4. Stochastic Integral

4.1. Continuous Time Processes

Throughout, (2, F, P) denotes a probability space. From now on however we no longer assume that
T = Ny but*!
T=[0,00] and T =supT =0

Remark 4.1. If not otherwise specified, elements of T are designed by the letter s, ¢, u,.... Countable
and dense subset of T is denoted by Q and their elements are designed by the letter ¢, . Often Q = Q.4

As random variable may be identified in the P-almost sure sense, for processes we have several possibil-
ities at hand.

Definition 4.2. Let X and Y be two processes. We say that

* X is a modification of Y if X; = Y; P-almost surely for every ¢ € T, thatis

PX;=Y]=1, foreveryteT.

* X is indistinguishable from Y if X; = Y; for all ¢ € T P-almost surely, that is

P[X, =Y,; foreveryt € T] = 1.

In the case where T is countable, these two notions are equivalent. However, if T is no longer countable,
modification and indistinguishability are different in that we may have to take into account uncountably
many null sets as the following example shows.

Example 4.3. Set (2, F, P) := ([0, 1], B([0, 1]), dt), where dt is the Lebesgue measure and 5([0, 1]) is
the Borel o-algebra, and T = [0, 1]. Define the processes X and Y by

Yilw)=1 ifw=t

X;=0 and Y; = .
Yi(w) =0 otherwise

for every t € [0,1]. It follows that P[X; = Y;] = P[{w € [0,1] : w # t}] = 1, whereas P[X, =Y :
for every t] = P[{w € [0,1] : w # t for every t}] = P[] = 0. O

We see that uncountably many sets of measure zero can add up to something that may no longer have
measure zero. However, if the time set is countable, or if we can infer from the structure of the trajectories
that it is sufficient to consider countably many times, then these two conditions will coincide. We say that
a process X

e has “des limites a gauche” — left limits — or “des limites a droite” — right limits — if

P |liminf Xy = limsup X, : foreveryt > 0,t € T| =1,
st s
or
P |liminf X; = limsup X : foreveryt <T,t € T| =1,
s\t s\t
respectively.

“1Eventually, T may be equal to [0, T for some T' < co.
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e is “continue a gauche” — left-continuous — or “continue a droite” — right-continuous — if
P [li}nXs = X;: foreveryt > 0,t € T} =1,
st

or
P {li{‘nXs =X;: foreveryt<T,t€T] =1,
s\t

respectively.*?

A process X is said to be cadlag, caglad, or ladlag, if it is “continue a droite avec des limites a gauche”,
“continue a gauche avec des limites a droite” or “limité & gauche comme a droite”, respectively. In
general, these concepts are meaningful if T is a dense subset of an interval in [0, co].

Lemma 4.4. Suppose that X andY are modifications of each other and both are either right-continuous
or left-continuous. Then X and'Y are indistinguishable.

Proof. Let X and Y be right-continuous and modifications of each other. Since X and Y are right-
continuous, it follows that

P[X;#Y;:forsomet e T] =P |lim X, # limY, : forsomet € T}
™t at

= P[X, # Y, : for some g € Q] = P[Ugeq{ Xy # Yo}l <Y P[X, # Y] =0

Hence,
P[X,=Y;: foreveryt] =1

showing that X and Y are indistinguishable. (]

Exercice 4.5. The assumption of left- or right-continuity is central. Find an example of two ladlag pro-
cesses X, Y, modifications of each other, which are not indistinguishable. O

As such, a process is nothing else than an arbitrary family of random variables indexed by the time. It
can also be seen as a mapping X : Q@ x T — S.

Definition 4.6. We say that a process X is measurable if it is measurable with respect to the product
o-algebra F @ B(T).

The definition of a filtration F = (F;):cT does not change as an increasing family of o-algebra indexed
by time. However, we can also define the right and left filtration F+ = (F;");cr and F~ = (F; )ser as
follows
Fit= n]:s and F, = \/-7'—5 =0 (Fs:s<t)
s>t s<t

for t € T. Clearly these definitions make sense if ¢ is neither minimum or maximum of T. In these
extreme cases, we set F; = Fg and F, T = Fpif T € T. We say that the filtration is left- or right-
continuous if F = F~ or F = F*, and continuous if it is both.

Remark 4.7. From the definition, F¥ are themselves filtrations and it holds F, CF C ]—"{" as well as
FF C F; whenever s < t. Hence (F~)* = (F)* = (F")T aswellas (F*)~ = (F)~ = (F~)".
Clearly, if T is discrete, for instance T = Ny, left- and right-continuous filtrations make little sense. 4

42Naturally, when we write lim we implicitly mean that it exists.
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Definition 4.8. We say that a stochastic process X is
» F-adapted — or simply adapted — if X is F;-measurable for every t € T;

o F-progressively measurable — or simply progressively measurable — if (w, s) — X;(w), s < tis
F: @ B(T N [0, t])-measurable for every t € T.

In particular, progresively measurable processes are automatically adapted. The reciprocal is true if the
paths of the process are regular enough.

Proposition 4.9. Let X be right-continuous or left-continuous F-adapted process. Then X is progres-
sively measurable.

Proof. Suppose that X is right-continuous and fix ¢ € T. Define

k k+1
X(?:X%t, f0r2—nt<s§27nt

Since X is right-continuous, it follows that lim X™ = X on Q x [0,¢] up to the null set of those w
on which X does not have right-continuous paths. Furthermore, since X is adapted, it follows that the
piecewise constant process X" is F; ® B(T' N[0, t])-measurable. Hence X is progressively measurable.[]

The previous result makes use of the regularity of paths to derive progressive measurability from adap-
tiveneness. The following result goes a step further by showing that measurability together with adap-
tiveness yields progressive measurability, up to a modification though.

Theorem 4.10. Any measurable and adapted process admits a progressive modification.

The proof of this theorem is not trivial and somewhat lengthy in the standard literature, see for instance
[1]. Since this result will be needed for the construction of the stochastic integral we provide a recent
simpler version of the proof from Ondrejat and Seidler [3] in Section 4.3.

The notion of stopping times also has to be slightly modified in the continuous time

Definition 4.11. On a probability space, a random time is a measurable mapping 7 : 2 — T U T Given
a filtration, a random time is a(n)

* optional time if {7 < t} € F, forevery ¢t € T.
o stopping time if {T <t} € F; forevery t € T.

Proposition 4.12. Every stopping time is is an optional time, and every optional time is a stopping time
for the right-filtration. In particular, the two notions coincide if the filtration is right-continuous.

Proof. The first assertion is trivial. As for the second, let 7 be an optional time, and ¢ € T. It follows
that {7 <t} =N, {r <t+1/n} € F. O

For a process X and a subset V' of the state space we define the hitting time of X in V' as
v (w) =inf{t € T : X;(w) € V}.
This function is not necessarily random even if X is adapted, however we have the following.

Proposition 4.13. If X is an adapted right-continuous process and V' is open, then Ty is an optional
time. If X is a continuous adapted process and V' is closed, then Ty is a stopping time.
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Proof. Ttholds {7y < t} = {w € Q: X;(w) € V, s < t}. Since X is right-continuous and V" is open,
Xs(w) € V implies the existence of a rational ¢ < s such that X,(w) € V. Hence {1y < t} = {X, €
Vg <t} =Ugt{X, € V} € F,. For the case of X being continuous and V' closed, define the open
sets V,, = {z : d(x,V)) < 1/n} D V. Then by continuity of X we obtain

{Tv<t}:{XteV}U<ﬂ U{quvn}> € F O

n g<t
Let us collect some standard properties of optional and stopping times.
Proposition 4.14. The following assertions hold
(a) Every constant t is a stopping time.
(b) T+ o, TV o and T N\ o are stopping/optional times as soon as T, o are stopping/optional times.
(c) Lim 7™ is a stopping time as soon as (T™) is an increasing sequence of stopping times.

