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In this paper we consider a class of BSDEs with drivers of quadratic
growth, on a stochastic basis generated by continuous local martingales. We
first derive the Markov property of a forward—backward system (FBSDE) if
the generating martingale is a strong Markov process. Then we establish the
differentiability of a FBSDE with respect to the initial value of its forward
component. This enables us to obtain the main result of this article, namely a
representation formula for the control component of its solution. The latter is
relevant in the context of securitization of random liabilities arising from ex-
ogenous risk, which are optimally hedged by investment in a given financial
market with respect to exponential preferences. In a purely stochastic formu-
lation, the control process of the backward component of the FBSDE steers
the system into the random liability and describes its optimal derivative hedge
by investment in the capital market, the dynamics of which is given by the for-
ward component. The representation formula of the main result describes this
delta hedge in terms of the derivative of the BSDEs solution process on the
one hand and the correlation structure of the internal uncertainty captured by
the forward process and the external uncertainty responsible for the market in-
completeness on the other hand. The formula extends the scope of validity of
the results obtained by several authors in the Brownian setting. It is designed
to extend a genuinely stochastic representation of the optimal replication in
cross hedging insurance derivatives from the classical Black—Scholes model
to incomplete markets on general stochastic bases. In this setting, Malliavin’s
calculus which is required in the Brownian framework, is replaced by new
tools based on techniques related to a calculus of quadratic covariations of
basis martingales.

1. Introduction. In recent years backward stochastic differential equations
(BSDEs for short) with drivers of quadratic growth have shown to be relevant in
several fields of application, for example, the study of properties of PDEs (see,
e.g., [5, 19]). Closer to the subject of this work, they were employed to provide a
genuinely stochastic approach to describe optimal investment strategies in a finan-
cial market in problems of hedging derivatives or liabilities of a small trader whose
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business depends on market external risk. The latter scenario was addressed, for
instance, in [2, 3, 14, 18]. A small trader, such as an energy retailer, has a natural
source of income deriving from his usual business. For instance, he may have a
random position of revenues from heating oil sales at the end of a heating season.
To (cross) hedge his risk arising from the partly market external uncertainty present
in the temperature process during the heating season, for example, via derivatives
written on temperature, he decides to invest in the capital market, the inherent un-
certainty of which is only correlated with this index process. If the agent values his
total income at terminal time by exponential utility, or his risk by the entropic risk
measure, he may be interested in finding an optimal investment strategy that max-
imizes his terminal utility, respectively, minimizes his total risk. The description
of such strategies, even under convex constraints for the set of admissible ones, is
classical and may be achieved by convex duality methods and formulated in terms
of the analytic Hamilton—Jacobi—Bellman equation. In a genuinely stochastic ap-
proach, [14] interpreted the martingale optimality principle by means of BSDEs
with drivers of quadratic growth to come up with a solution of this optimal in-
vestment problem even under closed constraints that are not necessarily convex.
The optimal investment strategy is described by the control process in the solution
pair of such a BSDE with an explicitly known driver. Using this approach, the au-
thors of [3] investigate utility indifference prices and delta hedges for derivatives
or liabilities written on nontradable underlyings such as temperature in incomplete
financial market models. A sensitivity analysis of the dependence of the optimal
investment strategies on the initial state of the Markovian forward process mod-
eling the external risk process provides an explicit delta hedging formula from
the representation of indifference prices in terms of forward—backward systems of
stochastic differential equations (FBSDEs). In the framework of a Brownian basis,
this analysis requires both the parametric as well as variational differentiability in
the sense of Malliavin calculus of the solutions of the BSDE part (see [2, 3, 5]).
Related optimal investment problems have been investigated in situations in which
the Gaussian basis is replaced by the one of a continuous martingale ([17] and
[18], see also [10]).

In this paper we intend to extend this utility indifference based explicit descrip-
tion of a delta hedge to much more general stochastic bases. Our main result will
provide a probabilistic representation of the optimal delta hedge of [3], obtained
there in the Brownian setting, to more general scenarios in which pricing rules are
based on general continuous local martingales. We do this through a sensitivity
analysis of related systems of FBSDEs on a stochastic basis created by a contin-
uous local martingale. As the backward component of our system, we consider a
BSDE of the form (1.1) driven by a continuous local martingale M with dynamics

T T
Y,:B—/ stMs—i-/ £ (s, Ys, Zs) dCs
t t
(1.1) r o T
—/ dLs+5/ d(L, L),  1el0,Tl,
t t
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where the generator f is assumed to be quadratic as a function of Z, the ter-
minal condition B is bounded, C is an increasing process defined as C :=
arctan(}_; (M O MDY, L is a martingale orthogonal to M with quadratic vari-
ation (L, L) and « is a positive constant. A solution of (1.1) is given by a triplet
(Y, Z, L). The forward component of our system is of the form

S S
12y X;=x +/ o(r,X,,M,)dM, —I—/ b(r,X,, M,)dC,, sel[0,T].
0 0

We first prove in Theorem 3.4 that the solution processes Y and Z satisfy the
Markov property, provided the terminal condition B is a smooth function of the
terminal value of the forward process (1.2) and that the local martingale M is a
strong Markov process. There is a subtlety in this setting which goes beyond caus-
ing a purely technical complication, namely, that only the pair (X, M) is a Markov
process (as proved, e.g., in [7, 21, 22]). Only if M has independent increments
it is a stand-alone Markov process. We then show in Theorem 4.6 that the pro-
cess Y is differentiable with respect to the initial value of the forward component
(1.2) and that the derivatives of Y and Z again satisfy a BSDE. The two prop-
erties then combine to allow us to state and prove the main contribution of this
paper. Thereby our delta hedge representation (Theorem 5.1) generalizes the for-
mula obtained in the Gaussian setting (see [3], Theorem 6.7, for the quadratic case
and [11], Corollary 4.1, for the Lipschitz case). More precisely, we show that there
exists a deterministic function u such that

(1.3) Zg = 0u(s, Xy, My)o (s, Xy, My) + 03u(s, Xy, My),

where Yy = u(s, X5, M), s € [0, T], and 0; denotes the partial derivative with re-
spect to the ith variable (see Theorem 5.1). In addition, we show that if M has
independent increments and the coefficients of the forward process do not depend
on M, then Yy = u(s, X5) and equality (1.3) becomes Z; = dru(s, X5)o (s, Xs)
which coincides with the formula known for the case in which M is a Brow-
nian motion. To the best of our knowledge, relation (1.3) is known only in the
Brownian setting and the proof used in the literature relies on the representa-
tion of the stochastic process Z as the trace of the Malliavin derivative D (i.e.,
Zs = DsYg, s € [0, T)) relative to the underlying Brownian motion. Since Malli-
avin’s calculus is not available for general continuous local martingales, we pro-
pose a new approach based on stochastic calculus techniques, in which directional
variational derivatives of Malliavin’s calculus are replaced by absolute continuity
properties of mixed variation processes of local basis martingales. Note also refer-
ence [4], where a Markovian representation of the solution (Y, Z) of the solution
of a BSDE driven by a symmetric Markov process is given and whose driver is
Lipschitz in z and satisfies a monotonicity condition in y (see [4], Condition (H2),
page 35). However, the representation of the component Z is not exactly similar to
our representation (compare [4], Theorems 5.4 and 5.1) due to a lack of regularity
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of the BSDEs driver in the setting of [4]. Note finally that the method employed
in [4] relies on the calculus of Fukushima (see [13]) for symmetric Markov pro-
cesses. We finally emphasize that the local martingale M considered in this paper
is not assumed to satisfy the martingale representation property.

The layout of this article is as follows. In Section 2 we state the main notation
and assumptions used in the paper. We discuss the Markov property of an FB-
SDE in Section 3. In Section 4 we give sufficient conditions on the FBSDEs to
be differentiable in the initial values of its forward component, while Section 5 is
devoted to the representation formula (1.3). Section 6 is devoted to the finance and
insurance application of our main result.

2. Preliminaries.

Notation. Let (M;):c[0,1] be a continuous d-dimensional local martingale with
My = 0 which is defined on a probability basis (€2, F, (F;):c[0,1], P) where T is a
fixed positive real number. We assume that the filtration (F;):c[o,7] 1s continuous
and complete so that every P-martingale is of the form Z - M + L, where Z is a
predictable d-dimensional process and L a R-valued martingale strongly orthogo-
nal to M, thatis, (L, M®)=0fori=1,...,d. Here and in the following M,
i=1,...,d, denotes the entries of the vector M. We assume that there exists a
positive constant Q such that

(2.1) MO MD). <0 Vi<ij<d,  Pas.

The Euclidean norm is denoted by | - | and with £ we refer to the stochastic expo-
nential.

