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Generalized covariation and extended Fukushima decompositions
for Banach valued processes.
Application to windows of Dirichlet processes.
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May 21th, 2011

Abstract

This paper concerns a class of Banach valued processes which have finite quadratic variation.

The notion introduced here generalizes the classical one, of Métivier and Pellaumail which is quite
restrictive. We make use of the notion of y-covariation which is a generalized notion of covariation
for processes with values in two Banach spaces Bi and Bs. x refers to a suitable subspace of the
dual of the projective tensor product of B; and Bz. We investigate some C" type transformations
for various classes of stochastic processes admitting a y-quadratic variation and related properties.
If X! and X? admit a y-covariation, F' : B; — R, i = 1,2 are of class C' with some supplementary
assumptions then the covariation of the real processes F'(X') and F?(X?) exist.
A detailed analysis will be devoted to the so-called window processes. Let X be a real continuous
process; the C([—7,0])-valued process X(-) defined by X;(y) = X¢4,, where y € [—7,0], is called
window process. Special attention is given to transformations of window processes associated with
Dirichlet and weak Dirichlet processes. In fact we aim to generalize the following properties valid
for B = R. If X = X is a real valued Dirichlet process and F' : B — R of class C'(B) then F(X)
is still a Dirichlet process. If X = X is a weak Dirichlet process with finite quadratic variation,
and F : C**([0,T] x B) is of class C*', then (F(t,X;)) is a weak Dirichlet process. We specify
corresponding results when B = C'([—7,0]) and X = X (-). This will consitute a significant Fukushima
decomposition for functionals of windows of (weak) Dirichlet processes. As applications, we give a
new technique for representing path-dependent random variables.
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1 Introduction

The notion of covariation is historically defined for two real valued (F;)-semimartingales X and Y and it
is denoted by [X,Y]. This notion was extended to the case of general processes by mean of discretization
techniques, by [E], or via regularization, see for instance [@, E] In this paper we will follow the language
of regularization; for simplicity we suppose that either X or Y are continuous. We propose here a slight
different approach than [@]

Definition 1.1. Let X and Y be two real processes such that X is continuous. For € > 0, we denote

" (Xgpe — X3) (Yoye — Yo
[X,Y];:/ (Kore = Xs) Vo s)ds, t>0. (1.1)
0

€

We say that X and Y admit a covariation if
i) lim.,o[X, Y] exists in probability for every ¢ > 0 and

ii) the limiting process in i) admits a continuous modification that will be denoted by [X,Y].

If [X, X] exists, we say that X is a finite quadratic variation process (or it has finite quadratic
variation) and it is also denoted by [X]. If [X] = 0, X is called zero quadratic variation process.
We say that (X,Y) admits its (or X and Y admit their) mutual covariations if [X], [Y] and [X,Y]
exist.

Remark 1.2. 1. Lemma [L.J below allows to show that, whenever [X, X] exists, then [X, X]¢ also
converges in the ucp sense as intended for instance in the @, @] sense. The basic results established
there are still valid here, see the following items.

2. If X and Y are (F;)-local semimartingales, then [X, Y] coincides with the classical covariation, see
Corollaries 2 and 3 in [R7].

3. If X (resp. A) is a finite (resp. zero) quadratic variation process, we have [A4, X| = 0.

We recall two useful tools related to the notion of covariation for real valued processes, see Lemma 3.1
from [24] and Propostion 1.2 in [23].

Lemma 1.3. Let (Z¢).~¢ be a family of continuous processes indexed by [0, 7). We suppose the following.
1) Ve > 0, t — Zf is increasing.

2) There is a continuous process (Z;):eo,7) such that Zf — Z; in probability for any ¢ € [0,T] when ¢
goes to zero.

Then Z° converges to Z ucp, where ucp stands for the uniform convergence in probability on each
compact.

Proposition 1.4. Let X and Y be two continuous processes admitting their mutual covariations. Then
for every cadlag process H on R™ we have

/‘ H (Xs-i-e - Xé) (Yts-i-e - Yts)
0

€

ds =% /Hsd[X,Y]S.
e—0 0

Definition 1.5. 1. An (F;)-adapted real process A is called (F;)-martingale orthogonal process
if [A, N] = 0 for any continuous (F;)-local martingale N.



2. A real process A is called (F;)-strongly predictable if there is p > 0 such that X.o, is (F;)-
adapted.

Previous notion was introduced in [ﬂ], the proposition below was the object of Corollary 3.11 in [E]

Proposition 1.6. Let A be an (F;)-strongly predictable process and M be an (F;)-local martingale.
Then [A, M] = 0. In particular an (F;)-strongly predictable process is an (F;)-martingale orthogonal
process.

Important subclasses of finite quadratic variation processes are Dirichlet processes. Probably the best
denomination should be Féllmer-Dirichlet processes, since a very similar notion was introduced by [E]
in the discretization framework.

Definition 1.7. A real continuous process X is a called (F;)-Dirichlet process if X admits a decom-
position X = M + A where M is an (F;)-local martingale and A is a zero quadratic variation process.
For convenience, we suppose Ag = 0.

The decomposition is unique if for instance Ag = 0, see Proposition 16 in [@] An (F;)-Dirichlet process
has in particular finite quadratic variation. An (F;)-semimartingale is also an (F;)-Dirichlet process, a
locally bounded variation process is in fact a zero quadratic variation process.

The concept of (F;)-Dirichlet process can be weakened. An extension of such processes are the so-
called (F;)-weak Dirichlet processes, which were first introduced and discussed in [@] and [[19], but they
appeared implicitly even in [@] Recent developments concerning the subject appear in [@, , @] (F1)-
weak Dirichlet processes are generally not (F;)-Dirichlet processes but they still maintain a decomposition

property.

Definition 1.8. A real continuous process Y is called (F;)-weak Dirichlet if Y admits a decomposition
Y = M + A where M is an (F;)-local martingale and A is an (F;)-martingale orthogonal process. For
convenience, we will always suppose Ay = 0.

The decomposition is unique, see for instance Remark 3.5 in [@] or again Proposition 16 in [@] Corollary
3.15 in [ makes the following observation. If the underlying filtration (%) is the natural filtration
associated with a Brownian motion W, then any (F;)-adapted process A is an (F;)-martingale orthogonal
process if and only if [A, W] = 0. An (F;)-Dirichlet process is also an (F;)-weak Dirichlet process, a zero
quadratic variation process is in fact also an (F;)-martingale orthogonal process. An (F;)-weak Dirichlet
process is not necessarily a finite quadratic variation process; on the other hand, there are (F;)-weak
Dirichlet processes with finite quadratic variation that are not Dirichlet, see for instance [ Let Y be
an (JF;)-weak Dirichlet process with decomposition Y = W+ A, W being a (F;)-Brownian motion and the
process A an (F;)-martingale orthogonal process; if A has with finite quadratic variation, then Y is also
a finite quadratic variation process and [Y] = [W] + [A4]. In Theorem we will provide another class
of examples of (F;)-weak Dirichlet processes with finite quadratic variation which are not (F)-Dirichlet.
An important property in stochastic calculus concerns the conservation of the semimartingale or Dirichlet
process features through some real transformations. Here are some classical results.

a) The class of real semimartingales with respect to a given filtration is known to be stable with
respect to C?(R) transformations, i.e. if f € C%(R) or difference of convex functions, X is an
(Fi)-semimartingale, then f(X) is still an (F;)-semimartingale.

b) Finite quadratic variation processes are stable under C!(R) transformations.



¢) Also Dirichlet processes are stable with respect to C*(R) transformations. If f € C*(R) and X =
M + A is a real (F;)-Dirichlet process with M the (F;)-local martingale and A the zero quadratic
variation process, then f(X) is still an (F%)- Dirichlet process whose decomposition is f(X) = M+A,
where M; = f(Xo) + f(f f'(Xs)dM, and A, = f(X;) — My; see [}] and 26 for details.

d) In some applications, in particular to control theory (as illustrated in [E] ), one often needs to know the
nature of process (f(t, X;)) where f € C%1(R* x R) and X is a real continuous (F;)-weak Dirichlet
process with finite quadratic variation. It was shown in [@], Proposition 3.10, that ( ft, Xt)) is an
(Ft)-weak Dirichlet process. Obviously, (f(t, Xt)) does not need to be of finite quadratic variation.
Consider, as an example, f only depending on time, deterministic, with infinite quadratic variation.

Let By, Bz be two general Banach spaces. If X (resp. Y) is a By (resp. Bz) valued stochastic process
it is not obvious to define an exploitable notion of covariation of X and Y even if they are H-valued
martingales and B; = By = H is a separable Hilbert space. In Definition @ we recall the notion of
x-covariation (resp. x-quadratic variation) introduced in [ﬁ] in reference to a subspace y of the dual
of B1®;Bs, where X is Bj-valued and Y is Bs-valued. When x equals the whole space (B1®yBs)*,
we say that X and Y admit a global covariation. In [@, E] one introduces two historical concepts of
quadratic variations related to a Banach valued process X, the real and tensor quadratic variations.

In Definition 1.3, Propositions 1.5, 1.6 and Corollary 1.7 of [ﬂ] we recover in our regularization language

those notions. In Proposition 3.16 of [ﬁ] we show that whenever X has a real and tensor quadratic

variation then it has the global quadratic variation. Many Banach space valued processes do not admit

a global quadratic variation, even though they admit a y-quadratic variation for some suitable y, see [ﬂ],

Section 4 for several examples. In this paper, given different classes of stochastic processes X with values

in some Banach space B and a functional F' : B — R with some Fréchet regularity, we are interested in

finding natural sufficient conditions so that F'(X) is a real finite quadratic variation process, a Dirichlet
or a weak Dirichlet process.

— In Theorem @ we show that if X is a B-valued process with y-quadratic variation and F': B — R is
of class C* Fréchet with some supplementary properties on DF, then F(X) is a real finite quadratic
variation process. This constitutes a natural generalization of previous item b) concerning real valued
processes.

A typical Banach space which justifies the introduction of the notion of y-quadratic variation is B =

C(]—,0]) for some 7 > 0. If X is a real continuous process, the C([—7,0])-valued process X (-) defined

by Xi(y) = Xi4y, where y € [—7,0], is called window process (associated with X). If X is an

(Ft)-Dirichlet (resp. (F:)-weak Dirichlet), the process X (-) is called window (F;)-Dirichlet (resp. (F3)-

weak Dirichlet) process. For window processes, we obtain more specific results. We introduce here a

notation which will be re-defined in Section E Let a be the vector (any,an—1,...,a1,0) which identifies

N +1 fixed points on [—7,0], =7 = any < an—_1 < ...a1 < ag = 0. Space D,([—7,0]) denotes the Hilbert

space of measures p on [—7, 0] which can be written as a sum of Dirac’s measures concentrated on points

a;, i.e. p(dr) = Zfio Aidg; (dx), A; € R. Do([—7,0]) denotes the space D, ([—7,0]) when a = (0), i.e. the

linear space of multiples of Dirac’s measure concentrated in 0. The following items are generalizations of

properties c), d) valid for real processes. We set B = C([—, 0]).

— Let X be an (F;)-Dirichlet process, with associated window process X = X (-) and again F': B — R
of class C! Fréchet. Theorem gives conditions so that F(X) is a real (F;)-weak Dirichlet process.
Under a stronger condition, Theorem shows that F(X) is a real (F%)-Dirichlet process. More
precisely Theorem (resp. Theorem ) states the following. Let F : B — R be of class
c! (B) in the Fréchet sense such that the first derivative DF(n) at each point n € B, belongs to
Do ([—7,0]) ® L?([-7,0]) (resp. Do([—T,0]) ® L?([—7,0])). We suppose moreover that DF, with values
in the mentioned space, is continuous. Then F(X) is a real (F;)-weak Dirichlet process (resp. Dirichlet



process).

— Previous item is extended to the case when X is an (F;)- weak Dirichlet process with finite quadratic
variation in Theorem . Let F : [0,7] x B — R as time dependent of class C%!. Similarly to
the case when B is finite dimensional, , we cannot expect (F(t, Xt())) to be a Dirichlet process.
In general it will not even be a finite quadratic variation process. In Theorem we state the
following. Suppose that the first derivative DF(t,n), at each point (¢,7) € [0,T] x C([—T,0]), belongs
to Du([—7,0]) ® L?([-7,0]). We suppose again that DF, with values in the mentioned space, is
continuous. Then (F(t, X;(+))) is at least a weak Dirichlet process.

— If DF does not necessarily live in D,([—7,0]?) & L?([—7,0]), and in some cases even if ¢t — DF(t,n)
for fixed 7 is only stepwise continuous but it fulfills a technical condition called the support predictabil-
ity condition (see Definition ), it is possible to recover the conclusion of previous statement, see
Theorems @ and .

One of the consequences of the paper is that, under some modest conditions on a functional F : [0,7] x

B — R and on a B-valued process X which is a window of a semimartingale (with B = C([—7,0])), it is

possible to characterize F'(t,X;) through a Fukushima type decomposition, which is unique, and it plays

the role of It6 type formula under weak conditions. The Fukushima decomposition given in Theorems
b.1d, and is innovating at the level of stochastic analysis. In fact it does not concern the
decomposition of a functional of an infinite dimensional Dirichlet process (or maybe weak Dirichlet); in
fact, even the window of a semimartingale is generally not a B-valued semimartingale, see Proposition

4.7 in [{].