(d) im 7™ is an optional time as soon as (T™) is a decreasing sequence of optional times. It is a
stopping time if (T™) are stationary stopping times, that is, 7" (w) = 7" (w) for all m greater than
a given n, for P-almost all w € Q.%

(e) If T is a stopping time, then the collection F = {A € F : An{r <t} € F;} is a o-algebra and
T is F.-measurable.

(f) For any two stopping times, it holds F, N F; = Fonr. In particular, F, C F,, if o < 1. For every
random variable X, it holds E[E[X | Fo| | Fr| = E[X | Fonr)-

Proof. The proof follows the same argumentation as in the discrete time by noting that Q) is a countable
dense subset of T. Only the following two points need a certain care.

(c) let T and o be two stopping times, let us show that the summ is still a topping time. Noting that 7 is
a stopping times if and only if {7 > ¢} = {7 < t}° € F; for every t, the following decomposition holds

{r+o>t}={r=0,0>t}U{c=0,7>t}U{r>t,o >0} U{o+7>t0<7T <t}

Noting that {7 = 0} = {7 < 0} € Fy C F3, the same for {c = 0} € F, it follows immediately that the
first two sets are in F3. Further, {r >t} = N, {r >t —1/n} € F;— C F and {0 > 0} € Fy showing
that the third set in this decomposition is in F;. As for the last one, note that

{o+7>1,0 <7 <t} =Upcqet{o > t—q}n{t > 7 > q} = Upcyci{o > t—q}n {7 > ¢}n{7 < t}
which is for the same reasong as before in F since 0 < ¢ < t.

(d) Suppose that 7" is a decreasing sequence of optional times. It follows from {lim 7" < ¢t} = {7" <
t : forsomen} = Up,{r™ < t} € F; that lim 7™ is an optional time. If 7" are stopping times, it only
holds {lim 7™ < t} = Ny>o{7" < t+q : for some n} € F;" and therefore lim 7" is optional. However,
defining A, = {7 = 7™ : forallm > n}, it follows from stationarity that A,, is increasing to €.
Furthermore, A,, € Fr» and hence {lim 7" <t} = U, {r" <t} N A, € F;. ]

Proposition 4.15. Let X be a progressively measurable process and T a stopping time. Then X (w) :=
X (w)(w) is an Fr-measurable random variable. Furthermore, X™ := (X.,) is a progressive process.

43Note that n may depend on w.
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Proof. First, 7 being a stopping time implies that (w, ) — h(w, s) := (w, 7(w) A s) from Q x T N[0, t]
onto itself is F; ® B(T N[0, t])-measurable for every ¢. Since X is progressive and X7 (w) = X oh(w, )
for every s < t, it follows that (s,w) — X7 (w) is also F; @ B(T N [0,¢])-measurable. Thus X7 is
progressive and, in particular, X is F; measurable. ]

The null sets on a probability space plays a central role. They allow to identify random variables in
the almost sure sense. With regard to a filtration indexed by an uncountable time set, this may yield
some tricky problems — this is mainly due to the problem of right continuous version of processes not
further discussed here, see [1, Theorem III-44 p. 64, Theorems 1V-32-33 pp. 102-103]. In order to get
rid of these problems and the identification between optional and stopping times we will work with the
following assumption.

Definition 4.16. A filtration F is said to
* be complete if F contains all the P-negligible sets of F;
« satisfy the usual conditions if it is complete and right-continuous, that is F™ = TF.

From now on:
F=F" and JF, contains all the P null sets of F

For a stopping/optional time 7, we denote by [7] = {(w,t) € Q x T : 7(w) = t} its graph.

Proposition 4.17. Let X be a cadlag, adapted process on a filtration satisfying the usual conditions.
Then there exists a sequence of stopping times (™) which exhausts the jumps* AX = X — X_ of X,

that is
{ax 0y JI.

The definition of (Super-/Sub-)Martingales do not change in the continuous time. The martingale prop-
erties and theorems extend to the continuous time. However some restrictions have to be made in terms
of path regularity. Indeed, as mentioned earlier, the infinite amount of null sets that may add up has to be
countably controlled.

Definition 4.18. We denote by S be the set of simple predictable processes H of the form

n

Ht = HOl{O} + Z Hkl]‘rk_l,‘rk](t)
k=1

for a finite sequence 0 = 79 < 71 < ... < 7, of stopping times where 7,, is bounded, and Hy, € Lgk_l
fork=0,...,n.

Per definition, any H € S is a predictable progressive process. For a progressive process X and H € S,
we denote by H e X the process

HeX = HyXy+ Z Hp (X — XTe-1)
k=1
This process may be seen as the simple integral of H with respect to X, also denoted by [ HdX.

Theorem 4.19. Let X be a process either on T = Q countable, or right-continuous on T = [0, co|, and
H € S. The following assertions hold true.

#For X cadlag, the jump process AX is the difference of X with the caglad version X _ of X
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(a) If X is a martingale and H o X, is integrable for every t, then H o X is a martingale. If X
is a super/submartingale, H o X, is integrable for every t and H is positive, then H o X is a
super/submartingale. In particular if T is a bounded stopping time then X7 is a martingale or
super/submartingale, respectively.

(b) Let X be a submartingale, t € T and A > 0. Then it holds

AP [X; >\ < E[1x, o0 Xi] < E[X]] (4.1)
AP Xy < =N < E[lix,>—nXi] — E[Xo] < E[X{] — E[X0] (4.2)
(c) Let X be a positive submartingale and p > 1, it holds
sup Xo|| < g X0,
s<t p

where ¢ = p/(p — 1) is the conjugate of p.

(d) Let X be a supermartingale, then for every two reals x < vy, the numbers of up-crossing of [z, y]
by X up to time t, Uy 4)(x,y, X) is a random variable and it holds

E (QZ'*Xt)+ ElX
E [Upg (2,9, X)] < { } < EIXA g
y—x y—x

In particular, if X is a martingale, and p > 1, then | X |” is a positive submartingale — Jensen inequality —

and so
* p
iz, < (25) I,

for every p > 1.

Proof. The inequalities hold true if the process X is sampled on any finite discretization of [0, ¢] con-
taining 0 and ¢. Hence, passing to the limit, these inequalities hold for ([0, ¢] N Q) U {0, ¢}, showing the
case T = Q. In case where T is continuous and the paths of X are right-continuous, the inequalities
also follow as seen before. The single thing to check is whether Uy 4)(z,y, X) is a well defined random
variable. However, for any finite F' C [0, ¢], since X is right-continuous, the 7% and o* in the construction
of the Up(x,y, X) are stopping times according to Proposition 4.13, therefore Ug(z,y, X ) is a random
variable. It follows that U (o sjnq)ufo,} (z,y,X) is a random variable. Since X is right-continuous, this
set takes into account all the up-crossing on [0, t]. g

Theorem 4.20. Any right-continuous submartingale is cadlag and every sample path is almost surely
bounded on any compact interval. Furthermore, X is a submartingale with respect to T as well as with
respect to the augmentation of .