From the Kunita—Watanabe inequality it follows that there exists a continu-
ous, adapted, bounded and increasing real-valued process (Cy);c[0,7] and a Rdxd_
valued predictable process (g:):c[0,77 such that the quadratic variation process
(M, M) can be written as

t
(M, M), =f0 GqidC,,  1€[0,T],

where * denotes the transposition. We choose as in [18], C := arctan(zg‘i:1 (M®,
M®Y). We write P for the predictable o-field on € x [0, T']. Next we specify
several spaces which we use in the sequel. Given the arbitrary nonnegative and
progressively measurable real-valued process (;):c[0,7], we define ¥ by W¥; :=
f(;, 1//s2a’Cs,O <t<T.Forany B8>0,neNand p €[l, 00) we set:

e S :={X:Q x [0, T] — R|X adapted, bounded and continuous process},
e SP:={X:Q2 x [0,T] — R|X predictable process and E[sup; 0,77 | X:]P] <
oo},
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o LP(d(M,M)®dP) :={Z:Q x [0,T] - R*4|Z predictable process and

E[(fy lgsZ¥?dC,)P/?] < oo,

M?:={X:Q x [0, T] - R|X square-integrable martingale},

L :={£:Q — RJ&, Fr-measurable bounded random variable},

L? .= {&:Q — R|&, Fr-measurable random variable and E[|£]7] < o0},

L% (R = {£:Q — R|&, Fr-measurable random variable and

E[¢P¥T]6]*] < oo},

° H%} = {X:Q x [0,T] —» R¥>*hx predictable process and ||X||%3 =
E[fy eP¥|X;1*dC,] < oo},

° 8/23 = {X:Q x [0,T] -» R?*!|X adapted continuous process and ||X||;23 =
Elsup;co 11 ¢’ *1X|*] < oo}

Throughout this paper we will make use of the notation (M"™)ser.1y (t < T,
m € R?*1y which refers to the martingale

M i=m+ M — M,

defined with respect to the filtration (F})sefr, 7 with F{ := o ({My, — M;,t <u <
s}). Obviously, all the preceding definitions can be introduced with M"™ in place
of M and will inherit the superscript /. For convenience, we write M := M%™

Note that within this paper ¢ > 0 denotes a constant which can change from line
to line.

FBSDE:s driven by continuous martingales. In this subsection we present the
main hypotheses needed in this paper. Let us fix x € R"*! and m € R*! and
consider the process X*™ := (X;"™);c[0,77 which is defined as a solution of the
following stochastic differential equation (SDE):

t
X;"m:x—i—/o o(s, X", M) dM;
2.2) t
+/ b(s, X", M™)dCy, 1 €[0,T],
0

where the coefficients o : [0, T] x R"*! x R4*! s R"*d and p: [0, T] x R**! x
R*! — R"*! are Borel-measurable functions. By [9], Theorem 1, and [21], The-
orem 3.1, this SDE has a unique solution X*" € §? for all p > 1 if the following
hypothesis is satisfied.

(HO) The functions o and b are continuous in (s, x, m) and there existsa K > 0
such that for all s € [0, T], x1, x2 € R"*! and m1, my € R?*!

lo(s,x1,m1) — o (s, x2,m)| + |b(s, x1,my) — b(s, x2, my)|

< K(|x1 — x2| + |my —m3]).
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Next we give some properties of BSDEs which depend on the forward process
X*"_ More precisely we consider BSDEs of the form

T
sz,m — F(X;m,M?}) _/; Z;C,m er
T
(2.3) [ pexpm oMy yen zing dc,

T T
—/ dLj"m—kE/ d(L*™, L™, tel0,T],
t t

where F:R"™! x R*! > Rand f:Q x [0, T] x R"*! x R¥*! x R x R1*4
R are B(R™ ), respectively, P ® B(R™*!) ® B(R**!) ® BR) ® B(R!*?)-
measurable functions. By B(R?) we denote the Borel o-algebra. A solution of
the BSDE with terminal condition F(X7"™, M), a constant « and generator f
is defined to be a triple of processes (Y, Z*™ [¥M) e 8® x L2(d(M, M) ®
dP) x M? satisfying (2.3) and such that (L*", M') =0,i=1,...,d, and P-a.s.
Jo 1@y XEm M YoM 225 g %) dCy < 0o,

Let V:=R" x R¥*1 x R x R!*4 and assume that (HO) holds. Furthermore,
we define the measure v(A) = E[fOT 14(s)dCs] for all A € B([0, T]) ® F. Under
the following conditions, existence and uniqueness of a solution of the backward
equation (2.3) was recently discussed in [18], Theorem 2.5:

(H1) The function F is bounded.

(H2) The generator f is continuous in (y, z) and there exists a nonnegative
predictable process n such that fOT ns dCs < a, where a is a positive constant as
well as positive numbers b and y, such that v-a.e.

[ f(s,x,m,y,2)| < 77s+b77s|y|+%|z|2 withy > ||,y > b, (x,m,y,z) € V.

An additional assumption is needed to obtain uniqueness (see [18], Theorem 2.6).

(H3) For every 8 > 1 we have fOT |f(s,0,0,0,0)|dC; € LA(P). In addition,
there exist two constants p and v, a nonnegative predictable process 6 satisfying
fOT lgs05|>dCs < cg (cy € R), such that v-a.e.

(yl _yZ)(f(S»X,m, )’I»Z) - f(S,X,m,yZ,Z))
< uln —yzlz, (x,m,yi,2)eV,i=1,2,

and

|f(ssxsm7y7zl)_f(saxamsysZ2)|
=v(gss| +lz1] + |z2D]z1 — 221, (x,m,y,zi)eV,i=1,2.
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In this paper we will deal with martingales of bounded mean oscillation, briefly
called BMO martingales. We recall that Z - M is a BMO martingale if and only if

T 12
1Z - Mllgvo, = sup E[/ s Z52dC, ﬂ} < o0,
T

<T

where the supremum is taken over all stopping times t < 7. We refer the reader to
[15] for a survey. Specifically we need the following hypothesis.

(H4) There exist a R!*4-valued predictable process K and a constant « € (0, 1)
such that K - M is a BMO martingale satisfying v-a.e.

01 =y (f (s, x,m y1.2) = f (s, x,m, 32.2)) < g5 K3 P y1 = 2
for all (x,m, y;,z) eV,i=1,2, and
|f(s,x,m,y,z0) = fs,x,m, y,22)| < 1gs K llz1 — 22
forall (x,m,y,z;)eV,i=1,2.
Throughout this paper we also consider a second type of BSDEs associated with

the forward process X" solving (2.2), that is,

T
U™ =FX7", M} —f V™ d Mg
t
T
(2.4) n /t Fls, X3M MM USM VEM G dC

T
o [T awe,
t

t € [0, T], where N is a square-integrable martingale. This type of BSDE has
been studied by El Karoui and Huang in [10]. Under the following assumptions
on terminal condition F (X7, M}') and generator f, there exists a unique solu-
tion (U'™, Viom NEYMy € §§ x HE x M? to the BSDE (2.4):

(L1) The function F satisfies F(X3", M}') € L%(R”Xl x R4*1y for some B
large enough.
(L2) The generator f satisfies v-a.e.

[f(s,x,m,y1,21) — f(s,x,m, y2,22)|
<rsly1 — y2| +6slz1 — 22/, (x,m,yi,zi)eV,i=1,2,

where r and @ are two nonnegative predictable processes. Let a2 = r + 2. We
assume v-a.e. that af > 0 and w € ]HI% for some B > 0 large enough.

We conclude this section by presenting assumptions which will be useful in Sec-
tion 4, where we find sufficient conditions for FBSDEs to be differentiable in their



292 P. IMKELLER, A. REVEILLAC AND A. RICHTER

initial values (x, m) € R"*! x R?*!_ Given a function g : [0, T'] x R"*! x R4*!
R we denote the partial derivatives with respect to the ith variable by 0; g(s, x, m)
and, if no confusion can arise, we write d,g(s, x,m) := (914;8(s,x,m)) j=1,...n
and 93g(s, x, m) := (014+n+;8(s, x,m)) j=1....d-

(D1) The coefficients o and b have locally Lipschitz partial derivatives in x and
m uniformly in time.

(D2) The functions F and V F' are globally Lipschitz.

(D3) The generator f is differentiable in x,m, y and z and there exist a con-
stant C > 0 and a nonnegative predictable process 6 satisfying fOT |gs6s |2 dCs <cy
(cp € R), such that the partial derivatives satisfy v-a.e.

10; f(s,x,m,y,2)| < C(lgsbs| + |2]), (x,m,y,2)eV,i=2,...,5.

(D4) The generator f is differentiable in x,m, y and z and there exist a con-

stant C > 0 and a nonnegative predictable process 6 satisfying fOT |65 12dCs < cg
(cp € R), such that the partial derivative 9ds f is Lipschitz in (x, m, y, z) and for all
i =2,...,4 the following inequality holds v-a.e.:

[0; f(s,x1,m1, y1,21) — 0; f (s, X2, m2, y2, 22)|
< C(lgsOs| + z1] + 1z2D (Ix1 — x2f + [m1 — ma| + [y1 — y2| + 121 — 221)
forall (x;,mj,y;,z;) €S, j=12.

3. The Markov property of FBSDEs. For a fixed initial time ¢ € [0, T') and
initial values x € R"*! and m € R?>*! we consider a SDE of the form

)
xpom =t [T Xgm My au,
(3.1) ’
+/ b(u, XL,°", ML™ dC,, selt, T],
t

where M is a local martingale as in Section 2 with values in R?*!, ¢ :[0, T] x
R RIXT - R4 and b:[0, T] x R** x R?*! — R**! Throughout this
chapter the coefficients o and b satisfy (HO) and hence, (3.1) has a unique solution
X"*m_ Before stating and proving the main results of this section we recall the
following proposition which is a combination of [7], Theorem (8.11) (see also [22],
Theorem V.35) and [20], Theorem 5.3.