In Section ﬂ, we consider a diffusion X such that X; = X + fot o(r, X,)dW, + f(f b(r, X, )dr and o0,b :

[0,7] x R — R of class C%! whose partial derivative in the second variable is bounded. Even if o is

possibly degenerate, we give representations of a class of path dependent random variables h depending

on the whole history of X via a functional C'* Fréchet. A first representation result is Proposition
which is based on Theorem @ When the process X is a standard Brownian motion we allow the
functional not be smooth, see Section [.d. In Section .4 we consider h of the form f(Xy,,..., X¢y)

0 <t <..<ty=Tandf € C*RYM) with polynomial growth. In this case the representation

can be associated with N PDEs, each-one stated when the time ¢ varies in the subinterval (¢;,_1,t;), for

1<i<N.

The paper is organized as follows. After this introduction, Section E contains general notations and
some preliminaries. Sectionﬁ will be devoted to the definition of y-covariation and y-quadratic variation
and some related results. In that section we will remind the evaluation of y-covariation and y-quadratic
variation for different classes of processes. In Section E, we discuss how a B-valued process having some -
quadratic variation transforms. In Section [] we concentrate on the case B = C(|—7,0] and on generalized
Fukushima decomposition of windows of Dirichlet or weak Dirichlet processes. At Section E we provide
an application to the problem of recovering quasi-explicit representation formulae for square integrable
random variables.

2 Preliminaries

In this section we recall some definitions and notations concerning the whole paper. Let A and B be two
general sets such that A C B; 14 : B — {0, 1} will denote the indicator function of the set A, so 1a(z) =1
ifx € Aand 14(x) = 0if 2 ¢ A. We also write 14(x) = 1{zca}. Throughout this paper we will denote
by (Q,F,P) a fixed probability space, equipped with a given filtration F = (F;);>¢ fulfilling the usual
conditions. Let E and F be Banach spaces over the scalar field R. We shall denote by L(E; F') the Banach



space of F-valued bounded linear maps on E with the norm given by ||¢|| = sup{||¢(e)||r : |le|lz < 1}.
When F' = R, the topological dual space of F will be denoted simply by E*. If ¢ is a linear functional on F,
we shall denote the value of ¢ at an element e € E either by ¢(e) or (¢, e) or even - (¢, e) g. Throughout
the paper the symbols (-,-) will denote always some type of duality that will change depending on the
context. We shall denote the space of R-valued bounded bilinear forms on the product E x F' by B(E x F)
with the norm given by ||¢||s = sup{|o(e, f)| : llelle < L;||fllr < 1}. If @ < b are two real numbers,
C([a,b]) will denote the Banach linear space of real continuous functions equipped with the uniform
norm denoted by || - ||oo. If K is a compact subset of R", M(K) will denote the dual space C'(K)*, i.e.
the so-called set of finite signed measures on K. Our principal references about functional analysis and
Banach spaces topologies are [, ﬂ]

The capital letters X, Y, Z (resp. X,Y, Z) will generally denote Banach valued (resp. real valued) processes
indexed by the time variable ¢t € [0,7] with T" > 0. A stochastic process X will also be denoted by
(Xt)tefo,r)- A B-valued (resp. R-valued) stochastic process X : Q x [0,T] — B (resp. X: Q x [0,7] — R)
is said to be measurable if X :  x [0,T] — B (resp. X : Q x [0,7] — R) is measurable with respect
to the o-algebras F ® Bor([0,T]) and Bor(B) (resp. Bor(R)), Bor denoting the corresponding Borel
o-algebra. We recall that X : Q x [0,T] — B (resp. R) is said to be strongly measurable (or measurable
in the Bochner sense) if it is the limit of measurable countable valued functions. If X is measurable and
cadlag with B separable then X is strongly measurable. If B is finite dimensional then a measurable
process X is also strongly measurable. If nothing else is mentioned, all the processes indexed by [0, T
will be naturally prolonged by continuity setting X; = Xy for t < 0 and Xy = Xp for ¢t > T. A similar
convention is done for deterministic functions. A sequence (X"),en of continuous B-valued processes
indexed by [0,7], will be said to converge ucp (uniformly convergence in probability) to a process X if
Supg<i<7 [|XP — X¢||p converges to zero in probability when n — oo. The Fréchet space €([0,T]) will
denote the linear space of continuous real processes equipped with the ucp topology and the metric
dX,Y)=E [supte[O,T] X — Y| A 1] We go on with other notations.

The direct sum of two Banach spaces F; and Fs will be denoted by F := Fy @& FEs. F is still a Banach
space under the 2-norm defined by [ley + e2||z == (|le1]|%, + [le2l|%,)'/2. If each of the spaces E; is a
Hilbert space then E coincides with the uniquely determined Hilbert space with scalar product (e, f)g =
(e1 +ea, f1+ fo)r = Z?:1<ei, fi)i, where (-, -); is the scalar product in E;.

We recall now some basic concepts and results about tensor products of two Banach spaces E and F.
For details and a more complete description of these arguments, the reader may refer to [@], the case
with E and F' Hilbert spaces being particularly exhaustive in @] If F and F are Banach spaces, the
Banach space E®, F (resp. E®p,F) denotes the projective (resp. Hilbert) tensor product of the Banach
spaces E and F. If E and F are Hilbert spaces the Hilbert tensor product E®pF is a Hilbert space.
We recall that E®, F is obtained by a completion of the algebraic tensor product E ® F equipped with
the projective norm 7. Let {z;}1<i<n C E and {y;}1<i<n C F, for a general element u = Y ;" | 2; @ y;
in E®F, m(u) = inf {3 ||zl il : v=Y 7,2 @y;}. Let e € E and f € F, symbol e ® f (resp.
e®?) will denote a basic element of the algebraic tensor product E ® F (resp. E ® E). The space
(E®,F)* denotes, as usual, the topological dual of the projective tensor product. There is an isometric
isomorphism between the dual space of the projective tensor product and the space of bounded bilinear
forms equipped with the usual norm:

(E@.F)* = B(E x F) = L(E; F*) . (2.1)
Through relation

(5&. 7y (T sz QYi)pg, r =1 (Z T ® yz) = Zf(zuyz) = ZT(%)(Z/J (2.2)
i=1 i=1 i=1 i=1



we associate a bounded bilinear form T € B(E x F), a bounded linear functional 7' on E®,F and an
element T € L(F; F*). In the sequel that identification will be often used without explicit mention.

The importance of tensor product spaces and their duals is justified first of all from identification (@)
In fact the second order Fréchet derivative of a real function defined on a Banach space E belongs to
B(E x E). We recall another important property.

M([~7,01%) C (C([~7,0))@C([-7,0]))" . (2.3)

Let 01, 12 be two elements in C([—7,0]). The element n; @72 in the algebraic tensor product C([—7, 0])®?
will be identified with the element 1 in C([—7,0]?) defined by 7(z,y) = m (x)n2(y) for all x, y in [—7,0].
So if u1 is a measure on M([—7, 0]?), the pairing duality M([=7002) {11, m ®N2) ¢([—7,0)2) has to be understood
as the following pairing duality:

M([=m02) s M e ((=7,002) :/
([=701%) o

v yutdedy) = [ m@mnir.dy) (2.4
Along the paper, spaces M([—7,0]) and M([—7,0]?) and their subsets will play a central role. We will
introduce some other notations that will be used in the sequel. Let —7 = ay < any-1 < ...a1 <ag=0
be N + 1 fixed points in [—7,0]. Symbol a will refer to the vector (an,an—1,...,a1,0) which identifies
N + 1 points on [—7,0].
— Symbol D;([—, O]) (shortly D;), will denote the one dimensional Hilbert space of multiples of Dirac’s
measure concentrated at a; € [—7,0] , i.e. D;([—7,0]) := {p € M([—7,0]); s.t.u(dx) = A dq, (dz) with X €
R} ; the space Dy will be the space of multiples of Dirac measure concentrated at 0.
— Symbol Dy([—7,0]) (shortly D,), will denote the (N + 1)-dimensional Hilbert space of multiples of
Dirac’s measure concentrated at a; € [-7,0], 0 <i < N , i.e

Do ([—7,0]) := {p € M([~7,0]); s.t.u(dx) ZA 8, (dz) with \; € R} = EBD (2.5)

— Symbol D; ;([—,0]?) (shortly D; ;), will denote the one dimensional Hilbert space of the multiples of
Dirac measure concentrated at (a;, a;) € [—7,0]%, i.e. D; ;j([-7,0]%) := {u € M([-7,0]?); s.t.u(dz,dy) =
Ao, (dz)dq, (dy) with A € R} = D;®,D; . The space Dy,o will be the space of Dirac’s measures con-
centrated at (0,0).

~ L2([~7,0]) is a Hilbert subspace of M([—7,0]), as well as L2([—7,0]2) = L2([—7,0])&; is a Hilbert
subspace of M([—7,0]?), both equipped with the norm derived from the usual scalar product.

- D ([=7,0]) ® L?([—7,0]) is a Hilbert subspace of M([—7,0]). The particular case when i = 0, the space

0]

Do([-7,0]) ® LQ([ ), shortly Dy & L?, will be often recalled in the paper.
- Dyi([-T, 0] ®hL (|-, 0]) is a Hilbert subspace of M([—7,0]?).
= x2([-7,0]?), x? shortly, the Hilbert space defined as follows
N N N
L ([-7,0) & @ (L*([=7. 0)@nDi([~7,0])) & P (Di([~7. 0D & L*([-7,0])) & €D Dij([~7,0]°) .
i=0 i=0 i,j=0

(2.6)

— As a particular case of x?([—7,0]?) we will denote x°([—7,0]?), x° shortly, the subspace of measures
defined as

X*([=7,01%) = L*([-7,01) & L*([~7, 0))@n Do ([, 0))&Do (|7, 0))&n L* ([T, 0])@Do,o([—7, 0]?) . (2.7)



Let B be a Banach space. A function F : [0,T] x B — R, is said to be C%2([0,T] x B) (Fréchet), or

C12 (Fréchet), if the following properties are fulfilled.

— F is once continuously differentiable; the partial derivative with respect to ¢ will be denoted by 0, F
[0,T] x B — R;

— for any t € [0,T], z — DF(t,z) is of class C' where DF : [0,T] x B — B* denotes the derivative
with respect to the second argument;

— the second order derivative with respect to the second argument D?F : [0,T] x B — (B&,B)* is
continuous.

If B = C(]—7,0]), we remark that DF defined on [0,

[0,7] x B takes values in B* = M([—7,0]). For all
(t,n) €10, T] x C([—7,0]), we will denote by Dy, F (t,n)

the measure such that

Mia PPt Wero) = DFEn)W) = | B@)DacF () VheC(=r0). (28)

Recalling (R.3), if D2F (t,n) € M([—,0]2) for all (t,n) € [0,T] x C(]—,0]) (which will happen in most
of the treated cases) we will denote with D3, 4, F(t,7), or DazDayF(t,n), the measure on [—7,0]* such
that

M(r0?) (DPF(t,0), 9)o(-r02) = D*F(t,1)(g) = /[ " 9(2,y) Dy a, F(t, ) Vg€ C([-7,01%).
(2.9)
A useful notation that will be used along all the paper is the following.

Notation 2.1. Let F' : [0,7] x C(]-7,0]) — R be a Fréchet differentiable function, with Fréchet
derivative DF : [0, T|x C([—,0]) — M([—T,0]). For any given (¢,n) € [0,T]xC([-7,0]) and a € [—T,0],
we denote by DF (t,n) the absolutely continuous part of measure DF (t,1), and by D% F (t,n) :=
DF (t,n)({a}). For every n € C([—7,0]), we observe that ¢ — D% F(t,n) is a real valued function.

We denote DL F (t,n) = DF (t,n) — DF (t,n)({0})o.

Example 2.2. If for example DF(t,n) € Dy & L?([—T,0]) for every (t,n) € [0,T] x C([—7,0]), then we
will often write

DaoF (t,n) = D™ F (t,)do(dx) + DI°F (t,)da . (2.10)

3 Notions of y-covariation between Banach valued processes

Let By, B2 be two Banach spaces. Whenever B; = By we will denote it simply by B

*

Definition 3.1. A Banach subspace (X, |- |x) continuously injected into (B1&,Bs)* will be called a

Chi-subspace (of (B;®,B2)*).

Remark 3.2. Obviously the pairing between (B; @, Bs)* and (B1®,Bs)** is compatible with the paring
between y and x*.

Example 3.3. When B = C([-,0]), typical examples of Chi-subspace of (B&,B)* are M([—T,0]?)
equipped with the total variation norm and all Hilbert closed subspaces of M([—7 0] ) For instance
L2([=7,01%), Di([=7,0D)@n L*([=7, 0]), Di ;([~7,0]%), for 1 <i,j < N, x*([~7,0]*) and x°([-7,0]%).



We recall now the notion of y-covariation between a Bj-valued stochastic process X and a Bs-valued
stochastic process Y. We suppose X to be a continuous Bj-valued stochastic process and Y to be a
strongly measurable Bs-valued stochastic process such that fOT IYs||p+ds < 400 a.s. We remind that
% ([0,T]) denotes the space of continuous processes equipped with the ucp topology.

