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Abstract. We generalize the Clark-Ocone’s stochastic integral representation formula in
case, when the Wiener functional isn’t stochastically (in the Malliavin sense) smooth, but
its conditional mathematical expectation with respect to natural filtration (generated by
Wiener process) is stochastically differentiable and established the method of finding the
corresponding integrand.
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In the stochastic process theory, the representation of functionals of Wiener process
by stochastic integrals, also known as martingale representation theorem, it is stated
that a functional that is measurable with respect to the filtration generated by a Wiener
process can be written in terms of Ito’s stochastic integral with respect to this Wiener
process. The theorem only asserts the existence of the representation and does not
help to find it explicitly.

It is possible in many cases to determine the form of the representation using
Malliavin calculus, if a functional is Malliavin differentiable. We consider nonsmooth
(in the Malliavin sense) functionals and have developed some methods of obtaining
constructive martingale representation theorems. The obtained results can be used
to establish the existence of a hedging strategy in various European Options with
corresponding pay off functions.

The first proof of the martingale representation theorem was implicitly provided
by Ito (1951) himself. This theorem states that any square-integrable Wiener func-
tional is equal to a stochastic integral with respect to the Wiener process. Many years
later, Dellacherie (1974) gave a simple new proof of Its theorem using Hilbert space
techniques.

Many other articles were written afterwards on this problem and its applications
but one of the pioneer works on explicit descriptions of the integrand is certainly the
one by Clark (1970). Those of Haussmann (1979), Ocone (1984), Ocone and Karatzas
(1991) and Karatzas, Ocone and Li (1991) were also particularly significant. A nice
survey article on the problem of martingale representation was written by Davis (2005).

In spite of the fact that this problem is closely related to important issues in ap-
plications, for example finding hedging portfolios in finance, much of the work on the
subject did not seem to consider explicitness of the representation as the ultimate
goal. In many papers using Malliavin calculus or some kind of differential calculus for
stochastic processes, the results are quite general but unsatisfactory from the explic-
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itness point of view: the integrands in the stochastic integral representations always
involve predictable projections or conditional expectations and some kind of gradients.

Shiryaev and Yor (2003) proposed a method based on Ito’s formula to find explicit
martingale representations for Wiener functionals which yields in particular the ex-
plicit martingale representation of the running maximum of the Wiener process. Even
though they consider Clark-Ocone formula as a general way to find stochastic integral
representations, they raise the question if it is possible to handle it efficiently even in
simple cases.

On the probability space (€2, S, P) is given the standard Wiener process w = (wy),
t €10,7] and (SY), t € [0,7] is the natural filtration generated by the Wiener process
w. The stochastic integral as a process from the adapted square integrable process
represents the square integrable martingale. The well-known Clark’s theorem ([1})
gives an answer to the inverse question. If F is the square integrable 3%-measurable
random variable, then there exists square integrable random process v;, adapted to
the filtration 3}’ such that

T
0

If the functional is stochastically smooth then Clark-Ocone’s ([2]) formula proves,
that the integrand from Clark representation of this functional, represents the condi-
tional expectation of Malliavin derivative, i.e. iy = E(D.F|S}), where D, is the so
called Malliavin’s stochastic derivative.

Despite the fact that Clark-Ocone’s formula gives integrand construction, there are
problems with practical realizations (from the viewpoint of stochastic derivative cal-
culation, as well as conditional mathematical expectation). We generalized this result
([4]) in case, when the functional isn’t stochastically smooth, but its filter (conditional
mathematical expectation) is stochastically differentiable and established the method
of finding this integrand. This method demands smoothness only for conditional math-
ematical expectation of the considered functional, instead of the usual requirement of
smoothness of the functional (as it was in the Clark-Ocone’s formula). For example, the
offered method allows us obtain the integral representations for the indicator Iy, <y,
which is not differentiable in the Malliavin sense (indicator of event A is Malliavin
differentiable if and only if probability P(A) is equal to zero or one). Our aim to
characterize a class of such functionals. Below we try to make the first step in this
direction.

It is well known, that if a random variable is stochastically differentiable (in the

Malliavin sense), then its conditional mathematical expectation is differentiable too
([3]): in particular, if F' € Dy, then E(F|JY) € Dy; and

DE(FISY)] = E(DeFISE) 0,6(1),

s

where D, ; denotes the Hilbert space which is the closure of the class of smooth Wiener
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functionals S with respect to the norm
|1Fll2 = {E[F*] + E[||D.F|7,, 0]}

On the other hand, it is possible that conditional mathematical expectation can
be smooth even if the random variable isn’t stochastically smooth ([4]): for example,
Ttwr>ay & Do (as it was mentioned above), but

T — Wt

T—t

[Ellwr>a | S7] =1 = ¢( ) € D2y,
where ¢ is the standard normal distribution function.
Remark 1. However, it should be noted that in many practical cases (which are
interesting from the point of view of financial mathematics) it is impossible to count
on smoothnesses even of conditional mathematical expectation of the functional. For
example, if the functional is represented as the Lebesgue integral (with respect to the
time variable) the from square integrable process which isn’t stochastically smooth,
but its filter is a stochastically smooth process, then the conditional mathematical
expectation of the functional won’t be stochastically smooth. Indeed, on the one hand
(see, Theorem 2 in [5]), if the square integrable random process ug for almost all
T

s € [0,T] does not belong to Dy, then the average process [ us(w)ds does not belong
0

to the space Doy either. On the other hand, it is well-known (see, for example, [3])

T
that if us(w) € Do for all s, then [uy(w)ds € Ds; and
0

D /T us(w)ds) = /T Dy (w)ds.