PROPOSITION 3.1. (i) If M is a strong Markov process then (M.,
XL%"™) e, ] 1S a strong Markov process.

(1) If M is a strong Markov process with independent increments and if the
coefficients o and b do not depend on M, that is to say

N N
X;sx:H/ o(u,X;’x)dMu+/ b(u, X';%)dC,,
t t

then the process (X'*)sep. 17 itself is a strong Markov process.
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Note that in [2, 3, 11] the martingale considered is a standard Brownian motion
so that situation (ii) of Proposition 3.1 applies. In fact, this case presents at least
two major advantages; first, the process X is a Markov process itself and second,
the quadratic variation of M is deterministic.

This section is organized as follows. We first prove in Proposition 3.2 that the
solution of a Lipschitz BSDE associated to a forward SDE of the form (3.1) is
already determined by the solution X”*™ of (3.1) and the Markov process M"".
In Theorem 3.4 we then extend this result to quadratic BSDEs.

Consider a BSDE of the form

T
U = RO M — [ v am,

N

T
(3.2) + / Flr, XL0m ML ghsm yiom e 4,

N

T
—/ dN[*m, selt, T
N

We suppose that the driver does not depend on €2 and hence, is a deterministic
Borel measurable function f:[0, 7] x R**! x R¥*! x R x R4 — R. If F
and f satisfy hypotheses (1) and (L2) then the BSDE (3.2) admits a unique
solution (U"%™M yix.m NLXMY o S% X H% x M? (see [10], Theorem 6.1). By
B. (R x RY*1) we denote the o-algebra generated by the family of functions
(x,m) = EL[T ¢p(s, X05™, MI™) dCy], where ¢ Q x [0, T] x R™%! x R4<!
R is predictable, continuous and bounded.

PROPOSITION 3.2. Assume that M is a strong Markov process and that (LL1)
and (L2) are in force. Then there exist deterministic functions u : [0, T] x R"*! x
R 5 R, B([0, T]) ® B, (R"™! x RN -measurable and v:[0, T] x R"™*! x
RIX1 5 R4 B([0, T]) @ B, (R"*! x R¥*V)-measurable such that

Ut,x,m o M(S Xt,x,m Ml‘,}ﬂ)
s — 9 s ’ Ky ’
3.3)
tLx,m __ t,x, t,
Vs =u(s, XoOM Me™), set,T].

REMARK 3.3. Before turning to the proof of Proposition 3.2 we stress the
following point. Assume M and X are as in Proposition 3.1(ii) and that the driver f
in (3.2) does not depend on M, then Proposition 3.2 is equivalent to the existence of
deterministic functions u : [0, T] x R"*! — R, B([0, T]) ® B, (R"*!)-measurable
and v:[0, T] x R™! — R4 B([0, T]) ® B.(R"*!)-measurable such that

Ut =u(s, XgH, Vit =v(s, X09,  seln Tl
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PROOF OF PROPOSITION 3.2. Consider the following sequence (U*!,
Vk,t,x,m’ Nk,t,x,m)kzo of BSDEs:

UO,t,X — Vo,t,x — O,

USkJrl,t,x — F(X;lx’m, M;’m)
(3.4)

T
+/ f, Xi,X,m’ M;’m, Uf,t,x,m’ Vrk,t,x,mq;k) dc,
s

T T
_/ Vrk-i—l,t,x,m er _/ lec—l—l,t,x,m‘
s s

We recall an estimate obtained in [10], page 35. Let « > 0 and 8 > 0 be as in
Section 2. Then

||a(Uk+1,t,x,m _ Uk,t,x,m)”%
+ ”q(vk+l,l‘,x,m _ Vk,t,x,m)*”% + ||(Nk+l,t,x,m _ Nk,t,x,m)”%
E 8(||a(Uk,l‘,x,m _ Uk—l,t,x,m)”% + ”q(Vk,t,x,m _ ‘/k—l,l‘,x,m)*”%8
_|_ ”(Nk,t,x,m _ Nk—l,t,x,m)”%)’

where ¢ is a constant depending on 8 which can be chosen with ¢ < 1. Applying
the result recursively we obtain

k+1,t,x,m k,t,x,my\ 2
(U -U )i
+ ||q(Vk+1,l,x,m _ Vk’t’x’m)*”% + ”(NkJrl,t,x,m _ Nk,l,x,M)”%
5 sk(”a(Ul,t,x,m _ UO,t,x,m)HIZS + ”q(vl,t,x,m _ VO,t,x,m)*”%
+ ”(Nl,t,x,m _ NO,I,X,WL)”%).
Since
o
Z ”a(Uk+1,t,x,m _ Uk,t,x,m)”% + ”q(vk+1,t,x,m _ Vk,t,x,m)*”%
k=0

+ ”(Nk-l—l,t,x,m _ Nk,t,x,m)”% < 00,

the sequence (UKH5m ykbtxm nkitxmy  converges v-ae. to (UMM, Vixm,
N'*™) as k tends to infinity.
We show by induction on k > 1 the following property (Propy):

(Propy). There exist deterministic functions OF: [0, T] x R™ x RIX1 5 R,
B(0,T]) ® B.(R*™! x RV measurable and W*:[0, T] x R**! x RIx1
R™4 B([0,T]) ® B,R"™! x RV -measurable such that Usk’t*x*m = ok,
XLvm pMLmy gpd Vebom = gk(s, xtxm ppimy fort <s < T,k eN,
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PROOF OF (Prop;). From the definition of U!"*™ and since N1/ is a
martingale, we have for s € [¢, T']

(3 5) Usl,l,x,m ZE[USI,Z‘,X,mL?z]

T
= E[F(X;"””, ME™) — / flr, X5 ME™,0,0)dC,
N

7]

The Markov property and Doob—Dynkin’s lemma give

T
Usl,t,x,m :E[F(thx’m, M;;m) _/ f(r, Xi,x,m’ Mr”’",O, 0)dC, f;j|
s

= E[F(X;x"”, Mz™)

T
- [ s 0.0 dc o, |

_q)l(s Xt,x,m Mt,m)
- ’ Ky ’ Ky ’
where ®!:[0, T] x R"*! x R¥*! 5> R, Now let

s
RLtxm — yltxm / f@r, XLem oM™ 0,0)dC,,  selt, T
t
Then for s € [t, T']

s
(3.6) Rsl,t,x,m =f Vrl,t,x,m er + N;,x,m - Ntt,x,m’
t

hence, using the localization technique, we can assume that R is a strongly
additive (in the sense of [7], page 169) square integrable martingale. Now we ap-
ply [6], Theorem (2.16), to Y!':= M and )? := R. Thus, there exist two addi-
tive locally square integrable martingales M! and M?, two deterministic func-
tions Wl W2:[0, T] x R**! x RI*l 5 RIxd gych that Y! = M! and yf =
[Ewl(s, xbom pimyd MY+ 502 (s, XE5m ME™Y d M2, By definition of R
we deduce that M? has to be equal to N> (showing that N1-»*™ is additive)
and that W2 = 1. This shows that

1,t,x,m __ 1 t,x,m t,m
Vs =W (s, X", MP™), v-a.e.

Letting k > 1, we prove (Propy) = (Propy+1). For s € [t, T] we have
Uk+1,t,x,m
)

— E[Ué{(-f—l,[,x,mlﬂ]

= E[F(X;’x”", Mz™)

T
t,x,m t,m k,t,x,m k,t,x,m %
—/ fr X, M2 UYL V. q,)dC,
s

7]
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t,x,m t,m
=E[F(XT , M7™)
T t t k t t
,X,m ,m ,X,m ,m
= [ re X e, G X, g,
R

@, X0 ME™)g ) dC,

7|

7

where fk (r,v,z):= f(r,y, Ok (r, v,2), wk(r, ¥, 2)g;)). Using the same argument
as in the case k = 1, we deduce that there exists a function ®F1:[0, 7] x R™*! x
R9*! 5 R such that

T
:E[F(XIT’X””,M;'")—/ e, xtem, MimydC,
N

k+1,t,x,m __ xk+1 t,x,m t,m
US - @ (s’ XS ’ Ms )‘

Fors € [t, T] let

A
Réc—i-l,t,x,m — Usk—i—l,t,x,m +/ fk(r, Xﬁ,x,m’ M’l:,m)dcr
t

1
_ Nsk+1,t,x,m +Ntk+ Lxm

Following the same procedure as before, we deduce that there exists a function
Wkt 10, T] x R**! x RIX1 5 RIxd gych that

VSk-I—l,t,x,m — \yk+1(s, X;,x,m’ M;‘,m)'
Let

u(r,y, z) == limsup @ (r, y, 2), u(r, y, 2) := limsup WX (r, y, 2).

k— 00 k—o00

Since the sequence (UK"*, V&LX NLXMY converges v-a.e. to (U™, Vi5m,
N'*™) as k tends to infinity, we have for s € [¢, T']

u(s, X5, ME™) = (limsup @) s, X5, ME™)

k—o00
= lim sup(dF (s, XT-5m M1™))
k—00
= limsup U = U ",
k— o0

Similarly we obtain

t,x,m t,my __ yyt,x,m
vis, Xyt Me™) = Vet O



DIFFERENTIABILITY OF QUADRATIC BSDES 297

We conclude this section by extending Proposition 3.2 to a quadratic FBSDE.
More precisely, we consider the following BSDE:

T
YOum = F(XFE", Mp™) —f Z"mdM,
S
T
(3.7) + / fu, XLom, MEm yhem zhxemg®y dc,

T T
—f dL;’x’erEf d(L"*m Lm*my, selt,T],
S R

where the forward process X’**™ is a solution of (3.1). Again we suppose that
the driver f does not depend on 2 and hence, is a deterministic Borel measur-
able function f:[0,7] x R"*! x R¥*! x R x R!*4 — R. If F satisfies (H1)
and f hypotheses (H2) and (H3), then the BSDE (3.7) admits a unique solu-
tion (Y!-¥m, ztxm [hxmy e §® x [2(d(M, M) ® dP) x M? (see [18], The-
orem 2.5).

