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In this paper we obtain the Clark-Ocone’s stochastic integral representation formula with
explicit form of integrand in case, when path-dependent Wiener functional is not stochastically
(in Malliavin sense) smooth. To achieve this aim, we check that the conditional mathematical
expectation of the considered functional is stochastically smooth, and apply the generalization
of the Clark-Ocone’s formula, obtained by us earlier.
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1. Introduction

It is well-known from Ito’s calculus, that the stochastic integral (as process) from
a square integrable adapted process is a square integrable martingale. The answer
to the inverse question: is it possible to represent the square integrable martin-
gale adapted to the natural filtration of Wiener process, as the stochastic integral
given by the well-known Clark formula ([1]). In particular, let W; (¢ € [0,77]) be a
standard Wiener process and S}V is a natural filtration generated by this Wiener
process. If I is a square integrable $}V-measurable random variable, then there
exist a unique {3}"}-adapted square integrable in L([0,7]) random process

such that
T
F = EF+/ PrdWr.
0

The representation of functionals of Wiener process by the stochastic integral,
also known as the martingale representation, was studied by several authors.
Martingale representation theorems (including Girsanovs measure transformation
theorem) are widely known to play essentially important role in modern finan-
cial mathematics ([2]). Karatzas and Ocone ([3]) have shown how to use Ocone-
Haussmann-Clark formula in financial mathematics, in particular for constructing
hedging strategies in the complete financial markets driven by Wiener process.
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Since that time interest to Malliavin calculus has been significantly increasing.
Therefore developing of the theory has intensively begun together with looking for
the new sphere of its applications ([4]). Among them the applications in mathemat-
ical statistics are especially important (regularity of density, hypothesis testing).

At the same time, finding of explicit expression for v; is a very difficult prob-
lem. In this direction, is known one general results, which is called Ocone-Clark
formula (5), according to which v, = E(D,F|S}V), where D, is so called Malliavin
stochastic derivative. But, on the one hand, here the stochastically smoothness of
considered functional is required and on the other hand, even in case of smoothness,
calculations of Malliavin derivative and conditional mathematical expectation are
rather difficult.

Absolutely different method for finding of v, was offered by Shyriaev, Yor and
Graversen ([6], [7]). This method was based on using Ito’s (generalized) formula
and Levy’s theorem for Levy’s martingale m; = E(F|3}") associated with F. Our
approach (see, Jaoshvili, Purtukhia [8]) within the classical Ito’s calculus allows to
construct v; explicitly by using both the standard Lo theory and the theories of
weighted Sobolev spaces, in case when the functional F' has no stochastic derivative
(in particular, the class of functionals considered by us includes, for example, the
functional F' = Iy, - k) which is not stochastically differentiable).

Later, we (with prof. O. Glonti [9]) considered the case when the functional F’
is stochastically non-smooth, but from Levy’s martingale associated with it one
can select a stochastically smooth subsequence and in this case we have offered
the method for finding the integrand. It is known, that if the random variable
is stochastically differentiable (in Malliavin sense), then conditional mathematical
expectation of this variable is stochastically differentiable as well ([10]). In partic-
ular, if F € Dy, then E(F|SY) € Doy and DE(F|SY)] = E(DF|SY ) 4(1),
where D1 denotes the Hilbert space which is the closure of the smooth Wiener
functionals class with corresponding (Sobolev type) norm (see below). We gener-
alized ([9]) Clark-Ocone formula for the case, when the functional is not stochasti-
cally smooth, but its conditional mathematical expectation is smooth (for example,

F = Iy, sy ¢ Dy, but E(F|S)Y) =1 —@(%) € Do for all t € [0,T), where

&(-) is the standard normal distribution function).
In this paper we consider a path-dependent Wiener functional

F=Wr—-K) Ly, <p

which isn’t stochastically smooth (here and bellow Wi, = OriligtWS). For this func-
S

tional the stochastic integral representation formula with the explicit form of inte-
grand is obtained. With this aim in mind we find the conditional density function
of joint distribution low of Wiener process and its minimum process under the
given value of Wiener process, calculate the conditional mathematical expectation
of the considered functional, check if it is stochastically smooth and apply above-
mentioned generalization of the Clark-Ocone’s formula. Note that this functional is
a typical example of payoff function of so called European barrier' and lookback?

IThe barrier option is either nullified, activated or exercised when the underlying asset price breaches a
barrier during the life of the option.

2The payoff of a lookback option depends on the minimum or maximum price of the underlying asset attained
during certain period of the life of the option.



26 Bulletin of TICMI

Options. Hence, the stochastic integral representation formula obtained here could
be used to compute the explicit hedging portfolio of such barrier and lookback
option.