Let x be a Chi-subspace of (B1®,B2)* and € > 0. We denote by [X, Y]¢, the following application

[X,Y]¢: x — €([0,T]) defined by ¢+ (/0 o, T (Rt = XS)€® Vote = YS))M ds) o (3.1)
telo,

where J : B1®,Bs — (B1®;B2)** is the canonical injection between a space and its bidual. With
application [X| Y]¢ it is possible to associate another one, denoted by [X,Y] , defined by

[X, Y]e(w, ) . [0, T] N X* given by t (¢ N /0 X<¢, J ((Xs+€(w) — Xs(w)) @ (Ys-i-e(w) — Ys(w)))>x* dS) )

€

Definition 3.4. Let B;, Bs be two Banach spaces and x be a Chi-subspace of (B;®,Bs)*. Let X (resp.

Y) be a continuous B (resp. strongly measurable Bs) valued stochastic process such that fOT IYs]| prds <
400 a.s.. We say that X and Y admit a y-covariation if
H1 For all (e,) there exists a subsequence (€, ) such that
T Xs € - Xs ® Ys € - Ys
Sup/ sup <¢,( Feny, ) ® (Yse,, )>‘d5
ko Joo [gllx<1 Eny,
T (Xerenk - Xs) ® (Yerenk - Ys) ;
= sup/ X_ds < oo a.s. (3.2)
k 0 enk
H2 (i) There exists an application x — %([0,T]), denoted by [X, Y], such that
[, Y]*(6) —o— X, Y](¢) (33)

6—)04r

for every ¢ € x C (B1®,B2)*.

—_~—

(ii) There is a measurable process [X, Y] : Q x [0,T] — x*, such that

— for almost all w € Q, [X,Y](w, -) is a (cadlag) bounded variation process,

—_~—

- X, Y](-, ) (¢) = [X, Y](&)(-, t) a.s. for all ¢ € x.

If X and Y admit a x-covariation we will call y-covariation of X and Y the x*-valued process ([X, Y])o<t<r

defined for every w € Q and t € [0,T] by ¢ — [X, Y)(w,t)(¢) = [X,Y](¢)(w, ). By abuse of notation,
[X, Y] will also be often called y-covariation and it will be confused with [X] Y].
Definition 3.5. Let X = Y be a B-valued stochastic process and x be a Chi-subspace of (B&,B)*.

The x-covariation [X,X] (or [X,X]) will also be denoted by [X] (or [X]), it will be called x-quadratic
variation of X and we will say that X has a y-quadratic variation.

Definition 3.6. If the y-covariation exists for y = (B1®,Bs)*, we say that X and Y admit a global
covariation. Analogously if X is B-valued and the y-quadratic variation exists for y = (B&,B)*, we
say that X admits a global quadratic variation.



We recall Corollary 3.2 from [ﬂ]7 which generalizes Proposition @ in the Banach spaces framework.

Proposition 3.7. Let By, By be two Banach spaces and x be a Chi-subspace of (B1®,Bs)*. Let X and
Y be two stochastic processes with values in B; and By admitting a y-covariation; let H be a continuous

measurable process H : Q x [0,7] — V where V is a closed separable subspace of x. Then for every
te[0,T]

t S t

/O X<H('a S)a d[Xa Y] ('a S))X* 3) /0 X<H('a S)a d[Xa Y](a S)>X* (34)
in probability.
We recall some evaluations of y-covariations and y-quadratic variations for window processes given in
Section 4 of [ﬂ], in particular we refer to Proposition 4.9 and Corollary 4.10.

Proposition 3.8. Let 0 < 7 < T and we make the same conventions about vector a = (ay =
—7,...,a9 = 0) as those introduced after (@) Let X and Y be two real continuous processes with
finite quadratic variation.

1) X () and Y(-) admit a zero y-covariation, where y = L?([—7,0]?).

2) X(-) and Y (-) admit zero x-covariation for every given i € {0, ..., N}, where x = L?([—7, 0])&,D;([—,0])
and D;([~7,0])&,L%([~7,0]).

If moreover the covariation [X‘+ai,Y‘+aj] exists for a given i,5 € {0,..., N}, the following statements
hold.

3) X(-) and Y (-) admit a x-covariation, where y = D; j([—7,0]?) and it equals
(X, YO)l(w) = n{ai, a; DX a,, Yira, ), Vi € Dij([=7,0]%). (3.5)

4) In the case i = j = 0, i.e. X and Y admit a covariation [X,Y], then X(-) and Y (-) admit
X°([~7, 0]?)-covariation which equals

[X(), Y ()l() = u({0,01)[X, Y], Vuex". (3.6)

If [X 44, Y qq,] exists for all i,j = 0,..., N, then
5) X () and Y (-) admit a x*([—7, 0]?)-covariation which equals

XCLYOI) = Y nlai DX tars Yol Vi€ XP([-7,01%). (3.7)

4,j=0
As application of Proposition @ we obtain the following.

Corollary 3.9. Let X be a real (F;)-weak Dirichlet process with finite quadratic variation and decom-
position X = M + A, M being its (F;)-local martingale component. Let N be a real (F;)-martingale.
We set x = Do,0 @ x2 with

X2 = &1 Dio & (L*([-7,0])&nDy) - (3.8)

We have the following.
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1. X(-) and N(-) admit a Dy g-covariation given, for yu € Dy o, by
[(X(), NOI(p) = p({0,0})[M, NT . (3.9)

2. X(-) and N(-) admit a zero ya-covariation.

3. X(-) and N(-) admit a y-covariation where for any u € x, (B.9) holds.

4. X(-) and N(-) admit a y°-covariation given, for u € x°, by (B.9).
Corollary 3.10. Let X be a real (F;)-Dirichlet process with decomposition X = M + A, M being its
(Fi)-local martingale component. Let N be a real (F;)-martingale. Then we have the following.

1. X(-) admits a y?-quadratic variation given by
N
X0 = 3 p{a aiDIM] 1, -
i=0
2. X(+) and N(-) admit a x>-covariation given by

(X NONw) =Y p{ai, ai})[M, N+, -

i=0
Remark 3.11. More details about Dirichlet processes and their properties will be given in section E

Examples of finite quadratic variation weak Dirichlet processes are provided in Section 2 of [E] For an
(Ft)-weak Dirichlet process X the covariations [X.;q,, X.44,] are not a priori determined.

Proof of Corollary 3.9 1. Using Proposition E [X,Y] = [M, N]. So this point follows by item 3) of
Proposition B.§.

2. We keep in mind the direct sum decomposition of xs given in (@) We compute the EB{V:{DOJ--
covariation. Covariations [X.;4,, N] = 0 because it is the sum of [M.4,,, N] and [A.4,,, N| which
are zero by Proposition E fori=1,...,N. Using item 3) of Proposition @, X (+) and N(-) have
zero @N D; g-covariation. By item 2) of Proposition B.§, X () and N(-) have zero L?([—T,0]&,D;-
covariation for every i¢. Proposition 3.18 in [ﬂ] concludes the proof of item 2, since it allows to
express the y-covariation in a sum of y-covariation whenever x is a direct sum of Chi-subspaces.

3. It follows by 1., 2. and again by Proposition 3.18 in [ﬂ]

4. We know that that [X, N] = [M, N]. So this point follows by item 4) of Proposition B.§.

O

Proof of Corollary 3.1d. 1. Ifi # j, by Proposition [.d and Remark [Ld, it follows that [X ., , X o) =
0. If i = j, by Remark [L.9 and by definition of quadratic variation we get [X.14,] = [M].1a,. The
result follows by item 5) of Proposition B.§.

2. Similarly as in the proof of item 1. we have that [X. ., N.1q;] = 0if i # j and [X.14,, N.yq,] =
[M, N].44,- The result follows as a consequence of item 5) of Proposition B.§

O

Other interesting results about x-covariation and x-quadratic variation for a window of a finite quadratic
variation process are given in Proposition 6.4 in [E] and with more details in [ﬂ], Propositions 4.16 and
4.18.
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4 Transformation of y-quadratic variation and of y-covariation

Let X be a real finite quadratic variation process and f € C1(R). We recall that f(X) is again a finite
quadratic variation process. We will illustrate some natural generalizations to the infinite dimensional
framework. In this section, we analyze how transform Banach valued processes having a y-covariation

through C! Fréchet differentiable functions. We first recall the finite dimensional case framework, see
[ Remark 3.

Proposition 4.1. Let X = (X! ..., X") be a R"-valued process having all its mutual covariations

(X%, X9); and F, G € C*(R™). Then the covariation [F(X), G(X)] exists and is given by

FX), G0 = Y / P (X)0,G(X)d[X", X] (4.1)

ij=1

This includes the case of Proposition 2.1 in [RJ], setting n = 2, F(x,y) = f(z), Glz,y) = g(y),
f.g € C'(R).

When the value space is a general Banach space, we need to recall some other preliminary results.

Proposition 4.2. Let E be a Banach space, S,T7 : E — R be linear continuous forms. There is a
unique linear continuous forms from E&®-F to R&,R = R, denoted by S®T, such that S®T(e; ® e2) =
S(e1) - T(ez) and [[S@ T = [|S][IT]].

Proof. See Proposition 2.3 in [27]. O

Remark 4.3. 1. If T = S, we will denote S ® S = S®2.

2. Let B be a Banach space and F,G : E — R of class C(E) in the Fréchet sense. If z and
y are fixed, DF(x) and DF(y) are linear continuous form from F to R. We remark that the
symbol DF(x) ® DF(y) is defined according to Proposition @, we insist on the fact that “a priori”
DF(x) ® DF(y) does not denote an element of some tensor product E* ® E*.

When F is a Hilbert space, the application S ® T" of Proposition @ can be further specified.

Proposition 4.4. Let E be a Hilbert space, S, T € E* and S, T the associated elements in F via Riesz
identification. S ® T can be characterized as the continuous bilinear form

SoTEey)=(S,Te (2,Ye=(S®T,2@Y) gz, YT,y € L. (4.2)

In particular the linear form S ® T belongs to (E®,E)* and via Riesz it is identified with the tensor
product S ® T. That Riesz identification will be omitted in the sequel.

Proof. The application ¢ defined in the right-side of (@) belongs to (E®y,E)* by construction. Since
(E®pE)* C (E®,E)*, it also belongs to (E®,E)*. Moreover we have

I¢ll5 = sup — |o(f,9)l = sup [(S,f)] sup KT, g9)| = Slg- ITlg- -
Iflle<Lllgle<1 lflle<1 lgllz<1
By uniqueness in Proposition @, ¢ must coincide with S ® T'. o
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As application of Proposition [£.4, setting the Hilbert space E = D, @ L?([—,0]), we state the following
useful result that will be often used in Section [| devoted to C/([—7, 0])-valued window processes.

Example 4.5. Let F'! and F? be two functions from C([—,0]) to D,® L?([—7, 0]) such that n — FJ(n) =
Yico..n N (M3, + g7 (n) with n € C([=T,0]), X : ([, ]) — Rand ¢/ : C([~7,0]) — L*([-T,0])
continuous for j = 1,2. Then for any n1,m2 € C([-7,0]), (F! ® F?)(n1,n2) will be identified with the
true tensor product Fl(m) ® F?(n2) which belongs to XQ([ ,0]2) In fact we have

Flim) @ F() = Y M)A (1)0a, ®6a; + 9" (m) ® Y Xl (112)da,+
i,j=0,....,N i=0,...,.N

+ > An)de, ® g3 (m2) + g (m) © ¢° (m2) (4.3)
i=0,...,N

We now state a result related to the generalization of Proposition to functions of processes admitting
a y-covariation.

Theorem 4.6. Let B be a separable Banach space, x a Chi-subspace of (B®,B)* and X!, X2 two B-
valued continuous stochastic processes admitting a y-covariation. Let F!', F2 : B — R be two functions
of class C"' in the Fréchet sense. We suppose moreover that the applications

DF'(-)® DFI(-): Bx B — x C (B&,B)*
(z,y) = DF'(x) @ DF’(y)

are continuous for 7,5 = 1, 2.
Then, for every i,j € {1,2}, the covariation between F*(X%) and F7(X7) exists and is given by

e~

[F1(X), P (X7)] = /O‘<DFZ'(X§) ® DF(XY), d[X?, X7],). (4.4)

Remark 4.7. In view of an application of Proposition @ in the proof of Theorem @, we observe
the following. Since B is separable and DF'(-) @ DF’(-) : B x B — x is continuous, the process
H; = DF'(X%) ® DF?(X]) takes values in a separable closed subspace V of x.

Corollary 4.8. Let us formulate the same assumptions as in Theorem @ If there is a x*-valued
stochastic process H*/ such that [XZ X7, fo H%J du in the Bochner sense then

[Fi(xi),Fj(Xj)]t:/Ot<DFi(X§)®DFJ’(X§),H§J’>ds, t €[0,T). (4.5)

Proof of Theorem @ We make use in an essential manner of Proposition @ Without restriction of
generality we only consider the case F'! = F? = F and X! = X2 = X.

Let t € [0,T]. By definition of the quadratic variation of a real process in Definition , it will be enough
to show that the quantity

ds .

