M)

are associated with three functions \IJ \Il/ W’ of the same type. What pre—
cedes yields that W is even (resp., odd) if r is even (resp., odd), and both
W’ and W are even (resp., odd) if r is odd (resp., even). Consequently, the prod-
ucts W’ and WW” are odd in all cases. Since the GV v JF'-conditional law
of (Waiaa,+t — Waiaa,)i=0 1s invariant by the map x — —x on C(R, RY), we
deduce (6.20), hence (6.18) holds.

Finally, we turn to (6.19). Let 6 be the ith summand in the right-hand side
of (3.15), for k, k’ fixed. We can apply (6.6) with h = /k A, and h' = JKk'A,,
and (6.14) and (6.15) again, to get

1 / /
E( or yr(Al?,K, B.n,/()Zyr(Ar?,K , B(L,K )2

(K,K_/A2)d_r l 1 1 1 1
n
Equation (6.19) follows, and the proof is complete. [

The variables o, ,Bi’f’j'(’l and yi’f}-'(’l have the form ®(w, (W(w)ziga,+1 —

)51(@.
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6.4. Proof of Theorem 3.2, Corollary 3.3 and Proposition 3.4.
(1) Observe that, with the notation (3.2) and (3.3), and upon taking

ui = (of', 3, v}, bf),

—  Weidina, — Waiaa,

6.21 W, = ,

(6.21) ; i

W(/Zid-i-t)An - WzlidAn
VA, ’

we have y, (A", B’ 2 =F (ul, k). We consider the two-dimensional variables

&' with components

=

6.22)  EM =24V A, (y (AMF, B =T, (u?), k=12,

Since u! is F;'-measurable, whereas the processes W and W’ above are indepen-
dent of F}', we deduce from (3.4), and from (6.15) for the estimate below, that

BE™ 17 =0, E(I& 117 < KA,
(6.23)
_[4d*AanT(ul),  ifk =«

E(£™% ,”"‘, FM =
&g 1A AdPA,T) (W), ifi £k,

(2) By (6.18), for Theorem 3.2 it is enough to prove the stable convergence

U'(r)" E% U(r), where U’'(r)" is the two-dimensional process with components
U'(r)** = J%(S(r)"’K — S(r)) and the quantity S(r)"* is defined in (6.16). We
have U'(r)" =Y" + Y™, where

[t/2d Ay1—1
Y= Z gl

i=0

1 [t/2d Ay]—1 ‘
Yt/”:m(ZdAn ; F,(a{’,&,v{’,bf’)—foFr(as,&vs,bs)ds)

and £ is given in (6.22). Since the three processes o, v, b are Itd semimartingales,

whereas ', is a C® function, it is well known that Y g 0 (see, e.g., Section 8
in [1]). We are thus left to prove that

(6.24) Y ES U).

By virtue of the first two parts of (6.23), a standard CLT for triangular arrays of
martingale (see [8], Theorem IX.7.28) increments shows that, for (6.24) to hold, it
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suffices to show the next two properties:

[1/2d Ay 11 / . /
(6.25) Y. EETETIF) — VO,
i=0
[t/2d Ay]—1 .
(6.26) > E(§'(Nagt1yaa, — Naiaa,) | Fi') — 0
i—0

for all 7 > 0 and for any bounded martingale N orthogonal to (W, W’) and also for
N =W"or N =W for any m.

The last part of (6.23) and the cadlag property of o, v, b, plus the fact that
I/ and '/ are polynomials, immediately gives us (6.25) by Riemann integration.

The proof of (6.26) is also standard: By construction, & is a two-dimensional
variable of the form ®(w, (Waiga,+:(@) — Waiana, (®))i>o0, (Wz’idAnH(a)) —
Wéi A, (w));>0) similar to the functions occurring in Lemma 6.4, and since in
the definition of £/ one takes squared determinants, all these functions & are glob-
ally even in the sense that ® (w, x, y) = ®(w, —x, —y) for any two functions x, y
on R . So, on the one hand, after multiplying the function ® corresponding to &/’
by x"(2d A,) or y"™*(2d A,), one gets an odd function, and (6.26) when N = W™
or N = W' follows. On the other hand, by the representation theorem one can
write & as the sum of two integrals over (2idA,,2(i + 1)dA,] with respect
to W and W', for suitable predictable integrands; thus when N is orthogonal to
W and W’, the increment Ny y1yqa, — N2iaa, has JF!'-conditional correlation 0
with both those integrals, thus yielding (6.26) again.