Therefore, in this case the conditional mathematical expectation of the functional

T
[ us(w)ds is not stochastically smooth, because we have:
0

B[ wasisp = [uas + [ Bl )I51ds

where the first summand (integral) is analogous that the initial integral and therefore it
is not Malliavin differentiable, but the second summand is differentiable in the Malliavin
sense when u, satisfied our weakened condition (if Efus(w)|S¢] € Do, for almost all s
and Elus(w)|S}] is Lebesgue integrable for a.a. w, then (see, for example, [3])

/E[US(LU”%t]dS < D271).

'Here S denotes the class of random variables which has the form F = f(wy,,...,w;, ), f €
C(R"), t; € [0,T], n > 1, where Cp°(R") is the set of all infinitely continuously differentiable
functions f : R™ — R such that f and all of its partial derivatives have polynomial growth.
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Let p(s,t,ws, A) be the transition probability of the Wiener process w, i.e. p(w; €
AISY) = p(s,t,ws, A), where 0 < s <t, A is a Borel subset of R and

=]

I S R (et
—m/A Moy

For the computation of conditional mathematical expectation below we use the
well-known statement:

Proposition 1. For all bounded or positive measurable functions f we have the
relation

}dy

E[f (w,)|SY] = /R Fp(s,towndy) (P —a.s.),

Let Ly([0,7] x Q) = Lo([0,T] x Q,B([0,T]) ® I, A x P) (where B([0,77]) is the
Borel o— algebra on [0, 7] and A is the Lebesgue measure) the set of square integrable
processes, and L2([0,T] x ) represents the subspace of adapted (to the filtration
(31, t € [0,T]) processes; Lo([0,T]) = L2([0,T], B([0,17), A). Let Ly denote the set
of measurable functions h : R — R, such that h(-)p(-,T) € Ly := Lo(R,B(R), ),
where p(z,T) = exp{—%}.

Proposition 2. Ly be a Banach space with basis {z"p(x,T)}, n =0,1,2,....

Proof. The proposition directly follows from the statement VIII.4.3 [6], according
to which if the measurable function f on (a,b) (—oo < a < b < +00) differs from zero
and satisfies the condition |f(z)| < Ce™®! where § > 0, then the system of functions
2" f(z) (n=0,1,...)is full in Ly(a,b).

As it was in the Malliavin calculus, we introduce the space L*! (see Definition 3.
3 [7]).

Definition 1. Let L?! denote the class of scalar processes u € Lo([0,T] x Q) such
that u; € Dy, for a.a. t and there exists a measurable version of Dgu, verifying

T T
E/ / | Dyus|2dsdt < oo.
o Jo

L*! is the Hilbert space with the norm

ul[p20 == (E /\uydt )24 //]Dut\ dsdt)'/?.

Li = {F € Ly(Q) : B(F|SY) € L*' for a.a. t},

Denote

T
1P|z = (BF?)2 + (E/ |[B(FISY)[Pdt)

e [ s

W) [2dsdt) /2.
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Definition 2. Let fél denote the space which is the closure of the space Lél with
respect to the norm ||- ||Lé1, ie ifG e Z?, then there exist a sequence F,, € L' such

that
i [|Fy — G|zs = 0.

Theorem 1. The conditional mathematical expectation of the functional wi I, > k3
is stochastically smooth and the following relation:

n w K™ K —w
DAEw fwr> 13 [SY]} = \/T_tw(\/T_;)f[o,ﬂ(S)
n > _1 y Wy
+ " d I, 1

takes place (where ¢ is the standard normal distribution density function).
Moreover, for all s <t we have

K" (K—ws
\/T—s(p VT — s

EID A Elwr L, >ry [ STHSYT = )

b= [ ey ©

Proof. Due to Proposition 1, it is not difficult to see that

DAE[wrlpw>i3|SY]} = D {\/—/ "Tysryo( yfT 2 )y}
(y wt)2
\/7—t / Dilexpl=5 7=y Hd
- mwl— t>3/2/K 90 = ) exp{~ G e T

Therefore, using the standard technique of integration and the well-known property
of the normal distribution density function, we easily ascertain that (1) is fulfilled.
Hence, according to Proposition 1.2.3 [3], the conditional mathematical expectation of
the considered functional is stochastically smooth.

On the other hand, using again Proposition 1, for all s < ¢ we have

ED A E[wp Ly [T

. —Ws > n _ (y - w5)2
a (t—S)\/Qﬂ'(T—S)/K v expt 2(T' —s) sy
1 > (y — w8)2
+(T_83/2\/%/ y"exp{— —(T_S)}dy

ws(T — (y — ws)?
T 3/2m/“xp{ AT
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From here, by analogy of the transformations made at calculation of the conditional
mathematical expectation (1), it is not difficult to obtain the relation (2).
Corollary 1. In the case n = 1 we have

), =T ve = T
b (1= (o 9)

JT = JT —
Theorem 2. Let the function f € C' such that |f(z)| < cexp{az?} for some

constant 0 < a < 1/[2(T" — t)]. Then the conditional mathematical expectation of the
functional f(wr)l{w, Ky is stochastically smooth and we have the following relation:

DB () ay 1|9} = j}K_ >t¢<§T‘ ) (o)

Remark 2. It should be noted that in the future we are going to investigate
functionals from the space fél.
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