/t (F(Xs+6> - F(XS))2
0

€
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converges in probability to the right-hand side of (@) Using Taylor’s expansion we have

-/ (R (ae) — (%) ds = | / ((DP(K), Kue — X}

€

1 2
n / (DF (1 — a)Xs + aXgre) — DF(Xy), Xore — X da) ds =
0

= Ai(e) + As(e) + As(e),

where

Ai(e) = l/0 (DF(Xy), Xgpe — X)2ds =

€
(Xere - Xs>®2
€

= /t<DF(XS) ® DF(X,), Yds
0

AQ(G) = 2/0 <DF(Xs)aXs+e - Xs)'

€
1
/ (DF ((1 — a)Xs 4+ aXs4e) — DF(X), Xgpe — Xg)dads =

(Xere - Xs)®2
€

=2 / / (DF(X,) ® (DF ((1 — a)X, + aXey) — DF(X,)), Vdov ds

Asle) = E/O (/0 (DF (1 = )X, + 0X,pe) — DF(X,), Xope — Xs)da)2d3 <
< l/t /1<DF (1 = @)X, + aXype) — DF(X,), Xgse — X,)2dads =

(XS+€ — XS)®2

Ydads .
€

t 1
— / / (DF (1 — a)Xs 4+ aX4pe) — DF(X,)) @2,

According to Remark Q and Proposition @ with X =Y, it follows
) 5 / (DF(X,) ® DF(X,),d[X],) .

It remains to show the convergence in probability of As(e) and As(e) to zero.
About As(e) the following decomposition holds:

DF(X,)®(DF (1 — )X, + aXope) — DF(X,)) = DF(X,)®DF ((1 — a)X, 4+ X,y )—DF(X,)®@DF(X,);

(4.6)
concerning As(e) we get
(DF (1 — @)X, + aXgye) — DF(X,))®% = DF ((1 — @)X + aXgpe) @2 +
— DF (1 — @)X + aXs4e) @ DF(X)+
+ DF(X,) ® DF(X;)+
— DF(X,) ® DF ((1 — )X + aXs4e) - (4.7)
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Using ({.6), we obtain

m@<2 [ [

< /t /1 IDF(X,) ® DF (1 — &)X, + aXy4c) — DF(X,) ® DF(X,)||
0 Jo

Xs-{-e - Xs)®2

(DF(X,) ® (DF (1 — a)X, + aX,1.) — DF(Xa)), . )

(Xs-i-e — XS)®2
€

dads <
€

X

For fixed w €  we denote by V(w) := {X(w); t € [0,T]} and
U =U(w) = conv(V(w)), (4.9)
i.e. the set U is the closed convex hull of the compact subset V(w) of B. From @) we deduce

t Xs € Xs ®2
42(6)] < w58 e (0 [ et

ds,

x*

where w%f%DF is the continuity modulus of the application DF(-) ® DF(-) : B x B — x restricted to

U x U and wx is the continuity modulus of the continuous process X. We recall that

@hrepr(8) = sup [DF(z1) ® DF(y1) — DF(22) ® DF(y2)

Il
[(z1,91)—(@2,92) | BxB<S

where the space B x B is equipped with the norm obtained summing the norms of the two components.
According to Theorem 5.35 in [fl], ¢(w) is compact, so the function DF(-) ® DF(-) on U(w) x U(w) is
uniformly continuous and w wa@ pp 18 & positive, increasing function on R* converging to 0 when the
argument converges to zero.

Let (e,,) converging to zero; Condition H1 in the definition of x-quadratic variation, implies the existence
of a subsequence (e, ) such that As(ey, ) converges to zero a.s. This implies that As(e) — 0 in probability.
With similar arguments, using @), we can show that Az(e) — 0 in probability. We observe in fact

|As(e)| < /0 /0 [DF (1 — )X, + aXspe) ®* —DF(X,) ® DF (1 — a)X, + aXsre)], -

Xs € Xs 2
. HM dov ds+
€ x*
t ol 2
Xs € Xs
+/ / |DF (1 — )X, + aXype) ® DF(X,) — DF(XS)@)QHX H(*—)® dacds <
0 Jo € x*
! Xs € Xs ®2
<ot (ate)) [ BRI g
0 x*
The result is now established. O

Corollary 4.9. Let B be a separable Banach space and By be a Banach space such that By O B
continuously. Let xy = (Bo®.By)* and X a continuous B-valued stochastic process admitting a x-
quadratic variation. Let F',F?: B — R be functions of class C' Fréchet such that DF? i = 1,2 are
continuous as applications from B to Bj.

Then the covariation of F*(X) and F7(X) exists and it is given by

[Fi(X), F1(X)]. = /OV(DFZ'(XS) ® DFI(X,),d[X],) . (4.10)
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Proof. 1Tt is clear that x is a Chi-subspace of (B&,B)*. For any given x,y € B, i,j = 1,2, by the
characterization of DF(x)® DF7(y) given in Proposition .4 and Remark [£.3, the following applications

DF(z) ® DFV(y) : By®,By — R
are continuous for ¢, j € {1,2}. The result follows by Theorem @ O

Remark 4.10. Under the same assumptions as Corollary @ we suppose moreover that By is a Hilbert
space. For any z,y € B, DF(z) ® DG(y) belongs to (Bo®hBo)* because of Proposition [1.4 and it will
be associated to a true tensor product in the sense explained in the same proposition.

We discuss rapidly the finite dimensional framework. A detailed analysis was performed in Paragraph 1,
Chapter 6 of [E] We also recall that R"®,R™ can be identified with the space of matrices M, (R). Since
R"%,.R" is finite dimensional and all the topologies are equivalent, it is enough to show the identification
on R"®@R™. In fact let u € R"®@R" in the formu =}, ; ., ui; €;@e; where (¢;)1<i<y is the canonical
basis for R™. To u is possible to associate a unique matrix U = (u; ;)1<i,j<n, U € Myxn(R). Conversely
given a matrix U € M, x»(R) of the form U = (U; ;)1<i,j<n, We ssociate the unique element u € R* @ R”
in the form u =37, , ., Ui ; €; ® ej. Concerning the dual space we have (R" @ R")* = L(R™; L(R"))
which is naturally identified with M, »,,(R). So a matrix T' € M, x,, (R) of the form T' = (T} ;)1<i<m,1<j<n
is associated with the linear form ¢ : R” ® R” — R such that t(z ® y) = gn (T2 , y)r.

Moreover the duality pairing between an element ¢t € (R"®,R")* and an element u € (R"®,R") (or
simply (R™ @ R™), denoted by (t,u), coincides with the trace Tr(TU), whenever U (resp. T') is the
M, «n (R) matrix associated with u (resp. t).

Example 4.11. Let X = (X!,---  X") be a R"-valued stochastic process admitting all its mutual

covariations, and F,G : R® — R € C1(R"). We recall that X admits a global quadratic variation [X]
which coincides with the tensor element associated with the matrix ([X*,X])1<; j<n := ([X?, X7]);;, see
Proposition 6.2 in [§].

The application of Theorem @ to this context provides a new proof of Proposition @

According to Proposition 6.2 item 2.(b) in [§], the right-hand side of ([£4) equals

/‘ Tr (DF(X,) ® DG(X,) - d[X*,X],)
0

which coincides with the right-hand side of ({.1]).

5 Transformation of window Dirichlet processes and window
weak Dirichlet processes

5.1 Some preliminary result on measure theory

We set now B = C([—7,0]) and we formulate now some related Fukushima type decomposition involving
B-valued window Dirichlet and window weak Dirichlet processes. First we need a preliminary result on
measure theory.

We start with some notations appearing for instance in [E], Chapter 1, Section D, Definition 18. Let
E be a Banach space and g : [0,7] — E* be a bounded variation function. Then the real function
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llgllz= : [0,T] — R has also bounded variation. If f : [0,7] — FE is a Bochner measurable, then the
Bochner integral fOT 5(f(s),dg(s)) g+ is well-defined provided that

A 1£($)|pdllgl - (s) < +00 (5.1)

We denote by L1 (g) the linear space of functions f verifying @I)

Lemma 5.1. Let E be a topological direct sum Fq & Es where FE1, Fo are Banach spaces equipped with
norms || - | g,. We denote by P; the projectors P, : E — F;, i € 1,2.

Let g : [0,7] — E* and we define g; : [0,T] — Ef setting g;(¢)(n) := g(t)(n) for all n € E;, i.e. the
restriction of §(¢) to Ef. We suppose §; continuous with bounded variation, i = 1, 2.

Let f:[0,7] — E measurable with projections f; := P;(f) defined from [0,T] to E;.

Then the following statements hold.

1. fin LL(g) if and only if f; in L} (i), =1,2 and yields

t

AEmﬂmwp.Amm¢@@m+A@m@wﬁm; (5.2)

2. If ga(t) = 0 and f1 in Lg, (g1) then

AAWW%MJA&%@M$Mp (5.3)

Proof.

1. By the hypothesis on §; we deduce that g : [0,7] — E* has bounded variation. If f : [0,T] — F
belongs to Ly, then f; = P;(f) : [0,T] — Ej, i = 1,2 belong to Ly, by the property ||Pi fl|z, < || f]le.
We prove (f.9) for a step function f : [0, 7] — E defined by f(s) = Zjvzl $a,(s)f; with ¢4, indicator
functions of the subsets A; of [0,T] and f; € E. We have f; = fi; + fo; with fi; = Pif;, i = 1,2,
SO

N

T . N . N
Aﬁﬁ@@wp=géfmw@m=2ﬂmA = 3 sl i) =

j=1

N N
=3 5 (F15rdin(A) m: + > g, (Fog, dG2(A;)) 5 =
j=1

j=1
T T
— [ ndfi ) dnaoNes + [ (fals) dgalo)
0 0
A general function f in LL(§) is a sum of f; + fa, fi € L}Ei (g;) for i = 1,2. Both f; and f5 can

be approximated by step functions. Vector integration LL(g), as well as on L%Ei (gi), is defined by
density on step functions. The result follows by an approximation argument.

2. It follows directly by 1.

A useful consequence of Lemma @ is the following.
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Proposition 5.2. Let F; = D;;([-7,0]?) and E> be a Banach subspace of M([—7,0]?) such that
Ey N Ey; ={0}.

— Let g :[0,7] — E* such that ()|, = 0.

— We set g1 : [0,T] = R by g1(t) = g, ((a;,4,)> 91(t)) &7, supposed continuous with bounded variation.

— Let f:[0,7] — E such that t — f(t)({(a;,a;}) € L'(d]g1]).

Then

/ p{f(s),dg(s))m- :/ f(s)({ai, a;})dga(s) - (5.4)
0 0

Remark 5.3. Let g; be the real function defined in the second item of the hypotheses.
Defining gy : [0,7] — EY by g1(t) = g1(t) d(a,,a;), Dy construction it follows g1 (¢)(f) = g(t)(f) for every
f € E1,t €[0,T]. Since for a,b € [0,T], with a < b, we have

19(b) — g(a)]

g = 191(0) — §1(a)]

E; = l91(b) — g1(a)| ;

then ¢; is continuous with bounded variation if and only if g is continuous with bounded variation.

Proof of Proposition @ We apply Lemma @.2. Clearly we have Pi(f) = f({ai,a;})d(q4;,q,)- It follows
that

/E<f(5)7d§(5)>E* :/ g, (f(8){ai, a3})d(a;.0,), 491(3)) ;-
0 0

Since g1(t) = g, (0(ai,a,)> 91(t)) £y and because of Theorem 30 in Chapter 1, paragraph 2 of [E], previous
expression equals the right-hand side of (f.4). O

Remark 5.4. Let F be a Banach subspace of M([—7,0]?) containing D; ;([—7,0]%). A typical example
of application of Proposition .3 is given by Ey = D; ;([—7,0]%) and E» = {u € E | u({a;,a;}) = 0}. Any
p € E can be decomposed into py + 2, where py = p({ai, a;})d(a; q,), which belongs to E1, and g € Es.

In the proof of item 3. in proposition below we will use Proposition @ considering g as the y-covariation
of two processes X (-) and Y(+).

Proposition 5.5. Let i,5 € {0,...,N} and let x2 be a Banach subspace of M([—7,0]?) such that
pu({ai,a;}) =0 for every u € x2. We set x = D; ;([—7,0]?) & xo.

Let X, Y be two real continuous processes such that (X.,4,,Y.;4;) admits their mutual covariations and
such that X (-) and Y'(-) admit a zero yo-covariation. Then following properties hold.

1. x is a Chi-subspace of (B&,B)*, with B = C([—T,0]).
2. X(-) and Y(:) admit a x-covariation of the type

[(X(), Yl :x —2(0,T]) [(X(), YOl (w) = p{ai, a; X qa; Yiga,] -

3. For every x-valued process Z with locally bounded paths (for instance cadlag) we have
| @ dXOTOL) = [ 2o DX Ve L (5.5)
Proof.
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1. By Proposition 3.4 in [ff], x is a closed subspace of M([—7,0]?). The claim follows by Proposition
3.3 in [f].

2. We denote here x1 = D; ;([—7,0]?); x1 and y2 are closed subspaces of M([—T,0]?). By Proposition
B.g, item 3) X(-) and Y( ) admit a x;-covariation. Proposition 3.18 in [[f] implies that X(-) and
Y'(-) admit a x-covariation which can be determined from the y1-covariation and the y2-covariation.
More precisely, for p in x with decomposition p; + pe, g1 € x1 and ug € 2, with a slight abuse of
notations, we have

(X)L Y Ol = [XC), YOl u) + [XC), Y (Ol(uz) = [X (), Y ()l (ka)
= m({ai, ;)X va; Yo, ] = pl{ai, ;1) [ X pai Yiga, ] -

3. Since both sides of (@) are continuous processes, it is enough to show that they are equal a.s. for
every fixed ¢ € [0,T]. This follows for almost all w € € using Proposition .4 where f = Z(w) and

g=[X(),Y(")](w). We remark that here g1 = [X . 14,(-), Yqa; (-)](w) and g1 = [X 44, Yiia,;](w).
o

Remark 5.6. Proposition @ will be used in the sequel especially in the case a; = a; = 0.