Proof. Let X be aright-continuous submartingale. The boundedness of the sample paths on any compact
interval almost surely follows from (4.1) and (4.2). As for the lag property, for z < y two reals, define

A= U U {weQ:Upyp,q,X(w)) =o00}.
neNp,qeQ,p<q

By means of the up-crossing inequality, it follows that this countable union is of measure 0. However, A
contains the set

{w € Q: liminf X (w) < limsup X (w),t € T} .
st s )t

Hence X is cadlag. The fact that X is a supermartingale with respect to F is immediate. As for the
augmentation, observe that null sets do not modify the supermartingale inequalities. U
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As noticed, the up-crossing inequality shows that supermartingales have some nice regularity of paths.
However, we assumed from the beginning that these supermartingale were right-continuous, central to
derive Doob’s maximal inequalities. Let us show that up to modification, any supermartingale has nice
properties, however in the right-continuous filtration or in a filtration satisfying the usual conditions.
From now on, T is a continuous time interval and Q is a countable order dense subset of it.

Theorem 4.21. Let X be a submartingale. Then the following holds true.
(a) Almost surely, the limits
Xip =lim X d X; =limX
AR S
exist for every t € T and thereby define two processes X and X _,respectively.

(b) The process Xy is a F submartingale and is a martingale if X is. Analogously, the process X _
is a ¥~ submartingale and is a martingale if X is. Furthermore

X > E[ Xy | Fi 4.3)
Xio > E[X¢| Fi] 4.4)

with equality in (4.3) if t — E[Xy] is right-continuous and equality in (4.4) if t — E[X,] is
left-continuous. In particular, equality holds in (4.3) and (4.4) if X is a martingale.

Proof. (a) Unlike in the previous proof we can only estimate the up-crossing of X over a countable
bounded interval. Define

A=) U {we:Uguap e Xw)=o0}.
neNp<q,p,qeQ

This set is of measure 0. Hence with the same argumentation as in the previous proof, it follows that

P | liminf X, < limsup X, : forsomet € T ,
q./'t,q€Q g 't,qeQ
P | liminf X, < limsup X, : forsomet¢ € T| = 0.

™ \t,q€Q a\t,q€Q

We can then define the processes X_ and X, by

Xip =limX,, fort <T and X;_ =lim X, fort >0,
Nt /'t

with the conventions that Xo_ = Xp and X7, = Xpif T € T.

(b) Clearly X, and X_ are F- and F~-adapted processes, respectively. Let (¢,) C Q be a sequence
decreasing to ¢t € T. From the previous step, X, converges P-almost surely to X, . Further, E[X;] <
E[X,,] < E[X,] for every n, so (X,,) is uniformly bounded in L', and E[X,,] is a decreasing
sequence converging to lim F[X, | > E[X;] > —oo. Hence, for A > 0, and ¢ > 0, let ny be such

n

that E[X,,] > E[X,, ] — € for every n > ng. As X is a submartingale, it follows that

E Han : |an A =FE [an 1 Xg, > A —FE [an 1 Xg, <— Al
=E[Xq,: Xg, >N - E[Xy, ]+ E[Xq, : Xq, 2 =]
<E[Xg, X, >N +e—-E[X,, |+E[X,, : X4, > -]
=E(X,,, : Xq, >N —E[X,,, : Xq, <A +¢
< E[|Xq,, | 1Xq.| > A] +e.
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By Markov’s inequality, P[| X, | > A] < sup,, E[| Xy, []/A = C/X for 0 < C < oo, showing therefore
that (X, ) is uniformly integrable. Together with the P-almost sure convergence, it follows that X,

n

converges in L' to X,,. Thus X, is integrable and it holds
X, <ImE|[X, |F]=E Xy |F].
Further, for s < ¢, and g,, \ s with ¢,, < ¢, it holds
Xon S EXi | Foq,] S E[E[Xey | F] | Fy,] = E[Xey [ Fo,]

for every n. The same arguments as above show that E [X; | F,, ] is uniformly integrable and converges
P-almost surely and in L' and that the limit is E[X;+ | Fs4]. Thus X is a F*-submartingale. Finally,
if t — E[X] is right-continuous, it follows that E[X,; ]| = lim F[X,,] = E[X,]. Hence, the positive
random variable X; — E [ X, | ;] has zero expectation and therefore is zero.

As for the case of X_, the a similar argumentation holds using submartingale convergence theorem for
the existence and integrability of X;_ and inequality (4.4). Furthermore, by X, < F[X | Fs_] <
E[E[X;_ | Fs]| Fs—] = E[X¢— | Fs—] it follows that X is a F~ submartingale. The equality in (4.4) if
t — E[X{] is left-continuous follows by an analogous argumentation. U

Theorem 4.22. Let X be a supermartingale with respect to a filtration satisfying the usual assumptions.
Suppose further that t — E[X] is right-continuous. Then X has a cadlag modification.

Proof. According to the previous theorem, set Y = X outside the negligible set A up to which X, and
X_ are defined, and 0 on A. Since A € Fy, it follows that Y is cadlag. Furthermore, from ¢ — FE[X/]
right-continuous, by the previous theorem it holds X; = F[X,y | F;] = E[Y; | F;]. However, since F is
right-continuous, it follows that Y; is F;-measurable and so X; = Y; almost surely for every ¢. [l

4.2. Integration

Recall that we assume that the filtrations on continuous time interval satisfy the usual conditions.

4.2.1. Lebesgue-Stieljes Integration

Proposition 4.23 (Lebesgue-Stieljes measure). Ler F' : R — R be an increasing right continuous func-
tion. There exists a unique measure dF on the Borel o-algebra of the real line such that

dFJa,b]] = F(b) — F(a), a,beR,a<b
This measure is called the Lebesgue-Stieljes measure.

Proof. Let Q2 = R and B be the Borel o-algebra which is generated by the semi-ring R = {]a,b]: a < b}
with the convention that ]a, a] = (). Define

Plla,b]] = F(a) — F(b), Ja,b] € R.

Straightforward inspection shows that P is additive, such that P[] = 0 and P is sub-additive. To show
that P extends uniquely to a o-finite measure on 3, we just have to check that P is o-subadditive on
R. Let A =]a,b] € R and (A,) = (Jan,by]) a countable family in R such that A C UA,,. Taking
€ > 0, by right-continuity of F', choose some a° €]a, b[ such that F'(a®) — F'(a) < £/2. Also using the
right-continuity of F, choose b, > b,, for every n such that F'(b5) — F(b,,) < e27"~1. Tt follows that

[a%, 8] Cla*,b] Cla,b] C Ulan, ba] C Ulag, b5
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However, [a®, b] is a compact set, therefore, the open covering U]a,,, b5 [ of [a®, b] can be choosen finite,
hence, there exists ng such that

[aa, b] g]a€7 b] - UkSno}ak’ bi[g UkSno]akv bZ]

and therefore®
Plla,b]] = F(b) — F(a) <&/2+ F(b) — F(a®) <&/2+ Y (F(bf) — Flax))
k=1

<t Y (Fba) ~ Flan)) =+ Pllan,bs]

showing that P extends to a measure on the real line. This measure is also o-finite in the sense that there
exists an increasing sequence of sets (Jay, b,]) such that R = Ula,, b,] and Plla,,b,]) < oo for every
n. Hence, this extension is unique and we denote it dF'. O

Example 4.24. 1: The classical Lebesgue measure dz on the real line is derived from the continuous
increasing function F(z) = x, for which it holds

dzfla,b]]=b—a, a<b

2: if we consider the function F(z) = 1, o(x) for y € R which is increasing, it gives rise to the
Dirac measure
1 ifye A

0 otherwise

ww=@w={ 0

We will mainly be interested in integrating functions with respect to their paths which are not necessarily
increasing.