2. Auxiliary results

On the probability space (2, S, P) the standard Wiener process W = (Wy), t €
[0, T is given and (3}V), t € [0, T), is the natural filtration generated by the Wiener
process W. We consider functionals of the Wiener process, i.e. the random variables
that are Y -measurable.

The derlvatlve (see [10]) of a smooth random variable F' of the form

F:f(W(hl)’vw(hn))’ fG CSO(RH)’ hl € LQ([O’T])

is the stochastic process D F' given by

DiF = E 70, W ()Rt

(where W (h fo (t)dWy).

Dis closable as an operator from Lo(2) to Lo(92; L2([0,T7])). We will denote its
domain by D ;. That means, Do 1 is equal to the adherence of the class of smooth
random variables with respect to the norm

1F 2.0 = I[F 1 Lo(0) + HIDFI| L, (0:L.(0,17)) -
Proposition 2.1: Let 1) : R™ — R' be a continuously differentiable function

with bounded partial derivatives. Suppose that F = (F1, ..., F™) is a random vector
whose components belong to the space Dy 1. Then ¢(F) € Dy, and

Da(F) =3 AL u(F)DyF
=1

(see, [11], Proposition 1.2.5.).
Let p(u,t,W,, A) be the transition probability of the Wiener process W, i.e.

P[W; € A|W,] = p(u,t, Wy, A), where 0 < u < t, A is a Borel subset of R and

T e
27 (t — u) —u)

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

p(u,t,x, A) =

5ty

Proposition 2.2: For any bounded or positive measurable function f we have
the relation

Bl (W))|W,] = /R F)plut, W dy) (P — a.s.).
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Theorem 2.3: Suppose that g, = E[F|S}Y] is Malliavin differentiable (g.(-) €
Dy 1) for almost all t € [0,T). Then we have the stochastic integral representation

T
gT:F:EF+/ v dW, (P —a.s.),
0

where

Vu Z%E[Dugtmw] in the Ly([0,T] x Q)

(see, [9], Theorem 1]).

Let Lo([0,T) = Lo([0,T],B([0,T]),A) (where X is the Lebesgue measure). We
denote by Lo 7 the set of measurable functions w : R — R, such that u(-)p(-,T) €

Ly = Ly(R, B(R), \), where p(x,T) = exp{~ 4.

Theorem 2.4: Let a function f € Ly7/0,0 < a < 1, and it has the first order

generalized derivative Of /0x, such that Of /0x € Lyr/5,0 < B < 1/2. Then the
following stochastic integral representation holds

f(Wr) = Ef(Wr) + /OTE[gi(WT)\%ZV} dw;

(see, [8], Theorem 2]).

Proposition 2.5: The joint conditional distribution density (t > s,y <0,y < x)

aQP{Wt <z, Wi < y|Ws = Z}
th,Wt*H/VS:z =
0xdy

can be express as follows

2(x — 2y + z) p{_(x—2y+z)2}. ()

f t t =z = ex
W,,W,*|Ws z 27T(t _ 8)3 2(t — 8)

Proof: (Proof of Proposition 2.5.) It’s clear that if z < y or y > 0 then {IW; <
z} C {wy < y} and the conditional joint distribution function of W; and Wi,
under given Wy = z is independent from y :

P{Wt < a, Wi < y’WS :Z} :P{Wt < z|W; :Z}

=P{W, =Wy <z —2|Wy=2z2}=P{W,— W, <z -2z}
Hence, in this case

PP{W; — Wy <z — 2}
th7Wt*‘W§:Z = - O
0xdy
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Suppose now that y < z and y < 0. According to the elementary relations

Wt* = Ws* A min Wl

s<I<t

and

(Wese A min W) — Wy = (Wye — Wy) A (min Wy — W),

s<I<t s<I<t

we have

P{W, < x, Wi <y|Ws =2, Wy, = u}

= P{W; <z, Ws A min W) < y|Wy = z, Wy, = u}
s<I<t

=P{W,—Ws<x—2z(uN min W)) = Wy <y—z|Ws =2z, Wg, = u}

s<I<t

=P{Wy—Ws<z—2z(u—Wg) A min (W, — W) <y—2|W, =z, Wy, = u}.

s<I<t

Hence, due to the equality
P{AB|C} = P{A|C} — P{AB|C},

using properties of the Wiener process and conditional probability, one can easily
see that (u > y)