Therefore, the proof of Theorem 3.2 is complete.

(3) A simple calculation shows that

og Lt VRLU@E /S r
log?2 1+\/A_nU(r)'%’2/S(V)T

hence on the set Q.. Since the sequence U (r)7 is tight, it follows from a Taylor
expansion that

Rn,T)—r= if S(r)r > 0,

P

(6.27) U= —U@rh?) —0

| S

Rn,T)—r)— ————
./A”( ( )=7) S(r)rlog2
on 7. again. Then Corollary 3.3 follows from Theorem 3.2, upon observing that
the F-conditional variance of U (r)lT -U (r)ZT is the numerator of the right-hand
side of (3.13).

(4) Now we turn to the proof of (3.16), and by (6.19) it suffices to prove the
convergence of V (r)"** . We suppose that x = «’, the proof in the case x # «’
being analogous. We set

4
it =y (A5 B o =ROELF), " = -

]
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As for (6.23), we deduce from (3.4) and (6.15) that
=T+ T )’ E(n") < K.

On the one hand, the same argument as for proving (6.25) shows that 4d%A,, x
Z[I/ 2dAn]-1 n!" converges in the u.c.p. sense to the right-hand side of (3.16) (for

k = «’). On the other hand, since 1/ is a martingale increment relative to the filtra-

tion (F");>0, we deduce from Doob’s inequality that 4d>A Z[[/ 2dAn)-1 n" ==
0. We then deduce (3.16).

(5) Finally, for (3.17) it is enough to show the convergence in probability in
restriction to each set Q7 for r =0, ..., d. For this we use the following con-

vergence properties, which readily follow from (3.8), (3.12), in restriction to the
set 7.

P S P
NE: sl = S(r)r>0, Rn,T)—r,
n
together with (3.16) applied at time 7', which also holds on €2’.. Then (3.17) fol-
lows after a (slightly tedious) calculation, in view of the form (3.13) of V(T)
on 7: the proof of Proposition 3.4 is complete.

6.5. Proofs of Theorems 4.1 and 4.5. We begin with a lemma. Its setting ap-
parently extends the setting of the theorem to be proved, but this will be useful
for the proof itself. The extension concerns the fact that we replace the non-
random terminal time 7T by a stopping time, still denoted by 7', which is pos-
itive and bounded. In this case, the notation (2.3) still makes sense, as well as

A(p)} and a(n, T) and V}”K/, as given by (4.2) and (4.6).

LEMMA 6.5. Assume Assumption (H) and ry =r for all t <T with T a
positive finite stopping time and r € {0,...,d}. Then for all p > 0, k,k’ €
{1,2} and ©*“ as in (3.16) we have

(6.28) A(p)l —> TrP,

(6.29) ;V”’Kk'ﬂ)Zd_/T< ! - )26”""/ds
' (' A2yd=r = T 0 \Tr(0,G. v, by)  S(r) *

Moreover, if r > 1, the following stable convergence in law holds, where U(r) is
defined in Theorem 3.2:

(U(r)'%, \/%(A(p)'% —a(n, T)rp))
(6.30) "
prP~ I T

1
gz 0 F(GS7 vé’b)

(U(r)T, (@u(r)! — dU(r)f)).
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PROOF. (1) Let y, = I'y(0y, G, v, by), which is a continuous process, pos-
itive on [0, 7] by Lemma 3.1. Thus 7,, = m A T A inf(¢:y; < 1/m) satisfies
P(T,, =T) — 1 as m — oo and, if any one of the claimed convergence holds
for each T,, (instead of T), it also holds for 7. In other words, we can assume
T < A and 1/y; < A for some constant A and all ¢ € [0, T]. Moreover, [, is a
polynomial, so the process y; is a continuous Itd semimartingale, and by localiza-
tion again one can assume that for some other constant A’,

(6.31) E(|yi4s — vil?) < A's.