Definition 4.25. We say that a function*® F : [0, 00|, t = F(t) := F} is of bounded variation if

S = sup S < 0o
IT subdivision of [0,¢]

for every ¢t > 0 where

St= Y |F,, —F,l O={0=ty<t;<--<t,=t}

1<k<n

Functions of bounded variations actually describe any functions that can be defined as a difference be-
tween two increasing functions.

Proposition 4.26. A function is of bounded variations if and only if it can be written as the difference
between to increasing functions.

Proof. Let F be a function of bounded variations. Inspection shows that F'* = (S + F)/2 and F~ =
(S — F)/2 are two increasing functions which difference is equal to F'. This decomposition is actually
the minimal one, in the sense that if F' = A — B for two increasing functions A and B, then it follows
that F+ < A and '~ < B. The reciprocal is easy. O

45 As an exercise, check that y is finitely sub-additive. This is in general true for content on a semi-ring, see Appendix.
46This can also be defined on any interval of the real line, however we will mostly deal with integration with respect to time, and
therefore consider the interval [0, co|.
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Given a right continuous function F' of bounded variations, we can therefore defined a so called signed
measure and the absolute value of this measure

dF = dF* —dF~ and |dF|=dF* +dF~

If f: [0,00[— R is a locally bounded*’ and B([0, co[)-measurable function on the real line, it follows
that we can define the integral

t t t
/ fsdFs = fsdFy := / fsdFF — / fsdF
0 10,¢] 0 0

which is called the Stieljes integral of f with respect to F'. The integral is understood over the interval
10, ] so that fof dF, = F, — F,.

Proposition 4.27 (Integration by part). Let F' and G be two right continuous functions of finite varia-
tions, then it holds
t t t t
F,Gy = FoGo + / F.dG, + / G._dF, = FyGo + / F._dG, + / G._dF,+ > AF,AG,
0 0 0 0 s<t
where Fs_ = lim, »s F,, and AFs = Fy — Fs_ = dF[{s}].

Proof. Considering the product measure dF' ® dG on the product space [0, 0o[x [0, 0o, using the trian-
gular equality

Lo, (51) 10,9 (52) = 1j0,4(51)1j0,5,1(52) + Lj0,s51(51) 110,47 (52)
we obtain using Fubini-Tonelli that

dF @ dG]0,1]x]0,t]] = (F, — Fy)(Gy — Go) = / / 110,11 (s1) 110,11 (s2)dFs, dGs,

:/ (/ dG52>dFsl+/ (/ dFsl>dG52
0.0 \ /10,511 10,0 \ 10,521

= GSdFS+/ F,_dGs — Gy (F; — Fy) — Fo (Gy — Go)
10,¢] 10,¢]

showing the first side of the equality. As for the second one, noting that ' = F_ 4+ AF’, and since F’ can
only have countably many discontinuity points, it holds

/ F.dG, = / F, dG, + AFdG, = / F,_dG, +ZAFSAGS 0
10,¢] 10.¢] 10,¢]

10,1] o

Proposition 4.28 (Chain Rule Formula). Let f : R — R be a continuously differentiable function. It
follows that

F(E) = f(Fo) + / FF)AE, + 3 (F(F) — F(Fao) — f/(Fu )AF)

s<t

In particular, if F' is continuous, it holds

f(F) = f(Fo) + /0 f'(Fy)dF,

4TThat is bounded on any compact interval [0, ¢].
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Proof. The proposition holds for f(z) = x, and by the integration by part Proposition 4.27, it also holds
for f(z) = 2. Hence, by recursion, it holds for every monomial of the form f(z) = 2™ where n is an
integer. The chain rule formula being linear, it holds for every polynomial f(z) = >, arz®. Since we
can approximate uniformly every continuously differentiable function by interpolation on any compact
interval, the formula also holds in the limit for every continuously differentiable function. ]

We can extend this integration procedure for every w-dependent paths as follows.
Definition 4.29. A process A is called increasing if

» Ais adapted;

* E[A;] < oo forall tand Ay = 0;

 Ais cadlag and almost all sample paths are increasing*®.

An increasing process A is called integrable if E[Ar] < co where Ar = lim; A;.
A process A is called of bounded variations if A is the difference between two increasing processes.

We denote by dA the w-wise o-finite signed measure dA;(w) induced by A. For every locally bounded*’
measurable process® X, we can define the w-wise integral

/t Xs(w)dAs(w), weQte]|0,00]
0

Proposition 4.30. If X is a locally bounded measurable process and A is a process of bounded varia-

tions, it follows that
t
[xan - ([ xan)
0

defines right continuous measurable process. If furthermore X is progressive, then [ X dAj is progressive
and right continuous.

Proof. The proof is quite easy, and only needs to approximate X be sequences of simple step processes
with the right measurability. (]

Exercice 4.31. Using Radon-Nikodym, show that for A, B two increasing processes such that A — B is
still an increasing process, there exists an adapted jointly measurable process H such that B = H e A. In
particular, if A is of bounded variations, there exists H adapted and measurable such that A = f H |dA|.0

Definition 4.32. An increasing process A is called natural if for every bounded right-continuous martin-
gale M

t t
E [/ MsdAs} =F [/ MSdAS] , forallt e T. 4.5)
0 0
Remark 4.33. Note that every increasing and continuous process is automatically natural. Indeed
t
/ (Mg — Ms_)dA; =0
0

almost surely since every paths s — M has only countably many discountinuities and therefore is a set
of dA null measure. ¢

48The natural — and only — way of being increasing means that s < ¢ implies A < Ay!

“That is (w, s) = Xs(w) is uniformly bounded for every w € Q and s € [0, ¢].

30Recall that a measurable process is a process such that (w, t) — Xy (w) is F@B([0, oo|), in particular t — X¢(w) is B([0, 0o[)
measurable for every w.
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Lemma 4.34. Note that (4.5) is equivalent to

E (M A, = [/ M, dA], forallt € T. (4.6)

Proof. 1t suffices to show that E[M;A;] = fot MydA,. Let0 = tg < t; < --- < t, = t and define
M"™ = Z:l My, 1y, _, +,]- By the Martingale property, it follows that

U M"dA] ZE My, (A, = Ar,y)]

= E[M,A;] — g E[Ay, (My,,, — My,)] = E[M;Ay).

By letting the mesh of the subdivision tending to 0, it holds M™ — M P-almost surely, and by dominated

convergence, it follows that
E [M:A] = [ / M dA}

which ends the proof. (]

Lemma 4.35. If T is discrete, an increasing process is natural, if and only if it is predictable and inte-
grable.

Proof. If an increasing process is predictable and integrable, then clearly it is natural. Reciprocally, define
the bounded positive martingale M, = E[1p | F,] where B = {A; — E[A; | Fi—1] > €}. It follows that

0 = E [(Mt - Mtfl)At] = E[]-BAt] - E[E[lB |ft71]At]
> ¢P[B] + E[1pE[A; | Fo_1]] — E[1E[A¢| Fi_i]] = P[B].

Hence P[B] = 0. The same holds for B = {A;— E[A; | Fi—1] < —¢} showing that A; = E[A; | Fz—1]0

Proposition 4.36. Let M be a right continuous martingale which can be written as the difference between
two natural increasing processes. Then M is indistinguishable from 0.