Remark 5.7. Under the same assumptions as Proposition @, if Z takes values in D; ;, then

/ (2 XY (),) = / Zo({ai )X 40, Vg Js (5.6)
0 0

In fact, the left-hand side equals

/0 L5, 05) By, X (Y ()],

That expression equals the right-hand side of (f.6) because of item 3) in Proposition B.§ and Theorem
30, Chapter 1, par 2 of [Ld].

5.2 On some generalized Fukushima decomposition

We are ready now to show some decomposition results.

Theorem 5.8. Let X be a real continuous (F;)-Dirichlet process with decomposition X = M + A,
where M is the (F:)-local martingale and A is a zero quadratic variation process with Ay = 0. Let F :
C([-7,0]) — R be a Fréchet differentiable function such that the range of DF is Dy ([—,0])®L2([—,0]).
Moreover we suppose that DF : C([—,0]) — Do([—,0]) & L?([—7,0]) is continuous.

Then F(X(-)) is an (F)-Dirichlet process with local martingale component equal to

M. = F(Xo(")) +/0' D% F(X())dM, , (5.7)
where from Notation .1 we recall that D% F(n) = DF ()({0}).

Remark 5.9. The It6 integral in (5.4) makes sense because (D% F (X4(-))) is (F;)-adapted.
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Proof. We need to show that [A] = 0 where A := F(X(-)) — M. For simplicity of notations, in this
proof we will denote ag(n) = D% F(n). By the linearity of the covariation of real processes, we have

[A] = A1 + A2 — 2143 where

Ay = [F(X.())]
Ay = [/O aO(Xs('))dMs]
As = [F(X(-)),/O' ao(Xs(-))dMs} .

Since X is a finite quadratic variation process, by Proposition @ 4), its window process X(-) admits
a x°([-7,0]?)-quadratic variation. Moreover by Example [£.5 and Remark the map DF ® DF :
C([—,0]) x C([—7,0]) — x°([—7,0]?) is a continuous application. Applying Theorem .6 and (f.5) of
Proposition E we obtain

—_~—

4 = / (DF(X,()) ® DF(X,()), d[X.(],) =
= [ aberondixl. = [ g cna.

The term A, is the quadratic variation of a local martingale; by Remark E item 2. we get
Ao = [ adx,nan .

It remains to prove that Az = [j g (Xs(-))d[M]s. We define G : C([—7,0]) — R by G(1) = n(0). We
observe that M = G(M (-)) where M () denotes as usual the window process associated to M. G is Fréchet
differentiable and DG(n) = do, therefore DG is continuous from C([—7,0]) to Do([—7,0]) & L*([—7,0]).
Moreover by Example [ we know that DF @ DG : C([—,0]) x C([—7,0]) — x°([~7,0]?) is continuous.
Corollary B.g item 2. says that the x°([—7,0]?)-covariation between X (-) and M(-) exists and it is given
by

(X (), M()() = p({0,0)[X, M] . (5.8)

We have [X, M] = [M, M) + [A,M] = [M,M]. By Remark [.9 item 2. and the usual properties of
stochastic calculus we have

X, 7] = [M, | ao(xsc))dMs] = [ ao(xe()anal,. (5.9)

Finally, applying again Theorem [£.4, relation (.J) in Proposition .5 and (5.9) we obtain
Ay = [FXO).GUIO) = [ (DP(X.()) @ DGOL(). dX ()L
= [ ool = [ oK.

The result is now established. O
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Theorem @ admits a slight generalization, in which will intervene the space D, as defined at equation
(E) but the final process is no longer a Dirichlet process, only a weak Dirichlet.

Theorem 5.10. Let X be a real continuous (F;)-Dirichlet process with decomposition X = M + A, M
being a local martingale and A a zero quadratic variation process with Ag = 0. Let F : C([-7,0]) — R
be a Fréchet differentiable function such that DF : C([—7,0]) — D ([—7,0]) & L?([—7,0]) is continuous.
We have the following.
1. F(X(:)) is an (F;)-weak Dirichlet process with decomposition F(X(-)) = M + A, where M is the
local martingale defined by

M. :

Fx) + [ DYPE ()M,

and A is the (F;)-martingale orthogonal process, corresponding to Definition E

2. F(X(+)) is a finite quadratic variation process and
! 2
> [ O PR b, (5.10)

3. Process A is a finite quadratic variation process and

A= /O(DéaiF(Xso)))Qd[M]Hai (5.11)

i=1,...,
4. In particular {F(X¢(-));t € [0, —a1]} is a Dirichlet process with local martingale component M.

Proof. In this proof a;(n) will denote D%: F(n) = DF(n)({a;}) if n € C([~7,0]).

1. To show that F(X (-)) is an (F;)-weak Dirichlet process we need to show that [F(X(-))— [, a0 (Xs(-))dM, N]

is zero for every (JF;)-continuous local martingale N. Again we set G : C([-7,0]) — R by

G(n) = n(0). It holds Ny = G(IN¢(-)). We remark that function G is Fréchet differentiable with

DG : C([-1,0]) — Do([—7,0]) continuous and DG(n) = do.

In view of applying Corollary &, we set x := Do, ® x2 where x2 = ®N.,D; 0 & (L2([—7,0])&@1Do).

In particular for every u € x2 we have u({0,0}) = 0. X(:) and N(-) admit a x-covariation by
Corollary B.9 3. On the other hand DF ® DG : C(|—7,0]) x C([-7,0]) — x and it is a continuous

map. By Theorem @ we have

e~

[F(X()), N], = [F(X(), GIN ()], :/0 (DF(X(-)) ® b0, d[X (), N(-)],) - (5.12)

By (b.5) in Proposition b.7 it follows that

[F(X(),N], / (D% F(s, X.()) © 80) ({0, 0})d[X, N,
(5.13)

/t D% F(s, Xs(-))d[M, N]s .
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By Remark @ item 2. and usual properties of stochastic calculus, it yields

{/0' ao( ())dMs,N]t = /Ot aO(Xs('))d[M,N]S

and the result follows.

. By Example [L.] we know that DF ® DF : C([—,0]) x C([-7,0]) — x*([~7,0]?) and it is a linear
continuous map. We decompose DF(n) = vazl a;(n)da; + g(n) where g : C([—7,0] — L*([-7,0])
so that

N N

DF(n) ® DF(n) = Y ai(n)a;(n)da, ® 8, +Zaz )ba, ® g(n) + > aj(m)g(n) @ &,

i\j=0 i=0 =0
+9(n) @ g(n).
Applying Theorem [, relation (5.§) in Proposition [.J and obvious bilinearity arguments, we
obtain

—~—

[F(X(~))]t/0 (DF(X()) © DF(X,(-), d[Xs()])

-3 | @ axop+ [ @.axo) (5.14)
where
2y = ai(Xs(-) oy (Xs(-) ba, @ da,
Zs = DF(X,(-)) ® DF(X Z A (5.15)

1,7=0

A wise application of Proposition E and Remark m show that () equals

Z / i (X () (Xs())d[X 1a,5 Xotay]s Z / Mlsta;-

1,j=0... 1=0,...,N

The last equality is a consequence of Proposition E and of the definition of weak Dirichlet process.

Finally (p.10) is proved.
. By bilinearity of the covariation of real processes we have [A] = [F(X(-))] + [M] — 2[F(X(-)), M].
The first bracket is equal to () and the second term gives

[ anlx <>)dM} [ eexnn,
Setting N; = [ ao(X,(-))dM;, (b-13) gives

{F(X(J),/O‘oeo( ())dM} /Otoeé(XsC))d[M]s
and (B.11)) follows.
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4. Tt is an easy consequence of () since (let)te[o,fal[ is a zero quadratic variation process.
O

Remark 5.11. 1. Theorem gives a class of examples of (F;)-weak Dirichlet processes with finite
quadratic variation which are not necessarily (F;)-Dirichlet processes.

2. An example of F' : C([—7,0]) — R Fréchet differentiable such that DF : C([—7,0]) — Dy ([—7,0])®
L?([—7,0]) continuously is, for instance, F(n) = f (n(ao),...,n(an)), with f € C1(RY). We have
DF(n) = 32 0:f (n(ao). -, n(an)) da,-

3. Let a € [-7,0[ and W be a classical (F;)-Brownian motion, process X defined as X; := W;,, is an
(Fi)-weak Dirichlet process that is not (F)-Dirichlet.

This follows from Theorem p.10}, point 2. and 3. taking F(n) = n(a). In particular point 3. implies
that the quadratic variation of the martingale orthogonal process is [A]; = (¢t + a)*. This result
was also proved directly in Proposition 4.11 in [E]

We now go on with a C'! transformation of window of weak Dirichlet processes.

Theorem 5.12. Let X be an (F;)-weak Dirichlet process with finite quadratic variation where M
is the local martingale part. Let F : [0,T] x C([-7,0]) — R continuous. We suppose moreover
that (t,n) — DF(t,n) exists with values in D,([—7,0]) ® L?([-7,0]) and DF : [0,T] x C([-T,0]) —
Dy ([-,0]) ® L?([—7,0]) is continuous.

Then (F' (t, X¢(-)));ej0,7) 18 an (F3)-weak Dirichlet process with martingale part

MF = F(0, Xo()) +/t D% F(s, X,(-))dM, . (5.16)

Proof. 1In this proof we will denote real processes M simply by M and x will denote the following Chi-
subspace x 1= (Dq([—T,0]) ® L*([-7,0])) ®,Do([—7,0]). We need to show that for any (F;)-continuous
local martingale N

[F(-,X())—M,N]=0. (5.17)

Since the covariation of semimartingales coincides with the classical covariation, see Remark B item 2.,
it follows

t
[31,N], = / DY F (s, X.()d[M, N], . (5.18)
0
It remains to check that, for every t € [0, 7],
"t
[P X()N], = [ DV F(s. X, ()M, N,

For this, for fixed ¢t € [0, 7], we will evaluate the limit in probability of

Nere - Ns
€

[ (F e Xera) ~ Flos X 0) s (519)
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if it exists. (p.19) can be written as the sum of the two terms

Ns-i—e - Ns
€

Lite) = /Ot (F(s+ €. Xore) — F(s +€.X,() ds,

Nere - Ns
€

t
L(t,e) = / (F(s+e X)) = Pls, X)) ds .
0
First we prove that I (t, €) converges to fg D% F(s, X4(+))d[M, N,.
If G : C([-7,0]) — R is the function G(n) = n(0), then G is of class C' and DG(n) = & for all
n € C([—7,0]) so that DG : C([-7,0]) — Do([—7,0]) is continuous. In particular it holds the equality
1(0) = G(n(-)) = (do, n). We express
Mds + Ri(t,€)
<5Oa Ns-i—e(') -

€

L(t,e) = /O (DF(s + € Xs(-), (Xsge (1) = Xs(1)))

= / (DF(s + €, Xo()), (Xape() = Xa()) NoOD g 4 Ryt o), (5.20)

and

Ri(t,e) = /0 |:/0 <DF(5 +6 (1 —a)Xs() + aXS+€(')) - DF(S + eaXS('))a (Xs-‘re(') - XS('))>dO‘ X

B0, Nyl = Ny ()

_ /Ot /Ol(DF(s e (1— ) Xa() + aXore() ® 0 — DF (s + €, Xo()) ® 6o |

(Kore() = Xs() ® (Note () = No())

ds =

Ydads .
(5.21)

We will show that R;(-, &) converges ucp to zero, when ¢ — 0. Since y is a Hilbert space, making the
proper Riesz identification for t € [0,T], n1,nm2 € C([—7,0]) the map DF(t,71)®DG(n2) coincides with the
tensor product DF (t,m1)®d, see Proposition .4, As in Example [. the map DF®6 : [0, T] x C([—,0])
takes values in the separable space x2([—7,0]?) and it is a continuous map. In particular it takes values
in x which is a Hilbert subspace of x?([—7,0]?).

We denote by U = U(w) the closed convex hull of the compact subset V of C([—7,0]) defined, for every
w, by

V=VWw) = {Xi(w): t € [0, 7]} . (5.22)

According to Theorem 5.35 from [[l], U(w) = conv(V)(w) is compact, so the function DF(,-) ® &y on

[0, T] x U is uniformly continuous and we denote by w[DOg(]VXV% 5o the continuity modulus of the application

DF(-,-) ® &g restricted to [0,7] x U and by wyx the continuity modulus of the continuous process X.
[0, T xU . s . . . + .

TpR(. @i, 15 8 usual, a positive, increasing function on R™ converging to zero when the argument

converges to zero. So we have

T
T xU
sup [Ri(t,6)] < / SOTU (e (e)

ds . (5.23)
te[0,T]

X

€

’ (Xae() = Xa() ® (Nare(-) = Na())
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We recall by Corollary @, item 3. that X (-) and N(-) admit a x-covariation. In particular using condition
3 . . ucp

H1 and (5.29) the claim Ri(-,¢€) —0 0 follows.