P{Wt <z, Wy < y‘Ws =2, Ws = u}
=P{W, =W, <z —2|Ws =2, Wg =u}

—P{W, —Ws<x—2z(u—Ws)A min (W, — W) >y — z|Ws =z, Ws, = u}

s<I<t
=P{W, - W, <z-—2z}

—P{Wy—Ws<z—zu—2>y—2, mligt(I/Vl—WS)>y—z|W5:z,Ws*:u}
s<t<

=P{W, - W, <z-—2z}
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—P{W; — Wy <z —2z min (W, —Ws)>y— z|Ws =2z, Ws =u}

s<I<t

=P{W,—-Ws<zx—z}—P{W,—Ws<z—2z mnW, —W;)>y— =z}

s<I<t

=P{Wy =Wy <z —z min (W, — W) <y—z}. (2)

s<I<t

Let us define a new Wiener process W, 0 € [0,t], as follows Wy = Wy — W;_g.
It is evident that W; — W; = W,;_; and therefore

min (W, — W) = min (W, — W) = min W, s = min W, , = W (i—s)x-

s<I<t s<I<t s<I<t 0<l—s<t—s

On the other hand, basing on the expressions for distribution law of minimum
process Wy, and for joint distribution low of W; and Wy, (see, for example, [12]),
we have:

P{W <b} = exp{——}dv b<0,

il

and

2b—a 2
v .
P{W; > a, W <b} = \/7/ Q—t}dv, b < min(a,0),

we conclude:

P{Wtga,Wt*Sb}:P{Wt*Sb}—P{Wt>a,wt* Sb}

2b—a

\/ﬁ 2t} \/7/ ex p{—g}dv.

Taking into account the last relation, it is possible to rewrite the conditional
probability in (2) in the following form:

P{W; < 2, Wy <y|Ws =2z, Wg, = u}

=P{W; s <x—2z min Wu_g, <y— 2ty

s<l<t

_ 1)[2 / a exp{—(tvz)}dv - / v exp{—2v2}dv].

2r(t — s —o0 2(t—s —o00 (t—s)
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Therefore, in concordance with properties of the Wiener process and conditional
mathematical expectation, we can write

P{Wt <o, Wi < y|Ws = Z} = [E(I{thx,Wt*Sy}‘WS)”WSZZ

= BB tw, <o,w,. <y} [Ws, W) W] Hw. =

= {E[E(I{thccwﬁgyﬂws =2z, Weu = U)|z:Ws,u:Ws* WS]HWSZz

={E[P{W; <2, Wi <y|W, =2, Wy, = u}‘z:WS,u:Ws* (Wil Hw. ==

2

{E[\/Qﬂ(ii—s) /_i:exp{ — ﬁ}dv

w.J}]
2=Ws,u=Wi. We=z

2

2y—z—2 v
_{E[\/%(lti—s)/oo exp{—m}dv

W e

z=Wsu=Wi.

2

y—Ws v
= {E[\/%(Qti_s) /Oo e - 2(t—s)}dv‘WS”’wsz

2

2y—z—W, .
_{E[\/Qw(lti—s) /oo exp{ — Z(t_s)}dv‘Ws}}’WS:Z

2

1 Yy—z 2 2y—x—=z

:[2/ exp{—v}dv—/ exp{—vi}dv]

27t —s) L Jooo 2(t - s) o 2(t — s)
From this it follows, that
82

0xdy

P{Wt < .Z',Wt* < y|Ws = Z}

—x—2)?
ay[m_s)e’m{‘%_s))}}

_2(x—2y—|—z)eX _(:U—2y+z)2
C/2n(t— )3 { 2(t — s) }

that ends the proof of proposition. O
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3. Main result

Theorem 3.1: For the Wiener functional F' = (Wr — K)™ Iyw, <py (T >t,B <
0, B < K ) the following stochastic integral representation holds

23 K-
F—FEF— / Wt)th, (3)

where @(-) is a standard normal distribution function.

Proof: According to the Markov property of the Wiener process and the well-
known properties of conditional mathematical expectation, in accordance with the
Proposition 2.2, we have

gt = E[F|S)Y] = E[(Wr — K) " Iiw,. <5y S]]

= {E[(Wr — K)" Lyw,.<p} Wt = 2]}|.=w,

z=W,

J; — z Tr — z 2
/ / (;yjt)) exp { - : 2(;?;—2)) Jelody|

Using an integration formula in parts in the integral with respect to dz, it is not
difficult to see that

ﬂ'f — z Tr — z 2
/ / (;y—+t)) o { -t 2(;y+t) - Jaay

x— z)?
—K)d(exp{ - (2(;7‘/——:))})(1?;

- /_i \/27r(1T —9 /_i 2=

[ e e O
B K T — Py
_/_oo \/QW(QTi_t)/_OOeXp{_( 2(1%y—+75)) }df"’dy
B K o )2
—/_OO \/27T(2Ti—t) /_Ooexp{ — —( 2(12}/_—:)) }dxdy.