Proof. By (4.6), E[XM;] = E[f(;5 Xs—dM;] for every cadlag bounded martingale X. Now take X" =
22:1 th:—l]'[tkfl,tk[ + th{t} for the subdivision 0 = t5 < t; < ... < t, = t for which holds
X" = Xolioy + > p_1 Xto 1 1jt,_,.t,]- Hence, by the Martingale property of M it holds

t
E U Xg_dMs] =E
0

By letting the mesh of the subdivision converging to 0, it follows by dominated convergence that

n
> X, (M, — Mtkl)] =0.
k=1

E[X.M,] = {/ Xg_dA]O

Let X = E[14|F] where A = {M; > ¢}. Hence X is a bounded martingale, and therefore, up to a
modification it is cadlag. It follows that 0 = E[X;M;] = E[14M,] > ¢P[A] and so P[A] = 0. The same
holds for A = {M; < —¢} showing that M; = 0. From M and 0 cadlag follows indistinguishability. [
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4.2.2. Doob-Meyer Decomposition
Definition 4.37. A right-continuous process X is said to belong to class
* (D) if the collection { X : 7 stopping time, 7 < oo} is uniformly integrable;
* (DL) if the collections { X : T stopping time, 7 < t} is uniformly integrable for every ¢ € T.

Theorem 4.38. Let X be a cadlag supermartingale of class (DL). Then X can be decomposed uniquely
— up to indistinguishability — into
X=M-A 4.7)

where M is a cadlag martingale and A is a natural increasing process. If furthermore, X is of class (D),
then M is uniformly integrable and A is integrable.

For the proof of the Theorem which follows Rao [4] we will make use of the following Theorem of
Dunford-Pettis, the proof of which can be found in Dunford and Schwartz [2] for instance.

Theorem 4.39. A subset of L' is (L', L>)-relatively compact if and only if it is uniformly integrable.

Proof. Let us first address the uniqueness by setting X = M — A = M’ — A’. It follows that A — A’ =
M — M’ is a cadlag martingale which is a difference of two increasing natural processes. It follows from
the previous Proposition 4.36 that A — A’ = M — M’ is indistinguishable from 0, hence the uniqueness.
We fix some a € T and prove the existence for ¢ € [0, a], the uniqueness yields then the result on T.
Without loss of generality, we may assume that X, = 0 and define II" = {¢}! = ka/2" : k£ =0,...,2"}
subdivision of [0, a] and IT = UII™. For any process Y we define A7Y = Y,g;CLJr1 — Yin the difference

process along IT". Let then

Ay = Y —E[A}X|Fy]
k=0,k<2"t/a
Since X is a supermartingale, it follows that A™ is an increasing process and by definition M = X + A"
is a — discrete time — martingale on II". Indeed,

k—1 k
E[AIM" | Fy] = B [ApX | Fy] + > B [ApX| Fip | = > B [A2X | Foy |
k=0 k=0

= E[A}X — AUX | Fpy] = 0.

Let now 7" = inf{t € T : A} > A} A a which is a stopping time bounded by a. It follows from the
optional sampling theorem that for every ¢ € [0, a] it holds

%E [A" 0 A" > 2\| < E[AT — AT An] = E [A;l - A’;;M}
_E [Mt” - M;LW} —E[Xs = Xepne) = B [Xopne = Xi] = B [Xoppe — Xi: A7 > 2]

However, by Markov’s inequality and {X; : ¢ < a} uniformly integrable, it holds P[A} > )] <
E[A}) /N = E[X:]/X < sup,<, E[|Xt|]/A. Hence, P[A} > A] — 0 uniformly in n and ¢ € [0, a]
as A goes to co. From the uniform integrability of {X; — Xepat i, A > 0t € [0, a]}, it follows that
{A} : n € N} is uniformly integrable. This follows in particular if ¢ = a. If X is of class (D), then we
can remove from this argumentation the boundary a and modify with II" = {k/2" : k € N} and find
that { A% : n € N} is uniformly integrable.

By Dunford-Pettis’ Theorem 4.39, there exists a subsequence, again denoted A™, and A, € L' such that
E[¢A7] — E[€A,] for every £ € L. Define M = E[X, — A, | F.], which being a martingale can be
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selected up to a modification as being cadlag. Let further A = M — X* where X“ is X stopped at a. By
the very choice of M, A is also cadlag, and it holds X = M — A on [0, a]. Let ¢ € IT and n large enough
that ¢ € II". For every £ € L°°, it holds

E[(AY = A)] = EE[E| ] (M = My)] = E[E[(| F] (Mg = M) = E[E[§]F] (A7 — Ad)],

which converges to 0 showing that A — A; converges in o(L!, L°) to 0 for every ¢ € II. In particular,
for every ¢, s € II, s < ¢ and n large enough,
O0<E[A} — AT : Ai < As] —— E[(A: — A,) A0 <0
n— oo
showing that A is increasing along IT and A being cadlag it follows that A is an increasing process.

We are left to show that A is natural on [0,a]. For N bounded cadlag martingale, using the fact that
A" = A+ M™— M, M™ — M is a martingale along I1" and Lemma 4.34 it holds

E[N,A") = E { / ’ NsdAg] => E[NypApA"]
0
=3 E[NgARA] + Y E [Ny AR (M" — M)] = E [Z thA;;A} .

On the left-hand side use the weak-convergence, and on the right-hand side the dominated convergence
to get that E[N,A,] = E[ [y No—dA,] which by Lemma 4.34 ends the proof for the case (DL).

If X is of class D, it follows from the argumentation about the uniform integrability that { A% : n € N} is
uniformly integrable, hence A7 € L. Furthermore, from Proposition (thm:supermartingaleconvergence
(the L1 convergence theorems for u.i. cases has to be added!) it follows that sup F[| X;|] < oo. Hence,

E[MtMt>)\]:E[Xt+AtXt+At>>\}§E[Xt+ATXt+At>)\}

From Markov’s inequality, it follows that P[X; + A; > ] < (E[|X¢|]] + E [A7])/A <sup E[| X¢|] /A +
E [Ar] /X converging uniformly in ¢ to 0 as A — co. From the uniform integrability of {X; + Ap : ¢ €
T} follows the uniform integrability of M. (]

In the following we will define the stochastic integral with respect to continuous martingale using the
Doob-Meyer decomposition. So one may think that if X is continuous, then the Doob-Meyer decompo-
sition is also continuous. This is not straightforward a-priori, and is the subject of the following theorem
that will be addressed in an Appendix.

Theorem 4.40. Let X be a cadlag supermartingale such that E[X»] — E[X.] for every increasing
sequence of stopping times (T™) with sup7™ = 7 < a where a € T. Then, the natural increasing
process in the Doob-Meyer decomposition of X is continuous.

4.2.3. Stochastic Integral

We will construct the stochastic integral with respect to continuous martingales, since this is the only case
of integral we will meet in this lecture. Let us fix some notations. By M? we denote the space of square
integrable continuous martingales M such that My = 0. On the space M?2, we define the — translation
invariant — distance

1 supio,, [ M

M= = .
1M1= 2 5 T supey, IV,

The fact that this is a translation invariant distance is classical: It is a Fréchet distance generated by a
countable family of half norms.
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Lemma 4.41. The space (M2, ||-||), where two elements are identified if they are indistinguishable, is a
Fréchet space, that is, complete.