THEOREM 3.4. We assume that M is a strong Markov process and that (H1)—
(H3) hold. Then there exist deterministic functions u : [0, T] x R™*  RIXT 5 R,
B0, T @ B, (R™! x RN -measurable and v : [0, T] x R"*1 x R¢x1 5 RIxd
B0, T ® B.(R"*! x R4*Yy_measurable such that

YSI,X,m — u(s, Xé,x,m’ Mgm),
(3.8) . . )
,X,m ,X,m ,m
Z =v(s, X S MP™), selt,T].

REMARK 3.5. As mentioned in Remark 3.3, in the framework of Proposi-
tion 3.1(ii), when the driver f in (3.7) does not depend on M, Theorem 3.4
simplifies to the existence of deterministic functions u:[0, T] x R™< 5 R,
B([0,T]) ® B.(R"*!)-measurable and v:[0, T] x R™! — R*4 B([0,T]) ®
B, (R 1)-measurable such that

Yot =uls, Xg"),  Zot=v6s, Xy, selt, Tl

PROOF OF THEOREM 3.4. Existence and uniqueness of the solution of (3.7)
under the hypotheses (H1)—(H3) have been obtained in [18], Theorems 2.5 and 2.6.
More precisely, it is shown in the proof of [18], Theorem 2.5, that the solution of
a quadratic BSDE can be derived as the limit of solutions of a sequence of BS-
DEs with Lipschitz generators. We follow this proof and begin by relaxing condi-
tion (H2). Indeed, consider the following assumption (H2') where the generator f
does not need to be bounded in y anymore.

(H2') The generator f is continuous in (y, z) and there exists a predictable
process 7 such that n > 0 and fOT ns dCs < a, where a is a positive constant. Fur-



298 P. IMKELLER, A. REVEILLAC AND A. RICHTER
thermore, there exists a constant y > 0 such that v-a.e.
v .
f s x,m, y, Dl <ns+ 1P withy > k], (x,m, y,2) € V.

Assume that one can prove existence of a solution of (3.7) if f satisfies (H2')
instead of (H2). Let fx be the generator f truncated in Y at level K (as in [18],
Lemma 3.1). More precisely, set fx(s,x,m,y,z):= f(s,x,m, p(¥)k, z) with

-K, ify<-—K,
pr(¥) =1, if [yl <K,

K, ify> K.
It is shown in [18], proof of Theorem 2.5, Step 1, that fx satisfies (H2'). Hence,
by hypothesis, there exists a triple of stochastic processes (Y™, Zi*"™, L")
which solves (3.7) with generator fx. With a comparison argument and since fx
and f coincide along the sample paths of the solution (Y™™, Zi*™, L™, it
can be shown that the bound of Y™ does not depend on K, if K is large enough.
This is why fx can be replaced by f which satisfies (H2). As a consequence, our
proof is finished if we show that (3.8) holds for the truncated generator fx which
satisfies (H2').

The next step is to consider a BSDE which is shown in [18] to be in one to one
correspondence with the BSDE (3.7) and is obtained via an exponential coordi-
nate change. We only give a brief survey and refer to [18], proof of Theorem 2.5,
Step 2, for a complete treatment. Setting U'*"™ := ¢<¥ """ transforms (3.7) into
the following BSDE:

T
t,x,m
Uy = e P )—/ Vo d M,
N

T
(3.9) + / g(r, XLXm pML™ b yhrme®y dc,

N
T
—/ ANS™ selr,T).
N

We refer to a solution of this BSDE as (U™, V1:Xm NLXM) Since fx satis-
fies (H2'), the new generator

g(s,x,m,u,v)

_ In(u v ) v 1 )
o (Kpcz(u)fK(s,x,m, K ’K(u\/cl)>_2(u\/c1)|v| >’

(x,m,u,v) €V, satisfies (H2') (where ¢! and ¢? are two explicit constants given
in [18], pages 135-136, depending only on (a,k, || F|ls,b) where we recall
that a and b are the constants appearing in the assumption (H2)) and the triple
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(Yt,x,m, Zt,x,m, Ll‘,x,m) Wlth

prem . log(U"™
. P s
Vt,x,m
t,x,m .__
Lt,x,m - 1 t,x,m
kygtx.m

is well defined and is solution to (3.7) with generator fx satisfying (H2').

To derive the existence of a solution of (3.9), an approximating sequence of
BSDEs with Lipschitz generator g” and terminal condition e ¥X 7™ is intro-
duced in such a way that g” converges dv-almost everywhere to g as p tends to
infinity. We do not specify the explicit expression for g”, since we only need that
the sequence is increasing in y, implying the same property for the solution com-
ponent (UP”’x’m)peN. For more details we refer to [18], proof of Theorem 2.5,
Step 3.

Let p > 1. We consider the BSDE (3.9) with generator g” and terminal con-
dition e®FXF™)  Since g? is Lipschitz continuous we know from [10], Theo-
rem 6.1, that a unique solution (UP-H-*-" Yy P.l.x.m  NP.LX.MY exists, Now we can
apply Proposition 3.2 which provides deterministic functions a” and b” such that

Jgx,m o _ t,x, Z
Usp X, m _ap(s, sz m,MS m)
and
Vsp,t,x,m = bP (s, X;,x,m’ M;m)’ set, T

A subsequence, for convenience again denoted by (UP-NM yPLXm
NPLXYMY N, converges almost surely (with respect to dv) to the solution
(gtxm ytxm NLXMY of (3.9). Letting

e b
a(s,y,m) -—lgglogfa (s,y,m),

s e
b(s,y, m) -—lgglogfb (s,y,m),

(s, y,m) €0, T] x R x R"™! we conclude that U™ = a(s, X1-*-™ MEL™)
and V)™ = b(s, Xi™, MP™), s € [t, T1. Since (UP""*™) e is increasing, we
may set

Ina b
ui=—, Vi=—

K Ka

Hence, the result follows by (3.10) and the one to one correspondence. [
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4. Differentiability of FBSDEs. In this section we derive differentiability of
the FBSDE of (2.2) and (2.3) with respect to the initial data x and m. The presence
of the quantity (L, L) in the equation, where we recall that L is part of the solution
of (2.3), prevents us from extending directly the usual techniques presented, for ex-
ample, in [2, 3, 5]. Under an additional assumption (MRP) defined in Section 4.2,
we deduce the differentiability of (2.3) from that of the auxiliary BSDE (4.1).

4.1. Differentiability of an auxiliary FBSDE. As mentioned above, we first
prove the differentiability of an auxiliary BSDE which will allow us to deduce the
result for (2.3) in Section 4.2.

For every (x,m) € R"+Dx1 et us consider the following forward—backward
system of equations:

t t
X =t Loz M, + [ b xEm M dC
T
@ Y= FOGT M - [ zpmau,
t

T
[ re e e e zing dc,
t

where M is a continuous local martingale in R?*! satisfying the martingale repre-
sentation property and C, g, o, b, F, f are as described in Section 2. A solution of
this system is given by the triple (X*™, Y*" Z¥M) € SP x S® x L>(d(M, M) ®
dP) of stochastic processes. Note that the system (4.1) has a unique solution if the
coefficients o and b of the forward component satisfy (HO) and the terminal con-
dition F and the generator f of the backward part satisfy (H1)—(H3).

In this section we will give sufficient conditions for the system (4.1) to be differ-
entiable in (x, m) € R"*+9*1 Before turning to the backward SDE of the system,
we provide some material about the differentiability of the forward component
obtained in [22], Theorem V.7.39.