The sequence U (r)" converges in law toward a continuous process, so the
moduli of continuity p(n,x) = sup(|U ()}, — U@}t < A',|s| < x) sat-
isfy lim, o limsup, P(p(n,x) > 1) = 0, and thus with the simplifying notation
w, =2dk, A, we have

P(2,) — 1
(6.32)
where Q, ={|[U@)}, — U@} <1Vt <A, s < w,}.
(2) Observe that
_ 1 " A
R! =r+ logg’ + nnim’
log2 g+ Ay
where
&' =S idagrw, — STian,. M = UEsA 0 — Ui -

Recalling 1/y; < A, and since ¢ = w,(y2ian, + pj'), Where E(|pi”|2) < Aw,
by (6.31), one has

wy, 1

&' Vaida,

(6.33) 05%514, IE(
1

Moreover, take o € (0, 1/2) such that %glz_o‘)l < 1/2. For n large enough, we

2
) < A%2A"w,.

have A/ A, /w, < o because k,,Af,/4 — 00. In this case, in restriction to the
set 2, forall i <[T/2dA,] — k, — 1 we have with a constant K (varying from
place to place below):

SR AVE
gl - w, — 2
1 a2
’1?”— _ VAT T A
! log2 et — w?
(6.34) _
- KA 1
r>1 = —‘—1‘5 “A <,
r wy,
N KJA 1
r=0 = |R}|< “A=
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(3) Recalling (4.2) and T < A, when r = 0 the last estimate above yields
p/2

n

wh

which goes to 0 because k,+/A;; — o0. Thus in view of (6.32) one gets (6.28)
when r = 0.

(4) At this stage, we start proving (6.30), and thus assume r > 1. We observe
that

E(A(p)rle,) < KA

1 n p T n
Yn1=«/A_(A(p)T—a(n,T)r)=wn Z &
n i=0
where
1 .
& = (IR 17 A+ 17 ),
n

Equation (6.34) implies that for n large enough, |§§’| <d+1 (recall r <d), hence
a Taylor expansion of the function x + |r + x|? — r? implies, again for n large
enough:

p—1 1 n,2 A
gn — 27 Mik, ] Nika | _ g ¥ 5= on Qg and fori < [T/w,] —2.
log?2 Cik, w;
Upon using (6.33), and by the Cauchy—Schwarz inequality, it follows that
] n,l n,2
prP= Mg, — Mg VA,
E(g."— z L lgn>§K + K Jwy,
! log2 wuYi-1yw, w2 8
hence

1 [T/wy1-2 n,1 _ n2
pr? = ik, — Nik,,

log2 = Vi-Duw,

E(|Y, — Y, |lq,) =0 where Y, =

because k;, Az/ * _ 00. Recall also (6.27). Then, by virtue of (6.32), the conver-
gence (6.30) will follow from

UL Y S Ue)r. V),
(6.35)
_ prpfl T

aur)! — aur)?).
g2 Jo T(03,3, v, by A s — AUTN)

(5) By Theorem VI.6.15 of [8] it follows from (6.23) and (6.25) that not only
does the sequence of processes U (r)" converge in law, but it also enjoys the so-
called P-UT property (predictable uniform tightness). By a trivial extension of
Theorem VI.6.22 in [8], this implies that if a sequence H" of adapted cadlag
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two-dimensional processes on €2 is such that the pair (U (r)", H") S U, H)
(functional convergence for the Skorokhod topology), the bi-dimensional pro-
cesses (U ()", fé H dU(r)?) converge stably in law to (U(r), fé Hy_dU(r)y),
and since U(r) is continuous and 7 is F-measurable, this in turn implies
the stable convergence of the variables (U (r)%., fOT H!' dU(r)}) E;; Ur)r,

fOT Hs_dU(r)s). At this point, (6.35) follows by taking the processes H" and H
with components

rP=1
B =—g"? =L it e(( = Dwn, Gwy) AT,
Yii—1)w, 1082
—1
pr?
H'=—H>= Li<T).
t t )/t 10g2 {tST}

[Note that the joint stable convergence (U ()", H") £:_s> (U(r), H) holds because
1/y; is continuous.] This ends the proof of (6.30).
(6) Since (6.30) implies (6.28) when r > 1, we are left to prove (6.29). We

fix «,«’. Our first observation is that, since U g C—_§ U(r)r follows from
(3.8) as seen before, the proof of (3.12) carries over to the case T is a stop-

ping time. Therefore (ﬁ (n,T)—r)logA, ib> 0 because here Q' = 2, and thus

AR@T)=r 1. It follows that (6.29) amounts to proving the same result for the

~ / —_— !/
variable V72" which is the same as V7;*“ except that in front of the sum we

substitute AL T2 2ROT) iy AL+2d=2r,

With 0" being as for Proposition 3.4, the ith summand in the right-hand side of
(3.15), we have