On the other hand, the first addend in () can be rewritten as

Xs-i—s(') - Xs()) ® (Ns-i-e(') - Né())

€

¢
/ (DF (5, X,() @ b, Vs + Ra(t, €) (5.24)
0
where Ra(-,€) lci;» 0 arguing similarly as for Ry (¢, €).
e—

In view of the application of Proposition @, since DF ® d¢ : [0,T] x C([—7,0]) — x is continuous, we
observe that the process H;, = DF (s, X 5()) ® dp takes obviously values in the separable space x which is
a closed subspace of x2([—7,0]2). Using bilinearity and Proposition B.7, the integral in (5.24) converges
then in probability to

e~

/O (DF (s, X.()) ® 60, dIX (), N, (5.25)

As in Theorem @, item 1., we decompose x in the following direct sum Dy o @ x2 where we recall that
x2 =&Y Dio @ (L2([=7,0])®rDy). By Corollary B.9 2., X(-) and N(-) admit a zero ys-covariation. By
(6.5) in Proposition p.5 it follows that (5.29) equals

| D7 X0) @ 80 (0,00 XN = [ D*P(s X ()M, N, (5.26)

We will show now that I (-, €) L? 0.
e—

By stochastic Fubini’s theorem we obtain

Ig(t,e):/o &(e,m)dN,

where
5(6,7’) - 1 /T [F(S + evXS(')) - F(55X5(>>] ds .
€ Jov(r—e)

ucp

Proposition 2.26, chapter 3 of [@] says that I(,€) — 0 if
e—

T
/ & (e,r)d[N], — 0 (5.27)
0 e—0
in probability. We fix w € Q and we show that the convergence in (5.27) holds in particular a.s. We
denote by w&?’ﬂxu the continuity modulus of the application F restricted to the compact set [0,T] x U.

For every r € [0,T] we have

(e, < sup |F(r+ e, X,(-)) = F(r, X, ()] < @i (e)
re[0,T]

which converges to zero for e going to zero since function F on [0, 7] x U is uniformly continuous on the
0,T|xU . o . . . .
compact set and w% ] is, as usual, a positive, increasing function on R* converging to zero when the

argument converges to zero. By Lebesgue’s dominated convergence theorem we finally obtain () o
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If DF does not necessarily leave in some D, ([—T,0]) ® L?([-T,0]) space, it is still possible to express a
variant of Theorem . The price to pay is a new property required for DF which will be called support
predictability property. It is described below.

Definition 5.13. Let 0 < a < b < T. A function F : [a,b] x C([-7,0]) — R such that F(¢,-) is
differentiable for any ¢ € [a,b] is said to fulfill the support predictability property if the following
holds. For every compact K of C'([—7,0]), we have

b 0
/ lsup 1/( |Dg.F|(t,n)| dt =OC(e) , (5.28)

neK € J(—e)v(-7)
where we recall that D3 F' = Dy, F — DF({0})8o(dr).

Remark 5.14. Suppose that F(t,-) is differentiable for any ¢ € [a, b].

1. Suppose the existence of p > 0 such that DY F(t,n) has support in [~7,—p| for any t € [a,b],

n € C([~7,0]). Then F fulfills the support predictability property; in fact quantity (5.2§) vanishes
for € small.

2. Suppose that D+ F(t,n) is absolutely continuous for every t € [a,b]. We denote (D;-F(t,n),r € [-7,0]),
the corresponding density. If for any compact K of C([—7,0]) there is p; > 0 such that ¢ +—
SUD,c[—py 0],nEK |Dﬂ-F(t, 77)‘ belongs to L'([a, b]), then F fulfills the support predictability property.
This is for instance verified if (r,t,7) — D;-F(t,n) is continuous.

As announced a variant of Theorem is given below.

Theorem 5.15. Let 0 < a < b < T and X be an (F;)-weak Dirichlet process with finite quadratic

variation and decomposition X = M+ A, M local martingale. Let F : [a,b] x C([—7,0]) — R continuous

such that

i) F(t,-) is differentiable for every ¢ € [a, b],

ii) (¢t,n) — Dt F(t,n) is bounded on each compact of [a,b] x C([—T,0]),

iii) F fulfills the support predictability property,

iv) (t,n) + D%F(t,n) is continuous on Ja,b] x C([~7,0]) and it admits a continuous extension on
[a,b] x C([—7,0]).

Then F (-, X.(+)) is an (F;)-weak Dirichlet process with martingale part

MF =F(a, X4(-) +/t D%F (s,X,(-))dM, , t¢€la,b]. (5.29)

Proof. Without restriction of generality we will suppose a = 0 and b = T. The proof follows from a

modification of the one of Theorem f.13. (5.19) was expressed as the sum of I1(¢,€) and Ir(t,€). Ii(t,€)
is the sum of I11 (¢, €) and I12(t,€) where

(Xs-‘re — XS) (Ns+e — Ns)
€

ds

)

Ill(t,e):/o DYF (s 4 €, X,(-))

Xere - Xs) (Nere - Ns)
€
(Ns-i-e _Ns)

€

ds

La(t,€) = /0 /0 [DF (s + € (1 — @) Xs(-) + aXsie(-)) = DOF (s + €, X,(-))] dex (

3

Il3(t’ €) = /0 /0 M([—T,O])<DLF (3 + e (1 - a)Xs(-) + aXs+€(')) a(Xs-i-e(') - Xs(')))C([f'r,O])da ds
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We have
Iu(ﬁ, 6) = Ju(t, 6) + Ru(t, 6)

where

(Xs-‘re — Xs) (Ns-i-e — Ns)
€

¢
Jii(t,€) :/ D% F (s, Xs(-)) ds
0
and sup,<p |R11 (¢, €)] — 0 in probability because D% F is continuous by item iv) and there uniformly
- E—>

continuous on each compact. In fact (X, N) have all their mutual covariations, then by Proposition
and the fact that [X, N] = [M, N], clearly,

t
Ji(tye) =25 | D%F (s, X,(-))d[M,N]s .

e—0 0

I15(t, €) behaves similarly to Ry (¢, €) in (5.21)), so it converges ucp to zero. Term I3(t, €) can be rewritten
as

t 1 0 N Ns-l,-e _ Ns
Iis(t, ) = Dy F (s +e, (1 —a)Xs(1) + aXote () (Xstrpe — Xoir) dov fds
0 JO —T
and it decomposes into Ji3(t, €) + Ri3(t, €) where
t
Ns € Ns
Jis(t,e) = / Zy(e)—F—2ds
0 €
with
1 —€
Zs(e) = / DcﬁF (s+6(1—a)Xs() +aXore(r) (Xoprge — Xogr) da
0 -7
and
t 1 0 | Ns+e o Ns
Ris(t,e) = Dy F(s+e(l—a)X()+ aXsie(:)) (Xstrie — Xstr) da fds
0 JO —€
t+e 1 0
Ns - ste
= / / D3 F (5,(1 — ) Xs—e () + aXs(-)) (Xspr — Xspr_e) da —————ds
€ 0 —€
By stochastic Fubini’s theorem we obtain
t 1 u
Balt,) = [ gwedn, with gwo=7 [ z(ods.
0 € J(u—e)t
Proposition 2.26, chapter 3 of [E] says that Jis(-,€) lci’(? 0 if
€—>
T
/ € (u, )d[N]u — 0 (5.30)
0 e—0
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in probability. We have
u 1 1 —€ n
|Zs(e)| < /( . E/o / | Dz F (s + e, (1 — ) Xs(-) + aXoqe ()] [ Xstrte — Xogr| da ds

1
< wx(e)/o HDCJI}F (s+¢6(1—a)Xs(-)+ QXS+€(.))||VIIT([—T,O]) da

< D F t,
S wWx (6) (t,n)g}él,)T]XU || dr HVU,T([—T,O]) ( 77)

where U = U(w) = conv(V)(w) where V(w) was defined in (5.29). Previous expression is bounded because
of item ii) in the assumptions and since U is a compact set in the infinite dimensional space C([—T,0]).

2 :
So £2(u, €) < w3 (€) SuP(y ) e 0.7 xu HDjj’"FHVaT([fT,O]) since

! / Y Ziods

€ Ju—ert

|§(u, €)| = <wx(e) sup HDj‘TFHVM([iT’O}) (t,n) .

(t,m) €0, T xU

Finally the left-hand side of (f.3() is bounded by

T
w% (e sup Di F 2 / d[N], = w% (e sup Di F 2 N]r
X()(t,n)E[QT]XUH P llvarron 0 M X()(tm)e[O,T]qu v ropy V)

which converges to zero a.s. for e — 0.
It remains to control Ry3(¢,€). This term is bounded by

T+e 0
wN(e) wX(e)/ 1 [ sup / |DdTF| (t,ﬁ)] dt

0 € | neu(w) J—e

The result follows since F' fulfills the support predictability property. O

We present a slight generalization of Theorem .

Theorem 5.16. Let X be an (F;)-weak Dirichlet process with finite quadratic variation with decomposi-
tion X = M + A, M local martingale. Let F : [0,T] x C([—7,0]) — R continuous, fulfilling assumptions
i), ii) and iii) of Theorem for a = 0 and b = T'. Suppose the existence of 0 = ap < a1 < ... <an =T
such that (¢,n) — D% F(t,n) is continuous on |a;, a;41] x C([—7,0]) admitting a continuous extension on
[ai, ait1] x C([—T,0]), for 0 <i < (N —1).

Then (F (t, X¢(-)));ej0,7) 18 an (F¢)-weak Dirichlet process with local martingale part

MF :F(O,XO(-))—i—/Ot D% F (s, X,(-)) dM, . (5.31)

Proof. Let N be an (F;)-local martingale. Since

[]\Z/F,NL:/tD5°F(s,XS(-))d[M,N]S, te 0,7, (5.32)
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it will be enough to show that

(F (1, X,())) . N], = / DPF (s, X,()) M, N, . te[0.T]. (5.33)

We observe that F|q, 4.,,1xc([-r,0)) Verifies the assumptions of Theorem with a = a4, b = a;41.
Consequently for ¢ €a;,ait1], @ € {0,....,(N = 1)}, (F (&, X¢(-))ie(a;,a:,,) 18 an (Ft)-weak Dirichlet
process with local martingale part

M} = F(a;, X,, / D%F (s, X,(-))dM, , t€ [as,ai1].
(F-33) follows by summation. O

We discuss now some consequences related to the martingale representation.

5.3 About some martingale representation

Suppose that X is an (F;)-weak Dirichlet process with finite quadratic variation with decomposition
X = M + A, M local martingale. Let h € L'(2). We are interested in sufficient conditions so that

T
h = ho +/ €, dM, (5.34)
0
where (&5) is an explicit predictable process, hy € R.

The two results below are a consequence respectively of Theorems and . They settle the basis
for a representation of integrable random variables. D, & L? will denote here D, ([—7,0]) & L?([—7,0]).

Proposition 5.17. Let F : [0,T] x C([—7,0]) — R continuous such that (s,n) — DF(s,n) exists with
values in D, ® L? and DF : [0,T] x C([-7,0]) — D, & L? is continuous. If moreover

E[h|F] = F(t, X¢ () as. Vte[0,T] (5.35)
then

h = F(0, Xo(-) / D% F(s, X,(-))dM, . (5.36)

Remark 5.18. We observe that F (0, Xo(-)) = E[h|Fo].

Proof. Since F verifies the assumptions of Theorem p.13, then F(-, X.(:)) is an (F;)-weak Dirichlet
process with martingale part given by

ME = F(0,Xo(:) / D% F(s, X,(-))dM, , (5.37)

29



according to (5.16). By (6.39), F(, X.(-)) is obviously an (F;)-martingale being a conditional expectation
with respect to filtration (F%). By the uniqueness of the decomposition of (F;)-weak Dirichlet processes,
it follows

F(t, X:(-)) = F(0, Xo(") / D% F(s, X4(-))dM, .

In particular the (F;)-martingale orthogonal component is zero. Since h = F(T, X7(-)) and F'(0, Xo(+)) =
E[h|Fo] the result follows. O

Corollary 5.19. Let X be an (F;)-weak Dirichlet process with finite quadratic variation with decompo-

sition X = M + A, M local martingale.