PROPOSITION 4.1. Assume that o and b satisfy (D1). Then for almost all
w € Q there exists a solution X*' (w) of (4.1) which is continuously differentiable

in x and m. In addition, the derivatives D}, := BBTI{X(")X””, i,k=1,...,n, and

D = %X(")x’m, i=1,....,n,k=1,...,d, satisfy the following SDE for t €

[0, T]:

d n t
Div=6x+3 Y /O D14 j0ials, X2, MM DY, dM©®
a=1j=1
4.2)

n t .
+Z/O 9146 (s, X7, M) DY, dCs,
j=1
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= ZIZI / 14 50 (s, X2 M) D dM@
o J

+Z/ 3140 (s, X7, M) D', dC

(4.3) .,
t
+3 fo D1 14 Gia (s, X5, M) dM
t .
[ Db s X3, M dC
0
and %M(j)m =&, k, j =1,...,d. Furthermore, for all p > 1 there exists a
positive constant k such that the following estimate holds:
4.4) E[ sup X7 = X" PP <kl —x' 24 m —m/ )P,
t€[0,T]

PROOF. Let (X;"™);c[0.7] be the stochastic process with values in RU+7+d)x1
defined as

This process is the solution of the SDE
dX;" =6(X;"™dM,,  Xy" =(0,x,m)

1 0 0 ¢
5(XM) = (o o (XM b(f(f””)), M, = (M,).
0 ] 0 G

with

According to [22], Theorem V.39, the derivatives D*, D™ and %M m j=
1,...,d, exist and are continuous in x and m. In addition, formula [22], (D), page
312, leads to (4.2) and (4.3). The estimate (4.4) follows immediately from [22],
(x % *), page 309. [J

We now focus on the backward part of system (4.1). Let ¥ := (x, m) € RTdx1
and e;,i = 1,...,n + d, the unit vectors in R"+tDx1 For all %, h # 0 and
iell,...,n4d), let 90 = Lp(xt™e pptheny - (X3, M3)). Here it is
implicit that M* only depends on the component m in ¥ = (x, m). The following
lemma will be needed later in order to prove the differentiability of the backward
component. To simplify the notation we suppress the superscript i.
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LEMMA 4.2. Suppose that (D1) and (D2) hold. Then for every p > 1 there
exists a constant k > 0, such that for all ¥, 5’ € R"TD>1 p p' £

(4.5) E[15" — ¥ W 12P) < i1 — &')2 + |h — h[P)P.

PROOF. Let %, % € R"D*1 and h, b’ + 0. Given a real number 6 in [0, 1],
we set

Gi(X):=0;F(X3 +0(X3 ™ — X%y, Mf +0(ME" — M3)),  i=1,2.
For notational convenience, we also define

X+he; X X' 4+he; X
xirhe _ xx o xEHhea _ xx

H = r - )
h n
X+he; % Y +he; 7/
M ME M
o h n '

We have
E[|g%" — £ 2]
1 Fthe; o i+the; PR
= E| | (FOp ™ My ™) — F(XF, M§)

g

1 ¥ 4+h'e: ¥ 1h'e: =/ =/
— —(Fx e ey - FxE, ME))

h/
x+he, i X-+he; X
— X M - M
o[ (X g ME
h h
Xx +h'e; Xx M)?/-i-h/ei _ M)E’ 2p
- Gii) L Gz(ﬁ%) do ]

x "+he; Xf/

X'+he; Mx

+ G2()] — (G2(F') — G2(X)) - L ao

g

X'4+he; _X)Z/ 2p 1 2p
2p T AN ~
ScE[IHl +' . (/0 1G1(7) G1(x>|d9) ]
Mi/+h/€j _ Mi/ 2p 1 _ _ 2p
+cE[|I|2P+'% (fo IGz(x/)—Gz(X)|d9> ]

=T+ 1,
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where we have used the fact that F is globally Lipschitz in the last inequality.
Similarly, the Lipschitz property of V F entails fori = 1,2

1
/ Gi(¥) — Gi(%)db
0
< C(|X’]€~ . X§~,| n |X);+he,- . X’;/+h,ei|
IME — MY | | MEhe ey =
Hence, using the Holder inequality with y, g > 1 s.t. % + é =1 we get

)’Z'/+h/€i 2p

—xx
T1§cE[|H|2p]+CEH T W I JZP}
FHh e i 2py-1/
— XX |2pyAl/y
< cE[|H|*"] +cIEH r X r ] E[J2Pa]Y/4,

Recall that E[| X ’; |"] < oo for all » > 1 and thus, from inequality (4.4), we have

X' +h e X/
EH Xy = X5

2pyql/y
]

X +he; 2 1
X7 ™ = X5 12771V <e,

~ (W

where ¢ is a constant which does not depend on %, %', h or h’. Combining the
previous estimates we finally obtain

Ty < cE[|H[*] + cE[J?P1]Y4 < c(|1% — %> + |h — h'|2)P.
The same method gives that
Ty < cE[|H|*P] + cE[J?PY9 < c(| — F'|* 4 |h — h'|*)P

and the proof is complete. [

The next lemma shows that we can choose the family (Y ’E) to be continuous in
7 e Rtd)x1

LEMMA 4.3. Let (H1)-(H3) and (D1)—(D3) be satisfied. Then for all p > 1
there exists a constant ¢ > 0, such that for all X, X' € R(ntd)x1

) . T ) - P

E[ sup |Yf—Yf|P]+E[</ \g: (ZF — ZF)¥| dC,) }
t€[0,T] 0

(4.6)

<cl¥ — )P,

Furthermore, for almost all w € Q2 there exists a solution Y x (w) of (4.1) which is
continuous in ¥ € R+,
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PROOF. Let §Y :=Y¥ — Y¥,8Z:=7% — 7%, M := M™ — M™ and §X :=
X¥ — X%, We also set for s € [0,T]

1 . - < - -
A= [Cospn X} M2 Y] 2 ar + 02 - 2 de.
1 = =/ ~ =/ =/
A= ot Xt v+ erf - v 2 g ac.
1 =~ / / =~/ =~/
A= [ s f o XE M oy - MY ZE ) e,
0

1 ~ g o T
AX ::/0 Nf(r X +c(XF =X, M™, Y,z ¢¥)de.

Considering the difference §Y of the backward component in (4.1) we see that for
tel0,T]

8Y; = F(X%, M
=/ I T
—F(XX,M%—/ 8Z,dM,
t

T < < < 2! ’ =/ ~/

[ X M vE zign - pex oMy v zEgac,
t
=~ =/ ’ T

= F(X5, M) — F(X5, M) —/ 8Z,dM,
t

T
+/ (8Z,qfAZ +8Y, AY +sM*AM 1 5X*AX) dC,
t

=:8(r,8Y,,6Zrq))

holds. Note that (§Y, §Z) can be seen as a BSDE whose generator g satisfies (H4)
and whose terminal condition F (X%, M7 — F(Xi/, M?,) is bounded [see (H1)].
More precisely, we derive with (D3) and [18], Lemma 3.1, the existence of a con-
stant ¢ such that for all y, y;, y» € Rand z,z1,22 € RI*4 y_ae.

lg(r, y,z1) — g(r, y, 22)|
<|AZ|lz1 — 22
< c(Ig:6,1 + 125 41 + 1(ZF = ZD)q) )21 — 22l
and
lg(r, y1,2) — g(r, y2, 2)|
< [AM)Iy1 = ya2l < clg:0: 1+ 1Z5 g DIyi = al.
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Hence, we can apply the a priori estimates of Lemma A.1 and hence, we know that
for every p > 1 there exist constants ¢ > 1 and ¢ > 0 such that

T p
E[ sup |8Yt|2p]+E[(/ |q,BZ;k|2dC,) ]
0

te[0,T]

(4.7) < cE[|F<Xf M) — F(XE, M [P

T 2pqq1/q
+(/ |3M;“A§”+5x;’<A3‘|dc,) } :
0

By condition (D3) and Holder’s inequality we get

T 2pq
E[(/ sMFAM +5XjA3‘|dc,> ]
0

T 2pgq1/2 T ~ 2pgq1/2
=8| ( [ mrac,) | E[([ da0i+12 g ac)
0 0

T 5 2pgq1/2 T ~ 5 2pgq1/2
venf([Cwxrac) | E[( [ Gao+izigrac) ]

Note that E[(f, 1¢,6,1>dC,)?"?] is bounded by (D3). Furthermore,

T 2pq
E[(/ |Z;“q;‘|2dcr) ]
0

is bounded, as is seen by applying Lemma A.1. Hence,
T 2pq
E[(/ ISMFAM 4+ 5X*AX| dc,> }
0

2pg1/2
<clm —m'PP1 + CE[( sup 8X,2Cr) pq]
t€[0,T]

<c(lm —m/' PP+ |% — ¥'|7P9),

where the last inequality is due to (4.4). Combining (4.7), condition (D2) and the
last inequality we obtain

}EI: N A4 E T §7*2 b -~ ~2p
sup [§Y: |77 |+ lgs6Zy | <clx = x'|°".
t€[0,T] 0

Now Kolmogorov’s lemma (see [22], Theorem 73, Chapter IV) implies that there
exists a version of (Y*) which is continuous in X for almost all w € Q. [

For all h # 0,% € ROHDX1 1 ¢ [0,T] let U = Ly ™ — v, vl =
Lezithe — zhy, aph = Lx7 e — x5, @t = L — T [where it
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is implicit that M* depends only on the component m of ¥ = (x, m)] and £*" =
Lrxy e, Myt — F(X3, M3)). We define 8U by 8U = U™ — U™ and
the processes §V, A, éz and 4€ in an analogous way. We give estimates on the
differences of difference quotients of the family (Y*).