2 d—r~\ J
e TATNT
Ve = Y (Foi) B
=0~ ST

[T/)2d Ap]—kn—1
where B(j)} = 4d° A, Yoo vrer,
(6.36) =0
Wy 2
v(0)! = <—1) :
é.in + Anﬂ?’

w

() =—2—" v =1.
l '+ «/A_nn?’l l
Combining (6.33) and (6.34), we obtain for i < [T /2dA,] —k, — 1 and all n large
enough:
n 1 2 n 2 An
E{ |v(0); — —| lo, | + E{ [v(1); + lo, | < K|(—=+w).
(Y2ida,) V2id A, wy
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Since by localization we may assume that the processes oy, v, by are bounded, we
may also assume 6;' < K, and upon using (6.32) once more, we then deduce that
B(j)’} as the same asymptotic behavior as B’(j)% which is given by the same
formula, with v () substituted with the following variables v'(;j)’:

1 1
VO = ., VD=—2——\ V@=L
(v2idn,) V2id A,

This allows us to get, with Y (0) = # (1) = % and Y(2) =1,

T !
(6.37) B(j)l — 2d / Y (j)s O ds
0

(KK’ A%)d_r
[indeed, the case j =2 is (3.16), and the other two cases follow from a standard

argument, similar to step 5 above, but simpler because the integrand is a cadlag

bounded process not depending on 7, and ;' > 0]. Using further TAz_r / S?’l N

T /S(r)r and recalling (6.36), and upon expanding the square in the right-hand side
of (6.29), we obtain this convergence and the lemma is proved. []

PROOF OF (a) OF THEOREM 4.1.  Since R(n, T) —— Ry by (3.12), it suffices
to prove that

T
(638) Yy > Ap)ri= [ )7 ds.

The assumption implies the existence of a sequence of stopping times 7; increasing
to infinity, such that 7p = 0 and 7; < 74 if T; < 00, and such that the process r;
takes a constant (random) value p(j) on the time interval J; = (t;_1, 7;), with
p(j)#p(j+1)if 0 <1; <o0.In view of the discussion preceding (2.3), the
values rr; is necessarily smaller than or equal to p(j) A p(j + 1), but is irrelevant
to our discussion. We also denote by N7 the biggest j such that t; < T.

With an empty sum being set to 0, we have

Nt [(t;AT)/wy]-2
AP =Y "Y(Dn+Zu,  Y(Gu=w, > |RY
j=1 i=[tj—1/wn]+1

and where Z,, is the sum of at most 3Ny terms of the form wn(lﬁf [P A(d+ 1P).
Since Nt is finite and w, — 0, we have Z!' — 0 (pointwise), and it suffices to
show that for each j > 1 we have

(6.39) Y(j)n —> Y (j) = (T AT) = (T ATji—D)p(DP.

We then fix j. The variable Y (j), is the process A(p)" evaluated at time 7; =
T A tj — tj— relative to the underlying process X (j); = Xr;_,++, up to at most
two border terms. We thus might be tempted to apply (6.28) right away, and indeed
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X (j) satisfies Assumption (H) for the filtration F(j), = F; SRR relative to which
T; is a positive bounded stopping time. There are, however, a few problems to
overcome:

1. The rank r; (X (j)) associated with X (j) is equal to p(j) for all 7 € (0, T}), but
not necessarily for = 0, nor for r = T7;
2. This rank p(j) is random, albeit F(j)g-measurable.

To solve these problems, we fix ¢ > 0 and consider the process X (j,¢e); =
Xz, +e+t, satisfying Assumption (H) for the filtration F(j, &); = Fr; 4o+, and
the F(j, &),-stopping time T (j, &) =T A1j — T Atj_1 — 2¢. The associated rank
isthus p(j) forallt € [0, T (j, €)], and we will show that if A(p, j, ) is associated
with X (j, €) by (4.2), we have

. P . . .
(640) AP, J, 7o — TU. PN =T Atj =T ATjo1 = 28)p()HP.

Indeed, it suffices to prove this in restriction to each set Q. = {p(j) = r} satisfying
P(2).) > 0. If P, denotes the (usual) conditional probability P(- | €2).), the process
X (J,€), on the space (2., F N Q.., (F(j,e) NQ.), P, still satisfies Assump-
tion (H) and the associated rank is now r on the time interval [0, T'(j, €)]. Then
Lemma 6.5 yields the convergence (6.40) under IP,, hence under PP in restriction to
each €2, hence under P on € itself.