Let 0 <a; <...<ay=T. Let h € L'(Q). Let F : [0,T] x C([-7,0]) — R verifying the following

properties.

a) F(s,-) is differentiable V s € [0, T7.

b) F fulfills the support predictability property.

c) (s,m) + D% F(s,n) is continuous on Ja;, a;+1], 0 < i < N — 1 and it admits a continuous extension on
[ai; aiva].

d) (s,n) — D*F(s,n) is bounded for each compact, with respect to the total variation norm.

e) F(S’Xs()) = E[h|]:s]

Then

h = F(0, Xo(-) / D%F (s, X(-))dM, . (5.38)

Proof. By Theorem p.16 (F'((t, X¢(-)));e(0,7) is an (Fi)-weak Dirichlet process. On the other hand by
construction (F'((t, X¢(-)))ejo 7y 18 an (F¢)-martingale. The result follows again by uniqueness of the
decomposition of an (F;)-weak Dirichlet process. O

Remark 5.20. Suppose h € L?(f2). Indeed previous corollary can be stated requiring the same assump-
tions a), b), ¢), d), e) but on F restricted to [0, b] x C([—7,0]) for every b €]ay_1,T[. In fact, the square
integrable martingale E [h|F;] can be decomposed according to Kunita-Watanabe’s theorem, it can be
decomposed into the sum

F(0, Xo(") / &dM,+ Ny, te[0,T]

where N is an (F;)-local martingale strongly orthogonal to M, i.e. [N, M] = 0; moreover we know that
fOT £2d[M]s < +oo as. Since (F(t, X¢("))),c(o 4 18 also an (F;)-weak Dirichlet process by Theorem b.16,
the uniqueness of the decomposition implies that

t t
/D‘SOF(S,XS(~))dMS:/ £dMy+ Ny, te|0,b]
0 0

and so Ny =0, s € [0,b] and & = D% F(s, X,(-)). This implies (5.39).
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6 Consequences on quasi explicit representations of path depen-
dent random variables

6.1 General considerations

This section has illustrative features. We test our method on the representation of a random variable
which depends on the path of a diffusion process. It will be a toy model for future investigations with
applications in verification theorems in control theory on functional dependent equation. Let (W), €07
be a standard Brownian motion with respect to some usual filtration (F;). In this section 7 (resp. «y) will
denote an element in C([—T,0]) (resp. C([0,T7)). Let (X¢)¢cjo,7) be a real continuous process; with X we
will also denote the whole trajectory of X in C([0,T]). a will stand for agrid0 =ap <a; < ... <any =T,
not anymore in [—T, 0] as before. In this section 7 will be equal to T

We aim at implementing Corollary when X is solution of a SDE of the type

t t
X; = Xo —|—/ o(r, X, )dW, —|—/ b(r, X, )dr (6.1)
0 0

where 0,0 : [0,T] x R — R are continuous, 9,0 and 9,.b exist and they are bounded. We remark that o is
possibly degenerate. With 9,0 (resp. 9,b) we will denote the derivative of o (resp. b) with respect to the
second argument. In the present context X is an (F;)-semimartingale, therefore an (F;)-weak Dirichlet,
with decomposition X = M + A, M the local martingale given by M; = X, + fot o(r, X, )dW,.
The idea is to evaluate

h:=®(X)

with @ : C([0,7]) — R such that h € L1().
It is well known that the following flow property holds:

X, =v>%0 (6.2)

where for (s,n) € [0,T] x C([—7,0]), where Y*" is an element in C([0,T]), in fact Y; = Y;>" ¢ € [0,T] is
defined by

[ n(t—s) t €10, s]
¥ = { n0) + [ o(r, Y )dW, + [Tb(r,Y,)dr tes,T]. (6.3)

Y also symbolizes a function in C([0,T]). We start with some basic estimates.

Proposition 6.1. For every ¢ > 1, there is a constant C(g) such that

sup E[[[Y*"|5] < Cla) Inll%
s€[0,T)

Proof. Since o, b have linear growth, by Burkholder-Davis-Gundy inequality, for every ¢ > 1, and by
Gronwall lemma, there is a constant C(q) such that

sup  E |V < C(q) n(0)|7 .

0<s<t<T

This implies the result. O
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Process Y = Y*" given in (@) also solves

t t
Yt:n(O)Jr/ J(r,}ﬂs’")dWTwL/ b(r,Y,>")dr

where W = W, . — W, is independent of F; = o (Y,.,r < t). Suppose now ® being continuous. Taking
into account (@), for s < t, we get

M, = E[®(X)|F) = u (s, X,()) (6.4
where u : [0,7] x C([-T,0])) — R
u(s,m) = E[B(Y*")] (6.5)
and Y7 is given by (f.3)
Remark 6.2. 1. We remark that Y*7 : Q —s C([0,T)).
2. Tt is possible to show that u € C° ([0, T] x C([-T,0])).

We would like to examine situations where F' := u fulfills the conditions for the application of Corollary
. In particular Theorem below verifies condition a) of that corollary. The other assumptions will
be the object of Proposition . In this section the natural candidate for function w is given in (@)
First we introduce a notation and we recall that D%u(t,n) = Du(t,1){0} and Dz u(t,n) is singular with
respect to Jg.

Notation 6.3. If X is a continuous real (F;)-semimartingale, symbol £ (X) denotes the Doléans expo-
nential of X, in particular € (X), = exp {X; — Xo — 3[X]: }.

Theorem 6.4. Let X be a diffusion process of type (.1) and @ : C([0,T]) — R of class C"' Fréchet such
that D® has polynomial growth. For s € [0,T] and n € C([-T,0]), we set w : [0,T] x C([-T,0]) — R
by u(s,n) = E[® (Y*")] where Y*" belongs to C([0,T]) and it is defined by (f.).

Then u € C°([0,T] x C([-T,0])). Moreover for every s € [0,T], u(s,-) belongs to C* (C([-T,0])) and
Du(s,n), with s € [0,T] and n € C([-T,0]), is characterized by

Daru(s,n) = Dg.u(s,n) + D% u(s,n)d(dr) (6.6)
with

Dj_ru(sa 77) =K [Ds-i-drq) (YSW) 1[75,0[(7")} and

o DEE YT € {/P 0.0 (€)W + /: o.b (.¥¢") d&}} N ()

In particular item a) of Corollary is verified.

D%u(s,n) =E

Proof. We recall that Y : [0,T] x C([-T,0]) x Q@ — C([0,T]) is a.s. continuous. We suppose for a
moment that d,0 and 0,b are Holder continuous. In this case it is possible to show that n — Y7
is of class C' (C([-T,0]) ;C([0,T])) a.s. Let Y : [0,7] x C([-T,0]) x Q@ — C([0,T]), (s,n,w)
(Y""(w))ejo,ry; then the first order Fréchet derivative with respect to the second argument 7 will be
DY :[0,T] x C([-T,0])) x Q@ — L(C([-T,0]),C([0,T])), i.e. DY=":C([-T,0]) — C(]|0,T)) is a linear

functional.
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Remark 6.5. If we fix t € [0,T] w-a.s. then it holds Y; : [0, T] x C([-T,0]) x 2 — R; in this case the first
order Fréchet derivative with respect to the second argument n will be DY; : [0,T] x C([-T,0]) x Q@ —
(C([-T,0)))" = M([-T,0]). In particular if f € C([-T,0]),

Mm=ro) DY (W) feq-ro) = /[ o f(r)Da, Y, (w) O

We go on with the proof of Theorem @ Computing the derivative DY;>" it gives

[ bt r<s
Dadi = st + [ 0so (6.Y27) DaYEmaiwe + [1 0, (,27) Darvende 125, ()
Consequently, for ¢ > s, it follows
Ot—s(dr) = 4. (t — 8) t<s
Dy, Y = (6.9)
So(dr)E {fj 8,0 (5, Y;’") AWe + [* 0,b (5, YE") dg} t>s.
We remind from Notation @ that
t t
£ {/ 0,0 (g,Y;W) dWe +/ ,b (,g,yzg") d§}
equals
t 1t ) ) ¢ )
exp { / 00 (£,Y") AWe - 3 / (Bp0)? (& Y") dg + / a:b (€, Y7") d«s} .
Moreover, by usual integration theory for every t € [0, T}, u(s,-) is of class C* (C([-T,0])) and
Ddru (S, 77) =K de(I) (Ys,n) DdrYp (610)
[0,7]

Taking into account (@), by composition, one obtains a precise evaluation which can be done again via
the usual integration results. Omitting the details we have

Daru(s,n) = E [ [deq) Y*") Day Y, | +E [ ]deq) (Y*) Dgy Y
0,s s, T
=E || Dip®(Y™") Gp-s(dr) ]
[0,s]
P X p ) T
+E de(b (Ysa"]) 6O(d7‘)5 {/ azo- (é"}/'gé,n) dW£ +/ amb (6,}/:;777) dé-}
[s,T] s s ]

=K [DSerT(I) (Ys,n)] 1[_870[(7’>+

+50(dr)El . Dg,® (V1) 5{ / " 0,0 (g,x;v") dWe + / " 0. (g,ygv") dg} . (6.11)

Finally we obtain (f.4) and (f.7).
If 9,0 and 9,b are not Holder continuous, Y will not be a.s. differentiable in 1, but only in L2(£2), i.e.

in quadratic mean. However the two expressions in @) still remain valid. We omit the details. O
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Remark 6.6. In fact, the regularity assumption on o and b : [0,7] x R — R can be partly reduced,
see for instance using the technique developed in [@] The expression DY *" is the same as in the one of
(6.9) under Hypotheses given in Section 1.2 and 6 of [4].

6.2 Some representations

In this section we discuss a basis example with some particular cases of ® and we express the consequences
on u appearing in Theorem @

V will denote the derivative with respect to the argument in L*([~T,0]). Symbol D%°® (v) denotes the
absolute continuous component of the first order Fréchet derivative of ® and in all cases it coincides with
the partial derivative of f in L? with respect to the last argument which will be denoted in the sequel by

V,of (v(a1),...,v(an),7), p € [0,T].

Example 6.7. Let ag=0< a1 < ... <any =T.
Let ®(v) = f (v(a1),...,v(an),y) with f: RN x L2([0,T]) — R, f € C* (RN x L?([0,T]) — R) such
that all the derivatives have polynomial growth. In this case D® has the following particular form

N D% ®(y) = 0if (v(an), ..., ~v(an),”)
Dgr®(7) =Y D°®(y) 8, (dr)+(DE®) (y)dr , with
i=1 (Dpe®@) (v)dr = (Vi f) (v(ar), .., v(an),v) dr
(6.12)

where the D%u(t,n)
Da ([0, 17) & L([0, T7)
By (b.6) and (b.7) in Theorem (.4, it yields

denotes the absolute continuous part of the measure D®. In particular D® €

pruten) <& | 52 oo oene] o () ane [Too (ere) acf

a;>s

/T V,d (V5T E {/p Oy (5, Y;’") AW + /p ,b (g, Y;’") d§} dp]

=E Z o;f (77((11 —8)yon(aior —8), Y, Y YS’”)

a;i>s
£ {/ 00 (€Y7 ) dWe + / "0,b (6. vem) d§H

T
/ fo (77(‘11 - S)? s 777(0’1'*1 - S)? Yasima s 5Ya,511\;77 YSW)

£ {/p 0,0 (€,Y¢") dWe + /p 0b (€.777) d§} dp} . (6.13)
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and

Di.u B> D%® (Y1) 60, s(dr)

a;<S

+E { /O VL0 (V) 6, (dr) dp}

T

Z alf (77(@1 - S)a R n(ai—l - S)a Yasima N ’Y;]:jn’ YS,”]) 6ai—8(dr)1

a; <S8

+E [1—s,0/(r)VissSf (nar = s), ... ,np(ai—1 — s), Y21, ..., Y20 YT dr| (6.14)

where Vf denotes the Fréchet derivative of f with respect to the last argument which is absolutely
continuous. In fact V. f is a function in L?([0,T]) (for any argument of f) defined by r + V,.f(-).

Remark 6.8. Let j € {1,...,N}.

1. If s €]aj_1,a;] we have

D%y ZD‘S‘“ (Y= {/a oo (5, Y;’") AW + /ai ob (5, Y;’") dg}

+E /STV@(YSW)(S{/;@N (g,x;v") deJr/:azb (g,ygv") dg} dp‘| (6.15)
and
D u ZD% O (Y1) 8, s(dr>]
+E[ /O éVp(I)(YS’")(;p,S(dT) dp] . (6.16)

In particular for fixed € C([-T,0]), s = D%wu(s,n) is continuous on ]a;_1, a;[, is left-continuous
and it admits a continuous extension to [a;_1, a;].

2. If s € [0, a1], the (p.17) holds with j = 1 and s — D%u(s,n) is continuous on [0, a;].
3. We remark that u is not necessarily of class C%! ([0, 7] x C([-T,0])) excepted if N = 1.

The following is a particular case of Example @ where ® only depends on the maturity and on the whole
trajectory in L2.

Example 6.9. Suppose that ® (v) = f (v(T),7) for f : Rx L?([~T,0]) — R of class C* with polynomial
growth derivatives. (p.13) and (f.14) give

E |01 f (V7" Y“?)E{ / oo (6 vem) awe + / Cou (evem) déH

S

/ST Vo f (V1Y) € {/pama(g,x;v") deJr/Sp@zb(f,Y;’”)dg}dp] .

Dj_ru(svrrﬁ :E[l[—s,O]( ) TJrSf( ’Is’naYS n)dr} .

In this case u is of class C! for every (s,n) € [0,7] x C([-T,0]), Du(s,n) € Dy ® L?([-T,0]) and
Du : [0,T] x C([-T,0]) — Do & L*([-T,0]) is continuous.

D%u(s,n) =

+E
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The following is a particular case of Example @ where ® only depends pointwise on a finite number of
points; in this case V.. f = 0.

Example 6.10. Let ®(v) = f(’y(al), ...,v(an)) with f : RV — R. In this case (6.1]) reduces to
Dar®(y) = 3200, 0if (v(a), .- y(an)) ba, (dr). (B-I3) reduces to

Du(sm) =E | 3 Of (Y& YY) 5{/ 0y (€78 )dW§+/ai8xb(§,Y;’")d§}

a;i>s(i>1)

(6.17)

We recall that, if s € [ay_1,an| then s > a; for alli =1,...,(N —1) and Y;»" = n(a; — s), by definition

B3

The result below is a fundamental step for obtaining a quasi-explicit representation of integrable random
variables. In fact we verify the validity of Corollary .