LEMMA 4.4. Let (H1)-(H3) and (D1)—(D4) be satisfied. Then for each p > 1
there exists a constant ¢ > 0 such that for any ¥, ¥ € ROTOX qud b 0 £ 0

(4.8) E[ sup |UP" — Uf“’“’FP] <c(i—FP+h-1n)HP.
1€[0,T]

PROOF.  This proof is similar to that of Lemma 4.3. By definition of U %1 and
of U we have

i h - T .
U =5x’h—f vihtam,
t
1 X+he; X+he; vyX+hei —X+he; *
4.9) +ft L X Ry e gy

— fr XS MY Y ZEg))dC,

As in the proof of Lemma 4.3, we decompose the integrand in the last term of the
right-hand side of the equality above by writing

1 S C A he o EAhei Flthes < s s =
(G, X M y TR ZE Gy — f o X MY 2 )
where AZ, AY, AM_ AX are defined as in the proof of Lemma 4.3, for instance,

- 1 - - - - - -
(AZyTh .= fo ds f (r, X3Ther | pithei yithe z¥gx 4 g(zivhe _ 75%) 40,

Taking the difference of two equations of the form (4.9) we obtain that (U, 8V)
satisfies the BSDE

T
8Ut=ss—/0 5V, dM,
! Z\X,h YN\, h
+/t 8Vrq) (AZ)" 48U (A
(@410)  +[gF (APF" = @HTTYVER L UT (AN — AN
X X oo ¥ Ty
AN — AN

+ ATIEAX)ER AT QTN g,
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The generator of this BSDE satisfies condition (H4) due to assumption (D3) (de-
tails are similar to those of the proof of Lemma 4.3 and are left to the reader). By
Lemma A.1, for every p > 1 there exist constants ¢ > 1 and ¢ > 0 such that

T p
E[ sup |5Ut|21’+(f IqSSVS*ldeS) ]
tel0,T] 0

T ~ ~/ / =/ /
< cE[wsW’q + ( fo g ((AD)EH — (AZyEH )|V |
+IUE (AT = A

~ 7k ~ ~r 1%k ~/ 3/
+1a AP — (AN

. - o, o, 2pq1/q
AT QXY AT (A X) T |dc,) } :

We estimate separately each part of the right-hand side of the inequality presented.
First, by Cauchy—Schwarz’s inequality we have

T * Z\X,h VAN 4 X' 2pd
E[(/O (AL — (AFTI) v |dcr) }
T s o i 0 2pqq1/2
<B[([ ezt - ahiPac) |
0
T 2pgqq1/2
XE|:</ VA |2dc,> ]
0

T 3 o 2pq1/2
< ([ lar(@?i" - ahiNPac,) |
0

since E[(fOT IVf/’h/ |>dC,)?*P4] is bounded by Lemma A.1. Then hypothesis (D4)
and a combination of Lemma 4.3 and (4.4) lead to the following estimate:

r - I 2pq
| ([ lar@®3" - ahf v ac,) |
0

T ~ ~/
<t ([ 1arzi - z0p
0

X+he; X'+he; 2 X+he; X'+he; 2
+|Xr I_Xr [|+|Mr l_Mr zl

=X+he;—x'—h'e;

=~ </ g ~ S 2pqq1/2
+ |Y;C+hei _ Y;v +h'e; |2 + |C]:<(Zf+hei _ Z;C +h e,‘)|2 dCr) ]

<c(F =& +|h—h'P)P.
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Similarly, we derive

T ~/ 77 ~/ 77 2pq
B ([ 1w ianst - aniac) |
0

<c(x=X>+|h—=HPP.

We next estimate

T Fh* A MNF R B A MANE R 2
B ([ 1o @M — o M ac,

T o 3 2pq
<[ ( [ 1w - i) |
—_———

=0

r .., - o, 2pq
| ([T 1m0 At - M ac) ]
0 ——

=¢;

n o 2P
[( |(AM)X — (AM)T, |dc,> ]
.y 2pqq1/2
E(/ (19:6:1 +1Z5q |+|zfq:|)2dc,) ]

(i

HIYF = YT+ 1Z] - 2]

| /\

| /\

. - . ) 2pqq1/2
IME = M|+ - M ac,)

where the last inequality is due to hypothesis (D4) and Holder’s inequality. An
application of the a priori estimates from Lemma A.1 implies that E[( fOT (19/6r] +
|qu;"| + IZf/q;kl)2 dC,)?P4] is bounded. Then, using (4.4) and (4.6), we obtain

T it h* %.h =/ h/* =/ h/ zpq
B ([l M - et ac, ) |
T = =1
< CE[(/ |X’)f+hei _ X’)f ~+h e,~|2
0
+1YS =Y P4 12 - 2))qr P
. - . o 2pgqq1/2

M — ME ) M — e |2dC,) }

<c(|F =X+ h—hHPr,
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We now consider the last term whose treatment is similar to that of the term just
discussed. Therefore, we give the main computations without providing detailed
arguments. We have

d Xh* A X\X,h A XN\F LW 2pq
B ([ 18547 anE - AT () ac,
T o 2pqq1/2
chK/ |Af’h—Af’h|2dCr> }
0

T . 2pqq1/2
<B|( [ 1anirac) |

0

T F A X\Fh X\E 2
| ([T 17T AN - ahac)

Using (D3) and Lemma A.1, we deduce that E[(fy [(A¥)I"2dC,)?P4] is
bounded. Using hypothesis (D4) and (4.4), again we obtain

T X h* A X\X,h N P €SN 1 2pq
B ([ 1547 anE — AT ) ac,
T . o 2pq1/2
5(;1@[(/0 |Af’h—Af’h|2dC,> ]

T - .

+c1E[(/O (96, + 127 g1 + 1Z5 gD

X (1XF = X+ X5 — XFHe ) 4 mf — MY
. = . ., 2pq
I =¥ 1412 - ZEgphac,) |
<c(F—FP+h—n PP
‘We derive
E[|8£|°P9] < c(|X — &'1> + |h — W' |*)P4

from (4.5). This completes the proof of (4.8). [

PROPOSITION 4.5. Let (H1)-(H3) and (D1)-(D4) be satisfied. Then there
exists a solution (X)E, Y¥, Z’E) of (4.1), such that X~ (w) and Y (w) are contin-
uously differentiable in & € R"TDX1 for almost all w € Q. Furthermore, there
exist processes %Zx’m Lzxm e L2(d(M, M) ® dP) such that the derivatives

> om
U Vi) = Gy, 2z@xmy i =1, d,k=1,....n,and (U}, V}}) =

> Ixg

(=Y, soz@xmy ik =1,...,d, belong to S* x L*((M, M), P) and in

> Omy
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particular solve the following BSDEs for t € [0, T]:

n
Ut = 30 0 F G M) Dl f",’évdM(“’
j=1

n T
+Z/t Oy f (s, X3, MY, Y™, ZE™Mq ) DYy dCy
T
@D+ [ a6 X MY ZE ) U dC
n T
+ Z/; Npnrd+14j f (s, Xg™ M Y™ Z5"g)
=1

0 .
X CIjksZ(J)’x’m dCs,
Xk

Ukt Zan—i‘JF(Xxm MT)DJkT Z/ tots M(a)
j=1
n T
+Z/l ) f (s, X2 M, Y™, ZE™) D dC
j=1

s s

T
+/ O nsk f (8, XM M YIS Z5Mg%) dC,
t
T
+'/t 81+n+d+]f(s X m M;n,ysxm me *)Ukst

n T
+ Z/t Nntdt1+j f (s, X§™ M Y™, Z8™qE)q ks Vs dCs.
i—1

PROOF. From Lemma 4.4 and Kolmogorov’s lemma (see [22], Theorem 73,
Chapter 1V), we deduce that there exists a family of solutions (Y x ) of (4.1) which
is continuously differentiable in X for almost all w € 2. Finally, from (4.10), taking
h — 0 the BSDEs follow. [

4.2. Differentiability of the initial FBSDE. Now we come back to the system
(2.2) and (2.3). In order to obtain the differentiability of this system we require the
following additional assumption:

(MRP) There exists a continuous square-integrable martinga]e N := (N)ielo, 1]
on (2, F,P) which is strongly orthogonal to M (i.e., (M*,N) =0 for i =
.,d) with (N, N)r < Q, P-a.s., such that every P-martingale is of the form
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Z-M+4U - N, where Z and U are predictable square integrable processes [recall
that Q is the same constant as in (2.1)].

The presence of the additional bracket (L, L) in the BSDE prevents us from ap-
plying the known techniques for differentiability in the Brownian case as shown in
[2, 3, 5]. Nevertheless, under (MRP) we can show that the BSDE in (2.3) can be
written as

T T
yrm =F(X)}’m,M¥’)—/ z;“mer—/ U™ dN,
(4.12) ! !