Finally, the difference Y (j), — A(p, J, s)’}(j’g) is a sum of at most 2[e/wy]
terms, each one smaller than w, (d + 1)?, so this difference is smaller than K¢,
as is the difference between the two right sides of (6.39) and (6.40). Hence (6.39)
follows from (6.40), by taking first n — 0o and then ¢ — 0. This completes the
proof. [J

PROOF OF (b) OF THEOREM 4.1. Exactly as in the previous proof, it
is enough to prove the result when r, = r > 1 identically, for some nonran-
dom r € {1,...,d}. By a standard localization procedure, we can assume that
I'y(oy, G, vy, by), which is positive everywhere, is bounded from below by a con-
stant 1/A with A > 0, so the assumptions of Lemma 6.5 are satisfied. Therefore,
(6.27) and (6 30) yield that, with Y;,, and ) as in the proof of Lemma 6.5 and with
Z, = (R(n T)—r)and Z = S(r)rlogZ(u(r)T (r)z) we have

(6.41) Y,. Z) Z=2 . 2).

Then we obtain
1 amn,T), p
— VALZ .

VA, VA, (=l v AnZal")

On the one hand, a(n, T) — T. On the other hand, since Z, converges in law
and r > 1, we have by the mean value theorem

L
VA

B(n,p, T)=Y, +

—|r + VA Za|") + prP T Z, = 0.
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Hence, (6.41) yields

1 L—s -1
B(nvva)—>B(paT)=y_Tprp Z'
Ay
The pair (Y, Z) being JF-conditionally centered Gaussian, the same is true of
B(p, T), and the form (4.5) of its conditional variance is easily checked by virtue
of (3.9). O

PROOF OF THEOREM 4.5. It is easy to construct a process X’ which satisfies
the assumptions of (a) of Theorem 4.1 and such that X; = X, for all t < T on

the set Q? Then on this set B(n, p, T) is the same, when constructed upon X
or upon X', and thus it converges in probability on this set to a strictly negative
variable. On the other hand, Z(n, p, T) is B(n, p, T) divided by a quantity which
by construction is smaller than A,l/ 4. Then the convergence Z(n, p, T) — —oo on

523; is clear.

It suffices to prove (4.7) on the set 27 N Q7 for any r € {0, ..., d} such that
P(27) > 0. For this, we can argue under the conditional probability PP, = IP(- |
{ro =r}), or equivalently suppose that we have in fact ro = r. As above, one can
construct a process X’ which satisfies the assumptions of Lemma 6.5 for some
stopping time 7’ which satisfies 7’ > T on the set Q7, and we can apply (6.29) to
X' and the stopping time 7’ A T. This gives us (6.29) for X, in restriction to the
set Q7.

At this point, (4.7) follows from (6.29) by exactly the same calculations as
(3.17) follows from (3.16).

Finally, since V(n, p.T) i}) V(p, T) on Q7F, we have Z(n, p,T) = B(n, p,
T)/~/AyBV(n,p,T) on a set Q2 whose probability goes to 1. The first part
of (4.9) than follows from (4.4) and (4.7) by delta method for stable convergence.

O

6.6. Proof of Corollary 3.6. The same stopping argument as in step 2 of the
previous proof allows us to show that, without assumptions on the rank process r;,
the stable convergence in law (3.8) holds in restriction to the set Q'., as soon as we
restrict our attention to the time interval [0, T'].

At this stage, the first claim of Corollary 3.6 follows from (3.12), an applica-
tion of the delta method, (3.17) and classical properties of stable convergence in
law. Equation (3.14) is in turn a trivial consequence of (3.12) and the definition
of R"(n, T).

6.7. Proof of Propositions 3.7, 3.8 and 4.6. Equation (3.20) is an obvious con-
sequence of the stable convergence (3.18). For the alternative-consistency, it suf-
fices to prove that for any r’ # r we have

(6.42) P(C(a)t=" N Q) — P(Qy).
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On the set Q’T/ we have S(n, T) ib) 2d_r/, and by (3.17) the variables V (n, T)
converge in probability to a limit which is [0, co)-valued (actually, it is a.s. pos-

itive, but we do not use this fact here), so that A,V (n, T) i) 0. Since ' #r,
(6.42) readily follows from the definition of C (oz)’%’:r.

Propositions 3.8 and 4.6 are proved analogously, the alternative-consistency in
the latter case following from the second part of (4.9).

Acknowledgments. We would like to thank Tobias Fissler for a careful proof-
reading of the manuscript.
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