Note, that at the end of -calculations we have used the relation:
lim, o xexp{—2%} = 0.
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Therefore, we conclude that

_ 2

|y Lo

According to Proposition 2.1, it is not difficult to see that the obtained expression
for g; is stochastically differentiable (g; € Do for all t € [0,T")). Therefore, basing
on the rule of stochastic differentiation of the ordinary integral as well as composite
function, we can write

x—2y+Wt {_<x—2y+wt)2

2(T —t) }I 0,4 (s)dzdy.

Dot = / \/——t/

Further, using again the standard technique of integration, we easily obtain that

B K r— )2
Dygi = —/_w\/%(QTi_t)[/_wd(exp{ - W})]dyﬁo,t]@)

(K — 2y + Wt>2

B 2
_/_oo\/meXp{_ 2(T — 1)

}dyf 0,4(8)

B /B 1 . { (y— K/2-W,/2)°

—oo \/27(T —t)/4 ¢ 2T —t)/4 }d?JI[O,t](S)

= —Do (r—1)/4(B — K/2 = Wi/2) 19 4(s),

where @ ,2(-) is the distribution function of normal distributed random variable
N(0,0?) with mean 0 and variance o2 respectively (®(-) = ®1(+)).
As a consequence the elementary relation cN(a,0?) = N(ca,c?0?), we can

rewrite the last equalitiy in the following form
Dsgi = —®o1r—+(2B — K — Wi)Ijg 4(s).

Now let us pass to calculation of conditional mathematical expectation of Dggs
with respect to o-algebra 3.

Further, using the Markov property and the transition probabilities of the Wiener
process, we have

2

C-W, U
\/27r —t/ exp { T (T )}d“’ Y

El@orC-m)I8¥] = B

el Lo Sy oot
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C u— W, 2
= E[\/Qﬂ'(lTi—t) /Oo exp{ — (2(T Ij/t)) }du]Ws]
1 1 o0 ¢ (u — )2 (z — W;)?
= i L L e s e { - T e

1 L P @-Wy
(T 1) o) [ temomen{ -5 e

According to the Fubini’s theorem, highlighting the full square in the argument
of the exponential function and using the properties of the distribution density
function, it is not difficult to see that

E[Dor4(C — W)|SY]

_ 1 1
V2 (T —t) \/27(t — s)

> > u—1x)? x — Wy)?
et - G-

— 00 —00

_ 1 1
V2m(T —t) \/27(t — 5)

¢ o u—x)? x — Wy)?
X/J/mexp{—(m_% - (2(tK)) e

_ 1 1
V2r(T —t) \/27(t — s)

u(t—s)+ W (T—1) ]2
TN R R A
X exp { — 2(T — 3) } exXp — 2(T—t)(t—5) X u

—00 —00
T—s

B 1 1 (T —t)(t—s) (€ C(u—Wy)?
= 2T —1) \J2n(l —s) \/27r T—s /_oo P =) I
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) }du—@OT S(C W)

/—s/ P ST )

Thus, we have
El@or-+(2B - K —W)[S)] = By (2B — K — Wj).
Now, combining all the relations obtained above, we easily conclude that
E[Dygi| S = —®o.r-s(2B — K — W) g y(s)-
Passing now to the limit in the latter expression as t — 1" we obtain

Ve = tlim E[Dygi|SY] = —®o r—s(2B — K — We)I ;o 7y(s)
—T

From here, using Theorem 2.3, we complete the proof of the theorem. O

Corollary 3.2: Taking in Theorem 3.1 B = K, we will see that the Wiener
functional F = (Wp — K)~ permits the following stochastic integral representation

F=EF —/0 @([\(/Tii%)dwt,

where

EF = K@(ff) + Tcp(j;).

Really, in the case B = K it is evident that (Wr — K) ™ Iy, <xy = (Wr — K)~.
On the other hand, we have

EWy — K)~ \/m /

IS Y R CH )

- K@(\%) + T¢<§T).

Remark 1: It is not difficult to see that the same result can be obtained from
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result [8]. Indeed, according to Theorem 2.4 we have

0 (e ) Moy 917 aw,

(Wi — K)~ = E(Wy — K)- +/0TEH&U

T
ZE(WT—K)_—/O Ellw,<iy|StY)

_ K@(\%) +T¢<§T> - /OTE[I{WTSK}]Wt]th

= de(j;) + Tw(\i;) - /OTE[I{WT—Wt<K—a:}’Wt = 2]|z=w,dW;

— qu(j}) 4 Te@(j(f) - /OT P{Wr — W, < K — 2} |pw,dW,

T - Wi
:Kdi(j;) +T¢<§T> —/0 @(KT_Wt)th.

Corollary 3.3: In case B = K = 0, we obtain the known result (see, for example,
18])
T r W,
F=y et | [2(=) -1
T 2 /0 VT —t t
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