Proof. Let (M™) be a Cauchy sequence in M2. It follows that (M) is Cauchy in L?, hence converges
in L% to M;. Let further A € F,. It follows from the martingale property of M" that E[M; : A] =
lim,, E[M}* : A] = lim,, E[M} : A] = E[M; : A]. Choosing the cadlag version of M shows that M is
a cadlag martingale with M; € L? for every t. Let us prove that M is actually continuous. By Doob’s
Maximal inequality one has

1
P |sup [M? — M,| > A| < < | M} — M,||2 —— 0.
s<t A n—oo

Hence P[sup,, M — M,| > X < 1/2* for some nj, and every k. Applying Borel-Cantelli, it
follows that P[lim inf{sup,, |[M — M| < A}] = 1 for every A, showing that for P almost all w €
the continuous path M™(w) converges uniformly on [0, ¢] to M (w), that is M is continuous. O

Definition 4.42. According to Theorems 4.38 and 4.40, we denote by (M) the unique natural increasing
and continuous process in the Doob-Meyer decomposition of the supermartingale —M? for M € M?2.
We call (M) the quadratic variation of M.

By the Doob-Meyer theorem, (M) is the unique increasing and natural process such that M? — (M) a
continuous martingale. In particular, it follows that (M ™) = (M )" for every bounded stopping time.
Before defining the stochastic integral we will see that we may approximate the quadratic variation by
simple step functions. To do so, for M € M?2, let

V(M) =S (M, — M,,_,)*, teT
k=1

where ITisasetof points 0 =ty <t; < --- <t, =tforsomet e T.

Proposition 4.43. Let M € M?2. Then, V(M,1I") converges in probability to (M), where II" is a
sequence of subdivisions of [0, t] the mesh of which converges to 0.

Proof. Let M € ./\/l?: Throughout, II denotes generically a subdivision 0 = tg < ty,--- ,t, = t,
ITI] = sup{|tx —tx—1| : tx € I,k > 0} the mesh of the subdivision, and with a slight abuse, for
a process Y, we use the notation AyY = AY =V, — Y, ,. For a function f, we denote by
m(f, 1) = sup{|f(s) — f(uw)] : |s—u| < |I],s,u € [0,t]}. If f is continuous, m(f,II) — 0 as
|TI| — 0 since we are on a compact interval. Straightforward inspection shows

B |(M; — M. | F| = B [M? = M2| F.] = E[(M), — (M.)| 7.

where s < t. In particular, if M is bounded by K, it holds E[>_ (A M)?] = E[M?] < K?. Suppose first
that M and (M) are bounded. Using the aforementioned inequalities, 2a%+2b> — (a—b)? = (a+b)?
and the fact that M? — (M) is a martingale, it holds

E[(v (M) - (M))*] = E [<Z (ArM)* — (Ak<M>)ﬂ

:E[Z ((AkM)Q—(Ak(M)))1 <2ZE[AkM }+22E[Ak< >)2]
<22E[ )2 (AxM) ]+QZE ) (M),].
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Since m({M),II)(M); — 0 almost surely as |II| — 0, the uniform boundedness of (M) in combination
with dominated convergence yields that the second term on the right hand-side converges to 0 as |II| — 0.
As for the first term, applying Cauchy-Schwartz yields

/2 1/2

E [m (MY (AkM)Q} <E [m (M, H)ﬂ1

E [(Z (AkM)z)z}

By dominated convergence, E[m(M,I1)*] converges to 0 as the mesh of the subdivision goes to 0. On
the other hand, denoting by K the bound on M, the aforementioned inequalities yield

E {(Z (AkM)2)2] - F [Z (AkM)“} +28 (3N E [(AZM)2 (ApM)? |]-}kH

k >k
< 2K?E [Z (AkM)Q] +2K%E [Z (AkM)z] < 6K*,

showing the convergence in L? if both M and (M) are bounded. Otherwise, let 7 = inf{t : |M;| >
nor (M), > n}. It follows that

{IV (M, I1) — (M| > €} C {r" <t} U {\v (MT",H) - <MT">‘ > 5}.

As for the second set, since both M7 and (M "n> are bounded, the probability of this set can be made
arbitrarily small. As for the first set, since lim P[7™ > ¢] = 1, its probability can also be made arbitrarily
small for n large enough. (]

For a fixed M € M?2, we define the space L?(M) := L?(P ® d(M)) of measurable processes with finite
Fréchet distance
1 |Hl,,

1HIl =) 57—
2 2" 1+ ||Hlly,,
where
t 1/2
Il =2 | [ #2400,

This is a subset of the measurable processes L°(P®d(M)) identified in the P®d({M )-almost everywhere
sense. The fact that L?(P ® d{M)) is a Fréchet lattice is classical.

Definition 4.44. Let M € M?2. By L£2(M) we denote the subspace of those H € L?(M) which are
progressive.

If there is no risk of confusion, we often drop the reference to M and use the notation L2 .= £2(M ).
Note that £2 is a closed subspace of L?. Indeed, let (H™) C £? such that |H™ — H|| — 0. For each
m, it follows that ||[H™ — H||, ,, — 0 which is the ||-[|, norm in the Banach space L*(Q x [0,m], F; ®
B([0,m]), P @ d{M)(o,)). Hence, up to a subsequence, H" — H P @ d(M) on  x [0, m]. Taking a
diagonal subsequence along m, it follows that H” — H P ® d(M). Since H" is progressive, it follows
that H is itself progressive and therefore element of £2.

As previously mentioned, continuous local martingales have unbounded variation unless they are con-
stant, see for instance the Brownian Motion W. Consequently a path-wise definition in the sense of a
Riemann-Stieltjes integration is not applicable here. However, making use of L?-isometry arguments
going back to Itd allows us to define a proper notion of the stochastic integral. Recall that S is the set of
simple integrands, that is those caglad stochastic processes of the form

H = Hy + ZH,J]WM,C]
k=1
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where 0 = 79 < 73 < --- < 7, < ais a sequence of stopping times ¢ € T and Hy € L7’ | for
k=0,...,n. Note that S is a linear subspace of £2(M) independently of M. Furthermore

Lemma 4.45. Let M € M?2, then the space S is dense in L>(M). In particular, for each H € L?(M)
there exists a sequence (H™) C S satisfying

1i_>m |H — H"[|,, =0, forallteT.

Remark 4.46. This lemma is the key to extend the stochastic integral from S to £2(M). In particular, the
size of the closure of S depends on the “regularity” of (M) allowing for more or less integrands for the
stochastic integral with respect to M. On the one hand, if (M) is absolutely continuous — for instance in
the case of the Brownian motion — then it is even possible to define a stochastic integral with respect to
integrands in L?(P ® d(M)) which are “only” measurable and adapted and not necessarily progressive.
On the other hand if M were an element of M? — those cadlag martingales such that E[M?] < oo for all
t € T such as some class of Levy Processes — then it is also possible to define a stochastic integral but
with respect to a smaller set of integrands, namely those predictable processes in £2(M).>! ¢

Proof. Let H € L2,

Step 1: Assume first that the paths of (M) are absolutely continuous almost surely. In particular, P ®
d(M) < P®dt.

Fix t. Assume that H is continuous adapted and bounded, therefore, by proposition 4.9 progressive. It

follows that
(k+ 1)t

2 n

is converging P ® dt to X on § x [0,¢], and by Lebesgue’s dominated convergence, it follows that
[H" = Hl|3, = 0.

Assume now that H is progressively measurable and bounded and for every n, define

kt
H = H, for%<5§ 4.8)

S 3

(W) = n /( ’ Hoy(w)du.

s—1/n)V0

It follows that G™ is a bounded adapted and continuous process on [0, ]. By the fundamental theorem of
calculus, it follows that for almost all w € Q, G7(w) — H(w) for dt-almost all s € [0,t]. Hence, by
Fubini, {lim G™ # H} is a P ® dt-null measure set. Indeed

t
P®dt [hm Gn 7£ H] = / (/ 1{(w,u):lim Gﬁ(w);ﬁHu(w)}(S)d‘s) P(dW) =0.
Q 0

And since P ® d(M) < P ® dt, it follows that {lim G™ # H} is a P ® d(M)-null set. In other terms,
G" — H P®d(M)-almost surely. By Lebesgues’dominated convergence, we then have |G" — H|, , —
0. From what have been done before, since each G can be approximated by a sequence of S, it follows
that every bounded progressive process [ can be approximated in [|-||, , on [0,¢] by (H") C S.