T
—|—/ h(r, X2, M Y™, 25, U ™ dC,,
t

t € [0,T], where C and h are defined as in Appendix A.l. Due to hypothesis
(MRP) and the orthogonality of the martingales L and M, the representation of
L as L =U - N where U is a predictable square integrable stochastic process is
obtained. So the solution (Y, Z, L) of the backward part (2.3) becomes (¥, Z, U)
in (4.12). The bracket (L, L) is then a component of the new generator /, which
is quadratic in U. We refer to Appendix A.1, where a discussion of the technical
aspects is given. Now we can write the system (2.2) and (2.3) as

t ~ r_ ~
X :x+/0 &(s,Xé’x’m,Mst*m)dMs+/0 b(s, X", MM dCs,
T
4.13) ¥ =F(X€;’",M?)—/t 7™ d M,

T
+/ h(s, X2, M, YO, Z5" %) dCs,
t
t € [0, T], where M, q, Z, are defined as in Appendix A.l1 and ¢ := (o 0),
b :=b x ¢ where ¢, is a bounded predictable process defined in Appendix A.1.
A solution (X*™, yXm zxmy e SP x §° x L2(d(M, M) ® dP) of this system
exists foro, b satlsfylng (HO) and F, h satistying (H1)—(H3). Therefore, we obtain
the following result, whose proof follows from Proposition 4.5.

THEOREM 4.6. Assume that M be a strong Markov process and that f and
F in (2.3) satisfy (H1)-(H3) and (D1)~(D4). Under the assumption (MRP) there
exists a solution (X*, Y*, Zx) of (2.2) and (2.3), such that XX (w) and Y*(w) are
continuously differentiable in ¥ € R"TD* for almost all w € Q [we recall that X
stands for (x, m)].

PROOF. Note that the processes Y * of the transformed BSDE (4.12) and of
the original BSDE (2.3) coincide. In addition, the process (Zx L) in (2.3) and the
processes Z% in (4.12) are related as follows: Z¥ = (Z¥, U¥) with L* = Jo Ux dN;,
and N is the process coming from (MRP). The definition of the driver & of the
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BSDE (4.12) (see Appendix A.1), the fact that f and F in (2.3) satisfy and (H1)—
(H3) and (D1)-(D4), imply that F and A also satisfy the assumptions (H1)—(H3)
and (D1)—(D4). Thus, Y * and Z* are continuously differentiable in X by Proposi-
tion 4.5 which concludes the proof. [

PROPOSITION 4.7. Assume that M is a strong Markov process and that f
and F in (2.3) satisfy (H1)-(H3) and (D1)—~(D4). From Theorem 3.4 there exists
a deterministic function u such that Y™ = u(s, X\*™ M.™), s € [t, T1. Under
the assumption (MRP) we have that:

(i) x> u(t,x,m) e €' RN, (t,m) € [0, T] x RI¥1,
(i) m > u(t, x,m) e €' R>), (¢, x) € [0, T] x R"™1,
(iii) there exist two constants {1, & depending only on || F|| s, a and b of as-
sumption (H2) such that

GO =<u(t,x,m)<o

forall (t,x,m) € [0, T] x R x RE4x1,
(iv) the maps

(t, x,m) — ju(t,x,m)

are continuous fori =2, 3.

PROOF. (i) Fix (t,m) in [0, T] x R?*!_As already mentioned, ¥, is de-
terministic and u(z, x, m) = Y™ . By differentiability of Y**" with respect to x
(Theorem 4.6), we obtain that x — u(z, x, m) belongs to €' (R"*1).

(i1) The proof is similar to (i).

(iii) Let (¢, x,m) € [0, T] x R™! x R?*! By [18], Lemma 3.1(i), there exists
¢1, &2 depending only on |F|x, a and b such that ¢ < Y/*™ < ¢ for all s in
[t, T1, P-as. Thus, ¢ < u(t,x,m) =Y/ < ¢. Since the constants ¢; and ¢> do
not depend on (7, x, m), the claim is proved.

(iv) For better readability we prove this claim for d = n = 1. The multidimen-
sional case is a straightforward extension of the following computations where we
adapt [16], Theorem 3.1. From (3.8) we know that Y-*" = u(s, X-5™ ML™)
and hence, Y[’x’m = u(t, x, m). In the following we use the representation (4.13)
of the forward-backward system, that is, we use the transformed FBSDE. Then by
definition of the driver & (see Appendix A.1) the properties of f carry over to .
Thus, by Proposition 4.5, the processes (V, Y% 'V, Z!*-™) gatisfy the following
BSDE:

T 8
V YEm =V F (XM, ME™ VX5 — / Vi ZL*" d M,
N

T
+ [ 0o Ot x,myTexp
S

+ 84h(ra ®r(t, X, m))VXY)f’x,m
+ 3sh(s, ©,(t, x, m)G, Vo Z25™) dCy.
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Thus, putting s = ¢ in the above expression and taking the expectation we get
o u(t,x,m)

= E[VXF(X’T’X"", MF"™)V X5

T
+ [ (026,040 5, )X
t
+ 04h(s, Oy (t, x, m))V, YLHmM

- 95h(s, Oy (1, x, m))Gs Vs 200 dés]

Here we have used Og(t, x,m) := (X?x’m,Mffm, yhxm, Zé’x’més). Let us fix
(t1,x1,my) and (t2, x2,m2) with #; <t and denote ®! := ®!(#;, x1,m) and
@f = @Sz,(tz, X2, m3). We write X! := X"*1™1 and analogously X2, Y!, Y2, etc.
._ 1 2 . :
Furthermore, we define A1 2¢(s) := ¢(s, ©5) — ¢(s, OF) for any function ¢ with
values in R. We have that
|0xu(ty, x1,m1) — dxu(tz, X2, ma)|

<E[V,F(X}, M)V, X} — V. F(X%, M3)V, X7]
n
+1E[f 10205, OV, X |
1
- 34h(s, OV, Y| + [3sh(s, ©)]1Gs Vi Z)| dés]
T 1
+E[/ A1 202k (s)] |V, X |
19}
+ 1 A1284h ()] |V Y, | + |A1,zash(s)||ésvx2§|dés]
T 2 1 2
+E|:f |82h(5» ®s)||VXX_§ _VXXs|
n
- sh(s, @)V, Y, — V. Y2 dés}

T - o -
+ E[ [ 1ashs, ©2113(%: 2 - v, 23 dcs}

19}
<E[|V,F(X}, M}) =V, F(X2, M2)||V, X}|
+ |V F(X2, M3)||V X E — V, X2

n ~ y ~ ~
+ cE[ (Gs6s] + 135 Z D (Ve X! + [V, Y| + |qsvxzsl|>dcs}

131
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T = 51 15 52
+ cE[ (365 + 135 Z) | + 135 22))
15}

x (1X) = X714+ M = M|+ 1Y = Y]

< (VX! + |vas‘|>d6s]

T . e
+ cE[ f (G565 ] + 13 211 + 13, 22)
%)

x 13y (Z) = 2D (VX! + |vas1|)dés}

T - ~
B [ 1V ZH0XE = X3+ ML = M2 1) - Y3|)dcs}
LJ 1y

e
+eu| [ |q~svxz;||q~s<z;—23>|dcs]

LJ Iy

r T -
+CE/ (15651 + 1Gs 22))
LJ 1)

X (Ve X! =V, X2 4 |V, ¥)! — Vv, V2

1G5 (V2! — vx23>|)d6s]

7
=) T;,
i=1
where we have used the assumptions (D3) and (D4) in the last inequality. Recall

that (¢1, x1, m) is fixed and t, > ;. With (4.4) and (4.5) we see
lim T1 = lim T1 =0.

—>11;X2—>X1;my—>m| X2—>X|
By the monotone convergence theorem we deduce for the second term

lim T, = lim T, =0.
th—>11;Xp—>X1;mMy—>m| nh—1

We now deal with T3,

T350E[ sup (IVx X! + V¥,
s€[0,T]

T 5 .
x/ (G565 | + 135 2] + 135 221)
%)

x (IXM = X2+ 1M} — M2+ v} — Y3|)dés]
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1/2
< cE[ sup (IVX![+|V.¥]])?]
s€[0,T]

T ~ ~ ~
x E[( (G651 + 135 Z) 1 + 13, Z21)

19}

2912
x (IXF = X2+ M} — M2 +y) —Ys2|)a’Cs> ]
T ~ ~ 1 ~ Z2\2 7/
< cE[ / (1365 + 135 Z) | + 1, 22)* dC,s
15}
T 12
x/ (|X§—X3|+|M§—M3|+|Y£—Y3|)2dcs]
15}
T B B ~ 241/4
< cE[( [ g+ z+ |qs23|>2dcs) }
15}

T o \2q1/4
x E[(/ (x! = X2+ M} — M2+ v} - Y3|)2dcs) ]
n

< (& + (Ix2? + [ma|HP (1x2 — x1* + Ima — my[H)P2),

where we have used the Cauchy—Schwarz inequality. Here p1, p, are two positive
numbers given by the a priori estimates Lemma A.1 and ¢ is a positive constant.
Thus, we conclude

lim T3 = lim 75 =0.

Iy—> 11, Xp—>X1;my—>m| Xp—>X1;my—>m|
Similarly, one shows
lim Ts =0.