Proposition 6.11. Let ® : C([0,7]) — R of the type

®(v) = f (v(ar),...,v(an),7)

with f : RY x L2([0,T]) — R of class C! with partial derivatives having polynomial growth. Let
®: C([0,7]) — R defined by ®(y) = f (v(a1),...,v(an),vy). We set u(s,n) =E[® (Y*")] for s € [0,T)
and n € C([-T,0]). Then

h = u(0, Xo(-) / D%y (s, X,(-) o (s,X,)dWy | (6.18)

where D%u(s,n) is given in (f.13).

Proof. We verify the assumptions of Corollary . u is of course continuous. e) is fulfilled by construc-
tion. b) was the object of Theorem @ In Example @ we have given the expression of Du(s, ) for any

€ [0,7). (b.1d) and (6.14) give the explicit expression respectively for D%wu(s,n) and D u(s,n). c)
follows from those explicit expressions. d) follows by the fact that (¢,1) — D> u(t,n) is bounded on each
compact of [a;,a;41] X C([—7,0]), 1 < i < N — 1. It remains to check a), i.e. if u fulfills the support
predictability property. Since

(Tvsvn)H]E[l[—s,O]( ) T+Sf( a,1 7"'7"' Y;NW,YSW)}

is bounded on each compact, in order to verify the support predictability condition we only need to show
that for each compact K C C([-T,0]),

/oT [SEE % /:g (dr, S’n)} ds = O(e) (6.19)

where

g(dr,s,n) = Z E [8jf (Yasln, ey, YILYS ")] da;—s(dr) .

a;<s
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For € < minjeqy,.. ny{a; — a;—1}, the left-hand side of () gives

N-—1 ait1 1 0
/ sup — / STEDF (Y YY) Say o (dr) | ds
i—0 Y ai neK € J_¢ a;<s
N—-1 a1 1 0
= / sup — Z E [8jf (Yasl’", AN S Ys’")} da;—s(dr)| ds. (6.20)
i=0 v % neK € a;j<s —€

We remark that

0 .
1 if(a; —s)€[—€0 & s€laj,a;+ €
/ Oa;—s (dr) = { 0 otherwise ' (6.21)

—€
So in the second sum of (B.2(), for a; < s only remains the term a; = a; and (p.2() gives

N-1

a;+e
Z / {sup lE [aif (Yasl,n,_._,_._,yjjva7Ys,n)] ds .
i=0 Jai ek €

Since all the derivatives of f have polynomial growth, previous expression is bounded by

C(N,f,T) sup {1+E[Y*7L]}
neK,s€[0,T]
where C(N, f,T) is some constant and ¢ is some positive real. The conclusion follows by Proposition @
So w fulfills the support predictability condition. O

6.3 About the representation of non-smooth random variables

The next example is essentially illustrative. It will be developed and treated in a more general context
in a paper in preparation. It will be possible to represent, still using Corollary , random variables of
the type

T T
hi=®(X), where <I>(v)f( / pr(r)dy(r), .. / ¢N<r>dv<r>>,

f continuous with polynomial growth and ¢1,...,pnN of class C1([0,T7). fOT @i(r)dy(r) are naturally

defined by an integration by parts as o(T)vy(T) — ¢(0)v(0) — fOTW(r)dtp(r) = o(T)v(T) — fOTv(r)dgo(r).
More general formulations can be performed even with less regularity using specific approximation tech-
niques. Here we only aim at obtaining a representation directly, without approximations. For simplicity
we consider X to be a diffusion process of type (@) with ¢ = 1 and b = 0, so that X is a Brownian
motion W and Y*" introduced in (f.3) will be a Brownian flow.

In this illustrative subsection we only suppose N = 1. Let h = f (fOT ga(r)dWT), 0 € CL([0,T)), p(T) # 0,

f: R — R measurable with polynomial growth. We define u(s,) = E[®(Y*")] as in (6.9). Tt is possi-
ble to show the assumptions of Theorem setting a = 0 and b < T'. We suppose for a moment that
[ € CL(R). We come back to Theorem [p.4 which says that that for every s € [0,T], u(s,-) is of class C*
Fréchet and

Ddru(svn) = D(SDU(SW)(SO(W) + Dj_ru(svn) .
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Since

T
Dar®(v) = f' </0 @(T)CMT)) (e(T)dr(dr) — (0)do(dr) — @(r)Ljo,r(r)dr) .

Taking into account (f.7) we get

D%u(s,n) =E[Z,] [¢(s) — ©(0)1{0y(5)]
Dgu(s,n) = E[Zy] [(—(0)5_s(dr) — &(s +y)) 1—s0(v)dy] ,

where

Zo =1 (/O w(T)dYs’"(r)> :

Using Malliavin calculus and the fact that

Zy=f (n(O)sﬁ(S)sﬁ(O)n(S) / i — s)dip(r) + / w(rwvr) |

S

We set the random variable h = ®(Y*"). Denoting D™ the Malliavin derivative we obtain

Di*(h) = D" (R(Y*")) = Zop(r)ljsz)(r)

then

T T
(D™ (h), @) 12017 = / DI (W)p(r)dr = Z, / o (r)dr
and so

E|(Z,] :

-
[, @2(r)dr
Consequently, using ((.27) in (6.29) we obtain

w(s) — ¢(0)1103(s)
JE 2 (r)dr

E[(D™(h), ¢)] -

D%u(s,n) =

E[(D™(h),¢)]

and

(—=p(0)0_s(dr) — ¢(s +y)) 1[75,0{(y)dy]E
JF 2 (r)dr

By the well-known integration by parts on the Wiener space, it follows

Dgu(s,n) = (D™ (h), 9)]

E[(D™(h),¢)] =E[h-6(¢)] =E

T
@(YS’")~/O (p(T)dWT‘| .
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(6.22)

(6.23)

(6.24)

(6.25)

(6.26)

(6.27)

(6.28)

(6.29)

(6.30)



Consequently, for s € [0, 7]

D&ou S, — SD(S) - (10(0)]1{0} (S)E (b YS,U . T r d 7“| 631
(s,m) T (Y=m) /O p(r)dW (6.31)
N (—(0)6_s(dr) — ¢(s +y)) L_s0/(y)dy . T 1
Dz, u(s,n) = = E|®(Y*>")- rdW,| . 6.32
(s,m) T 2 (Y=m) /O o(r) (6.32)

Remark 6.12. We remark that in (5.31) and (5.39) does not appear the derivative of f. At this point
we admit a technical point not to overcharge the proof. Even if f is not of class C*, u(t, ) is still of class

C" for every s € [0,T[ and (B.31]) and (6.39) still hold.

As promised, we verify the assumptions of Theorem . We first observe that

(s,n) —=E

B(Y™) - /O w(r)dWT] (6.33)

is continuous, therefore bounded on each compact of [0,T] x C([—T,0]). Given a compact subset K of
C(]-T,0]), we denote

C(K):=supE
neK

ayen). [ so(r)dvvr] |

Assumptions i), i) and iv) are clearly verified taking into account (.33), (5.2§) and (f.29). It remains
to check the support predictability property. Let K be a compact of C([0,T]). Since

¢(s + y)li—s,01(y)
S ey
is finite, Remark , item 2. implies that it will be enough to show that
/b 1 /0 ©(0)0—s(dr)1—s o (y)dy
sup — T
0 nek € J(—e)v(-T) [, @ (r)dr
Let € < b. The left-hand side of (f.39) is bounded by

E

sup
y€[0,b],nEK

@(YS’”)-/O @(r)dWT]

E

ds = O(e) . (6.34)

B(Y*T) / so(r)dwr]

CE) 2O oo CE) 0 . 6.35
: /offso%r)dr S Tema =T 05)

So also assumption iii) of Theorem , i.e. the support predictability property is verified. The conclusion
follows by Remark

6.4 Link to a finite dimensional PDE

We come back to the assumptions on coefficients o and b of Section E They characterize again a diffusion
process X as solution of (@) We link now Corollary and Proposition with a well-known result

39



of representation related to hedging theory in mathematical finance. We consider a contingent claim
defined by h = ®(y) = f (v(a1),...,v(an)), i-e.

h=f(Xa,.. . Xan) , 0<a1<..<ay=T (6.36)

with the usual convention ag = 0. We consider here the case f of class C? with polynomial growth but
o may become degenerate.

Proposition 6.13. Let X be a diffusion process of type (@) Let N >2and f: RY — R of class C?
with polynomial growth. We suppose o : [0,T] x R — R of class C%2, such that 9,0, 82,0 are bounded.
There exist functions

VORT X [aii1,a] xR— R, 1<i< N,
such that for y1,...,y,-1 € R,

Vi(svy) = Vi (ylv s 7yi71;579)

solves
A5 (s,y) + 20%(s,y) 97,V (5,9) + b(s,y)0yv' (5,y) =0 s €la;_1,a;
Vi(ai’y) :Vi+1 (yla"'ayi—lay;a/iay) 1 < N (637)
vN(Toy) = f (Y1, yn—1,9) i=N
such that
T
f Xy, Xay) = Ho +/ £sd X (6.38)
0
and, for 1 <i < N,
&s :ayyi (Xala---aXai,ﬁS;Xs) ) S e]ai—laai[
(6.39)
HO = I/l (0, X())

In particular (s,y) — v'(s,y) € C*2 (Ja;—1, a;[xR) N C° ([a;—1,a;] x R).

Remark 6.14. Let X be a finite quadratic variation process such that [X], = fot 02 (s,Xs)ds. An
example is of course our basic process X introduced in (@) but there are plenty of other examples. Let
f:RY — R be continuous with linear growth. If there are functions v!,..., " as in Proposition ,
then representation (p.3§), with (p.39), holds replacing dX, with the forward integral d~ X;. If X is a
martingale we recall that d~ X, = dX,. This was proved in [@, Proposition 4.30. The aim of Proposition

is to construct effectively such functions v!,..., vV

Proof of Proposition [.13. According to Corollary f.19, representation (5.3§) holds with Hy = . (0, Xo(-))
and & = D%y (s, Xs(+)) where u(s,n) :=E [f (Yasl’", .. .,Yas&n)]. In fact ®(v) = f (y(a1),...,v(an)) is

C! Fréchet differentiable with polynomial growth.
We denote by (Z;"Y) the flow such that Z = Z5¥ verifies

t t
Zt:y—i—/a(r,ZT)dWT—l—/b(r,ZT)dr, t>s.
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In particular we have Y*" = Z51(0),
Let 1 <i < N. Clearly, if s € [a;—1, a4,

u(s,n) =E [f (77(@1 — )o@y — ), 2570, Z(f}y(o))}
=v' (n(ay — s),...,n(ai—1 — s); 5,1(0)) (6.40)
where
Vi(57y> = ]E [f (yl, e Yi—1, Z;;-ya ey Z;}g):l . (641)

Now v/ is continuous. We keep in mind the representation (f.1§) in Proposition .11]. In particular (6.39)
holds with Hy = u (0, Xo(-)) and & = D%u (s, Xs(-)). We recall the expression of D% calculated in
Example @ in a more general situation. We had

D50 (3 77) 1],11 1, al[ Z f ( a] — S n(ai_l — S), Z;;W(O), ey Z;;\';](O))

a;>s
£ {/aj Dy (r, ij(O)) AW, + /% ob (T’ Zﬁ,n(O)) dr}]

S

where £ denotes the Doléans exponential operator as usual.

In fact by usual integration theory it is not difficult to show that for any s €la;—1,a:[, y1,...,¥i-1 € R
fixed, y — vi(s,y) is of class C2. We observe that u (0, Xo(-)) = v1(0, Xo). Moreover s — 9,1 (s,y) and
5 02,V (s,y) are continuous on Ja;_1,a;[. In particular if s €]a;_1, a;[

Oy BN 05 (oo ovicn, ZeYs o, Z3Y) 0,257

j>i

Since, at least in L?(12),

ayZ;;y =& </ | Oyo (1, ZY) dWT) )

it follows that, for s €la;_1, a;],
D%u(s,n) = dyv" (n(ar — s),...,n(ai—1 — s); 5,1(0))

and so (f.39) is established.
It remains to prove (.37).

We remark that we can evaluate the second order derivative with respect to y. It gives

oz,v B> 05 (v, Z3Y, o Z3Y) 0,250 0,25

k,j>1

+E Zajf (ylv"'vyiflvz;;y Zé7y) 8§yzs’y

Jjzi
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where 92,7 oY could be calculated explicitly.

yy—a

It remains to provide the partial derivative with respect to s. Let s, s + h €]a;—1, a;[ and suppose h > 0.

Since Z;¥ = Z,

s+h,Z§fh
a;

, we easily obtain that

u(s,y) =E[u(s+h Z2%)] -

So, by It6 formula,

Vi(8+hay) - l/i(s,h) _ u(8+hay) _U(Say)

h h
1 S
= EE [u(s + h,y) —u(s +h, Z% ]
1 s+h 1 s+h
= +E —/ Oyu (s +h, Z3Y)dZ3Y — 5/ o® (r, Z§Y) 0g,u (s + h, Z3Y) dr

where dZ5Y = o (r, Z5Y) dW,. + b (r, Z3Y) dr.
Similar arguments allow to discuss the limit when A — 0. Letting h go to zero we get

i .ou(s+ h,y) —u(s, 1
asy (Sa y) = AIE)IB ( y}z ( y) = _502 (Say) aiyu (Sa y) - b(S,y)ayU(S,y)

1 , .
= _502(Sa y)aﬁyyz(sa y) - b(S, y)ayyl(s, y) :

We have finally established the first line of (f.37). The second and third conditions in (f.37) are verified
by inspection using ) O
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