Let now H be a progressive process and define G = H;1{ g, <n} Which is progressive and bounded.
From |[H" — H]|, ,, — 0 and H" itself being approximated by elements of S in [[|,, ,,, it follows that H
is approximatedin |||, ,,, by elements in S. Now to get in the Fréchet-Distance, consider H™"" an approx-
imation in |||, ,,, of H on [0, m]. Up to a quick subsequence, we may assume that || ™" — Hi,, <2
It follows that the diagonal process H™™ converges in the Frechet distance to H. '

51 The processes measurable with respect to the filtration generated by the caglad processes.
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Step 2: Let us now address the case where d(M) is not absolutely continuous with respect to d¢. Just as
previously, it is enough to show that every H progressive, uniformly bounded by a constant C', and non
zero only on [0, m] can be approximated by elements of S in the |||, ,,,-norm. The idea is to “tweak” a bit
d(M) to a measure absolutely continuous with respect to dt by means of a time change. Since (M )+t is
strictly increasing and continuous, there exists a strictly increasing and continuous inverse 7' : OQxT — T
such that (M), () (w) + Ts(w) = s for all s € T. In particular™ T'(s) < s since Ay +t > t and {T, <
t} = {Ai+t > s} € F; forall t. It follows that T is a bounded stopping time for every s. We then define
the new filtration G, := Fr, for s € T and the process G5 = Hy, which is G-adapted and measurable
since H is IF progressive. However, we do not know wether G is progressive. Applying Theorem 4.10, we
can modify it and assume that it is progressive and adapted. From the previous argumentation, there exists
a simple processes G¢ of the form (4.8) such that F] fo/\ |Gy — G| ds] < /2 for a given \. However,
since E[[ G2ds| < E[f 1r,<mH7, ds] < CE[(M),, +m] < oo, we may choose A large enough and

G* zero outside [0, \] to get E[[ |G§ — ;% ds] < . Reversing the time clock, it follows that

Hf = Xolg+ » G5, Ur,, 1,

which is a simple process since T, is a bounded stopping time and G, is Fr,, -measurable. Hence, by
definition

E [/Om |H? —Ht|2d<M>t] <E {/Om|Hf—Ht|2(d<M>t+dt)} <E U|G§ —Gs|2ds] <e,

k+1]

which ends the proof. (|

We are now in place to define the stochastic integral.

Definition 4.47. For H € S we define the (elementary) stochastic integral of H with respect to M as the
process

n n
H e M := HyM, _|_ZHk (MTk _ MTk—l) — ZHk (Mrk, _MTk—l).
k=1 k=1

Lemma 4.48. Let M € M?2. Foreach H € S, H o M € M? with quadratic variation
(H e M) = /H§d<M>s

and it holds
|H o M|, = ||H||27t, foreveryt € T.

In particular, H — H e M, is an isometrie between S and Lt2-

Proof. Observe that for ¢t > 7,,, M begin a martingale and H predictable, it holds

Sz (M2 —Mfkl)] -
k=1

n 2
|H o M;||; = E (ZHk (Mfk—Mm)> =F
k=1

Since M? — (M) is a martingale it follows that

n

Zng <<M>Tlc - <M>7'kl)‘| = HHH;J, O

k=1

|H o M3 = E

S2Recall that the general right-continuous inverse of an increasing function f is given by f~1(s) = sup{t : f(t) < s}. However,
if f is strictly increasing and continuous, it follows that f~1(s) = inf{t : s < f(t)}. Furthermore, if f(¢t) > t, then
f7Hs) < s
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You should notice that H being predictable is essential for the proof above.

Theorem 4.49. Let M € M?2. For all H € L2, there exists a unique — up to indistinguishability —
process H M € M? such that for every (H™) C S with ||[H™ — H| — 0 for every t if follows that
|H™ e M — H o M|| — 0. Furthermore, its quadratic variation are given by

(H e M) = /H2d<M>.

Proof. Let H € L?(M) and according to 4.45 pick (H™) C S such that ||[H™ — Hl|,, — 0 for every
t € T. By Isometry, this shows that (H™ e M) is a Cauchy sequence in the complete space M2, see
Lemma 4.45. Denoting this limit by H e M, it is independent of the choice of (H™). Indeed, if you
consider another sequence, considering the alternate sequence between both, it will is then Cauchy and
converges to a limit which is common to both. (]

We call this operator the stochastic integral of H with respect to M and denote it either H e M or
He M, or /HdM, or /HSdMS
Let us collect first properties the proof of which are immediate consequences of the approximation method
and thus omitted here.
Proposition 4.50. Let M € M2, G,H € L? as well as o € R.
(i) (tH+G)e M =aH e M+ GelM.
(ii) (Lo, H)eM =HeM™ = (HeM).

For M, N € M?2, the covariation of M, N — which is a continuous process of bounded variation — is
given by the Polar formula

(M,N)=—-((M+N)—(M—-N)).

| =

The following relation holds

Proposition 4.51. Let M, N € M? and G € L?*(M), H € L2(N) then it holds
(GeM,HeN)= /Gd<M,H.N> - /GHd(M,N)
In particular for G € L>(M) and H € £L*(G o M), it holds GH € L\M) and the chain rule
/ Hd(G e M) = / GHAM.

This relation is straightforward for G, H € S. The passage to the limit is left as an exercise by using the
following proposition known as the Kunita-Watanabe inequality.

Proposition 4.52. Let M, N € M2 and G € L*(M), H € L*(N) then it holds

/ “ana, N>\ </ H )M, N < (/ t |G|2d<M>)l/2 (f t )

foreveryt e T.

1/2
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Proof. Recall that (M,N) = ((M + N) — (M — N))/4 and therefore |(M,N)| = ((M + N) +
(M — NY))/4. Futhremore for two simple processes G, H € S a painfull but easy inspection shows that
GH € S. Hence

t T
/OGHd(M,N>‘:’ZGkaAk<M,N>‘§Z|Gka||Ak<M,N)|:/O (GH|d|(M, N)|

showing by passing to the limit on the simple processes the first inequatlity. Furthermore, by Cauchy-
schwartz inequatity, it holds |A(M, N)| < (Ap(M))*/2(Ax(N))*/2. Hence for simple integrands
using Holder inequality it holds

/0 (GH|d|(M,N)| = |GrHl |Ac(M,N)| <Y |Gl [Hi| (Ae(M))/2 (A (N))'/2

< (S anan)” (e auw) = ([ d<M>)1/2 ( / NG d<N>>

The case of general integrands follows by passing to the limit with simple integrands in this inequality..]

1/2

4.2.4. Local Versions, Semi-Martingales, Ito-Formula

Up to now we defined the stochastic integral with respect to continuous square integrable martingale.
However, we saw that we may localise the construction by stopping the processes, so that we can define
a stochastic integral by localizing.

Definition 4.53. Let M'°° be the set of continuous martingales such that there exists a sequence of
stopping times 7 T with M™" € M? for every n. Similarly, we define £'°¢(M) for M € L!°¢ as
the set of progressive measurable processes such that fot Hd{M) < oo P-almost surely for every t € T.

Proposition 4.54. Let M € M and H € L£L'¢(M), then there exists a unique continuous local mar-
tingale H ® M € M given by He M = H @« M7 on [0, 7"] for every n.

This proposition is simple by localising M as well as (M). All the properties mentioned before also
holds by localising. This allows us now to address the celebrated It6-Formula.

Definition 4.55. A semi-martingale is a process X with decomposition
X=Xo+M+A
where A is the difference of two increasing continuous processes and M € M!oc,

We denote by (X) = (M) the quadratic variation of the semi-martingale X = Xy, + M + A with
M € M and A of bounded variation.

Remark 4.56. Note that since we are dealing with continuous processes, the quadratic variation of a
process of bounded variations are identically equal to 0. Hence for a semi-martingale X = Xqg+M + A, it
follows that (A) = 0. Applying the polar formula, it follows that (X,Y") = (M, N) forY = Yo+ N+ B.
A simple proof in the line of of the previous case shows that V' (II, X) converges in probability to (M),
for subdivisions IT = {0 =ty < t; < --- < ¢, = t}. Indeed, it holds

= Z(Mtk+1 - Mtk)2 +2 Z(Mtk+1 - Mtk)(Atk+1 - Atk + Z Atk+1 Atk
k=1 k=1 k=1
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However for the last two sums, since the variations of A are bounded by some K, it follows that

2 Z(Mtk+1 - Mtk)(Atk+1 - Atk + Z Atk+1 Atk
k=1 k=1

<K (iﬁp ‘Atk+1 - Atk| + Qi{ﬁ) |Mtk+1 - Mtk |>
=1 =1

the latter converging to 0 as the mesh of the subdivision converges to 0 since A and M are continuous.
It means in particular that the covariation of a semi-martingale with respect to a process of bounded
variation is always equal to 0. ¢

A progressive process H is called locally bounded if there exists a sequence of stopping times 7 T
such that H™" is bounded for every n. Given such a locally bounded progressive process and X =
Xo + M + A semi-martingale it is then possible to define

/HdX::/HdM+/HdA

where [ HdM is the stochastic integral with respect to M € M!o¢ and | HdA is the Lebesgues-Stieljes
integral of H with respect to A.

Before addressing the Itd integral, let us state the following proposition which is a stochastic version of
the dominated convergence theorem of Lebesgues.

Proposition 4.57. Let X be a local martingale and (H™) a sequence of locally bounded progressive
processes converging point-wise to 0. Suppose that |H™| < H, then it follows that H™ e X converges to
zero uniformly on compact in probability, that is

P [Sup

s<t

/ H"dX’ > 6] — 0
0
foreveryt € T.

Proof. For X = A+ M, then sup,; | fof HdA| converges to 0 point-wise by means of Lebesgue’s dom-
inated convergence. So we just have to show the result for X = M. Up to a localizing sequence of
stopping time, we assume that H is bounded as well as M € M?. By Lebesgue’s dominated conver-
gence, it follows that || H" ||, , — 0 and by It6-isometrie || ™ o M|[, — 0. Convergence in L? implies
convergence in probability of the supremum over s € [0,¢] by Doob’s maximal inequalities, hence the
result by noticing that {7™ < ¢} goes uniformly to 0 in probability for the localising sequence. ([

Remark 4.58. In particular, if H is a continuous adapted process, then, H™ e X converges uniformly in
probability on [0,¢] to H e X for H" = Hq + ) Hr Ljep ¢z 1 and for a subdivision II" = {0 =1 <
- < th = t} whose mesh is converging to 0. ¢

Theorem 4.59. Let X and'Y be continuous semi-martingales, then it holds

t t t
XYy = XoYo +/ Xdy +/ YdX +/ d(X,Y) (4.9)
0 0 0
Proof. Note that for X =Y, Relation (4.9) reads as follows

t t t
XE:XO+2/ XdX+/ d<X>:X0+2/ XdX + (X); (4.10)
0 0 0
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If we show this relation, then (4.9) follows from the polar relation XY = (X +Y)? — (X —Y)?)/4
and the linearity of the relation (4.10). If we consider a subdivision II, it follows that

Xt2 - Xg = 2ZX151¢, (th+1 - th) + Z (th+1 - th>2

To the first term, we apply Remark 4.58 and for the second one Remark 4.56 to get the result as the mesh
of the subdivision converges to 0. O

Note that we get by induction that

t
1
X0 = X4+ [ xvtax 4 ML)

t
——— [ X"2(X) 4.11)
0 2 0

Indeed for n = 1, it is immediate and for n = 2 it is what we have in the previous proof. Assume that it
holds for every k < n — 1 forn > 3, setting ¥ = X"~1 we have

t t t
X/ :X{;+/ XdX"‘1+/ X”‘ldX+/ d(X, X" 1) (4.12)
0 0 0

Applying the hypotheses of recurrence as well as the Proposition 4.51 which also applies for semi-
martingales it follows that

/Ot XdX" ! = /t Xd (Xo +(n-1) /t xn-2gx 4 (2Z D0 =2) 1>2(" L /Ot X”‘3d<X>>

0

(n—1 / XX~ 2dX+%/ XX"3d(X)
n—l/X" 1gx 4 (=D =2) ”_2 /X" 24(X

and since the covariation where one of the process is of bounded variation is 0 Proposition 4.51 also
yields

-1 -2
(X, X" = <X, Xo+ (n—1) /X"—ZdX + % /X"—3d(X>>
=(n— 1)/X”*2d<X>
Substituting both relation in (4.12) yields (4.11). By linearity it follows that for every polynomial function
f R — Ritholds
t 1 [t
£06) = £0%0) + [ r0ax+ 5 [ rreoace
0 0

This is actually the Itd’s formula when the function is even C?.

Theorem 4.60. Let X be a continuous semi-martingale, and f : R — R be a twice continuously differ-
entiable function. Then it holds

7000 = £ + [ F0ax+ 5 [ ) @13)

79



Proof. We will use the fact that (4.13) holds for the dense subset of polynomes for the supremum norm
on compact intervals [— K, K] denoted by ||-|| . Suppose first that X is bounded by some K > 0. Fixing
n, pick a polynome p,, such that ||p, — f|l, + Ip" — f'llx + [I[p” — f"|lx < 1/n. Let

R = f(Xt) — pn(Xe) — (f (Xo) — pn (X0))
1

- [ =m0 ax -5 [ e - o) ).

The first two differences can be made arbitrarily small. As for the stochastic integral difference, the
uniform convergence on compact in probability follows from Proposition 4.57. Hence, up to a rapid
subsequence, we have almost sure convergence. Finally the Lebesgues-Stieltjes integral converges to 0
due to Lebesgues’ dominated convergence.

Assuming now that X is not bounded, as usual we localise by setting 7" = inf{¢ : | X;| > n} and apply
the result for X7 It follows that

n t n n 1 t n n
FXinrn) = FO7) = fX0) + [ 70 )ax™ 4 5 [ e axe)
0 0
tAT™ 1 tAT™
—io)+ [ g [ o).
0 0
Since the probability of {t < 7™} goes to 1 as n goes to infinite, we obtain the desired result. O

Theorem 4.61 (2-dimensional Ito-Formula). Let X and Y be two semi-martingales, and f : R> — R
be a twice continuously differentiable function. Then it holds

t t
F(X0Y2) = F(Xo,Yo) + /0 Do f(X,, Y2)dX, + /0 0y f (Xs, Y)Y,

1 t t 1 t

Proof. The proof follows the same argumentation as in the one-dimensional case, since the two dimen-
sional polynomials are dense in the space of twice continuous differentiable functions. (]
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