Iy—>11;X2—>X1;my—>m|

We now estimate 74 and 77 but we give the details only for 74, since those for T,
follow the same lines. Applying the Cauchy—Schwarz inequality again we get

T - - - - -
EU (1565 |+ 1Gs 21 + 13 22D13s (Z) — Z2)| (Ve X 1| + |va:|>dcs]
2

§E|: sup (|ViX[|+ VY]]
s€[0,T]

T . R
s [ (a5 + 135 Z) 1+ 13 Z2D1Gs (Z) — 23)|dcs]
5]
1/2
<E[ sup (ViX!|+ VoY) ?]
s€[0,T]

T ) L \ 2912
y E[( (G605 | + 135 Z) | + 185 22D)1Gs (2 — Z§>|dcs) }
%)
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T 5 5 B T B 5 _ql2
19,651+ 13,2} +13.2202dC [ 132! - ZE>|2dcs]

15} 15}

SCE[

T 5 ) 24174
- cE[( [ Gael+iazi+ |c;sZ§|>2dcs) ]
19}

T (2174
x E[( [ ac!- ZE)FdCS) ]
19}

~ 2 2 2 2
< c(C+ (x| + Imal )P (|x2 — x1|7 + [ma — m1|*)P2).
Here, as before, pi, p» are two positive numbers given by the a priori estimates
Lemma A.1 and ¢ is a positive constant. This leads to
lim T4 = lim T4 =0.

thh— 11, X2—> X1, my—>m| X2—> X1, my—>m|
Finally, we consider the term 7§

T - - - -
E[ [ 1aviziia ! - Z§>|dcs}

15}

T 2, 12
sE[(/ |qsvxzs‘|2dcs) (/ |q~s<Z;—Zf>|2dcs) ]
t 15}
T 12
~ 1 F2\12 1A
scE[/ G,(Z) — 22| dcs}
5]

< e(lxz = x1? + |my — m1 )7,
where the positive constant p is given by the a priori estimates Lemma A.1. Thus,
we have
lim Ts =0.

hhy—11;Xp—>X;my—>m|
The same methodology shows that for fixed (¢, x2, m3)

lim [Oxu(ty, x1,my) — Oxu(tz, x2,mo)| =0.
=1, X1 —>X2;m|—>m)

Similarly, we can show that d,,u is continuous in (¢, x, m). [

Example of stochastic basis where the condition (MRP) is satisfied. Let
(B', B?) := (B;, Bf) sef0,7] be a two-dimensional Brownian motion defined on a
probability space (€2, F, P) with a terminal time 0 < T < oo and with B! and B
being independent. We denote by (F;);¢[0,7] the filtration generated by (B!, B?).
Then the process M := (B,l),e[o,f] is a continuous martingale with respect to
(Ftejo.r) and it is a (F;)refo,71-strong Markov process. Let N = (Btz)te[oj].
The martingale representation property for (B!, B%) and the strong orthogonal-
ity between B! and B? entail that the pair (M, N) satisfies the property (MRP)
introduced in Section 4.2.
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5. Representation formula. In this section we provide the representation for-
mula (1.3) which generalizes the one obtained in [2, 3], where M is a Brownian
motion. We recall that in the Gaussian setting the proof of this formula is based on
the representation of the stochastic process Z as the trace of the Malliavin deriva-
tive of Y. In the general martingale setting of this paper, Malliavin’s calculus is
not available, therefore, we propose a new proof based on stochastic calculus tech-
niques. We also stress that the last term in formula (1.3) vanishes if we assume that
M has independent increments, o and b do not depend on M in (2.2) and that the
driver f in (2.3) is independent of M.

We present the main result of this paper. We stress that this result does not rely
on the assumption (MRP) made in Section 4.2 since only the regularity of the
deterministic function # where Y = u(-, X, M) is needed.

THEOREM 5.1. Assume that M is a Markov process. Assume that (HO), (H1)—
(H3) are in force for the FBSDE (2.2) and (2.3). Then by Theorem 3.4, there exists
a deterministic function u such that Y™ = u(s, X:*™ MI™), s € [t, T]. As-
sume, in addition, that u satisfies:

1) x> u(t,x,m), (t,m)el0,T] x R4 s continuously differentiable,
(i) me u(,x,m), (t,x)e[0,T] x R"*1 s continuously differentiable,
(iii) there exist two constants {1, {3 depending only on || F |, a and b of as-
sumption (H2) such that

g <u(t,x,m)<t  V(t,x,m)e[0,T]x R x RI*1
(iv) the maps
(t,x,m) — 0;ju(t, x, m) are continuous fori=2,3.
Then for all s € [t, T] we have v-a.e.
Z0EM = dou(s, XPHM, MP™Yo (s, XDOM, MP™)

5.1
+ Osu(s, XL5M ME™).

REMARK 5.2. (i) An interesting particular case of Theorem 5.1 is given when
X and M are as in Proposition 3.1(ii) and when f in (3.7) does not depend on M.
In this situation, equation (5.1) becomes

Z0% = dou(s, XiNo (s, X0, v-a.e.,

which coincides with the representation formula derived in [2, 3] when M is a
standard Brownian motion.

(i1) One may be interested in knowing when u in Theorem 5.1 does not depend
trivially on M, that is, when the third term in (5.1) does not vanish. This is related
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to the Markov property given for ¥ and we provide in Appendix A.3 an explicit
example where u# depends nontrivially on M.

PROOF OF THEOREM 5.1. Fix s in [t, T]. For simplicity of notation we drop
the superscript (¢, x, m). We briefly explain the idea of the proof. Assume that
the function u introduced above is in €22 that is continuously differentiable in
time and twice continuously differentiable in (x, m). Then an application of 1t6’s
formula gives that

(Y, M.)g =(u(-, X.,M.), M)
5.2) s
:/ [82u(r’ Xr,Mr)U(rs er M}") +a3u(r9 er Mr)]d<M7 M))"7
t

where we denote by (u(-, X5, M), M.), the covariation vector
((M(', X-’ M)a M(1)>b’ e (I/l(', X-’ M)5 M(d)>_s)

Then, since (Y, Z) is solution of (2.3), we have that
S
(5.3) oMy = [z dM M), selnT)
t

The conclusion of the theorem then follows from the fact that Yy = u(s, X, M),
s € [t, T] and from relations (5.2) and (5.3). However, we have assumed the func-
tion u to be much more regular than what it is and so we have to prove the relation
(5.2) for u being only one time differentiable in (x, m). The rest of the proof is de-
voted to this fact. For this we compute “directly” the quadratic variation between
u(-,X.,M)and M.

Fixi€{l,....d}. Letr > L and 7 := (1", j = 1,....r} be a partition of
(r)

[#, T] whose mesh size |n(’ )| tends to zero as r goes to 1nﬁn1ty with ty =t and
(r) = T such that
lim sup |(u(, X., M.), M"),
r—>ool<9<T
ps—1 |
-2 (/(r+)1’X<r> Mo ) —u(t], X 0, M)A MO
j=0 Tj+1 ] i
=0,

where the limit is understood in probability with respect to ]P’ A ;M denotes the
£ 40
j ot
with tJ(- <s< t |- For simplicity of notation, the superscript (r) will be omitted.

increments of the stochastic process M on [t ] and go ) is such that <p(r) =]

In addition, up to a subsequence we can assume that convergence above is almost
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sure with respect to P. We have that

(uC-, X, M), M),

@s—1
=rll)m Z(u(tj+1’th+1thj+1)_u(tjathaMtj))AjM(l)
j=0
ps—1 _
54 = lim [ D (i Xep, My) —ulty, Xy M;)) A ;MO
j=0

ps—1
+ Z (u(tj—l-la th+1 ) Ml‘j+|) - I/l(tj_|_1, th’ Ml‘j))AjM(l):|
j=0

T @) @)
= rgngo[ss,r Ss r, 2]

We treat the two parts separately. First, assume that the second term converges,
more precisely, that relation (5.5) below holds:

N
lim sup S”2 (/ [Qu(r, X,, M, )o (r, X, M,)
t

P> <s<T

(@)
5.5) + 5, X, M)]d (M, M>r)

=0, P-a.s.
It then follows by relations (5.3) and (5.4) that

lim sup |S(’) — Pg| =0, P-a.s.

s,r,1
—
r—00, ot

with
s @)
Py = (/ Zy — ula, Xq, My)o(a, Xa, My) — d3u(a, Xq, My) d(M, M)a) )
t

selt,T].

We will show that P is P-a.s. identically equal to zero. Since u is not differen-
tiable in time, one can a priori not say how the sum S @ ) | behaves asymptotically.
However, we know that it converges and that its 11m1t is absolutely continuous
with respect to d(M, M). Heuristically, this means that each term of the form
u(tjr, Xi;, My;) — u(tj, Xy;, My;) behaves like a process times an increment of
AiM @) which is not possible since u is a deterministic function. We will show
that P is a local martingale. Since by definition it is a finite variation process, we
will have P = 0. We first make the following assumption that we will relax later.
Assume that

(5.6) E[|P;]]<oco  Vselt TI.
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Now fix t <s; < s < T. For a point #; in the subdivision considered above we
define 8§ ju :=u(tj+1, Xs;, My;) —u(tj, X;, M;;). We have that

(P.gz—l
L j=

5.7)
(ﬂsz_l

=E| lim Y ajuAjM<">+(Msz—M%)\fsl}
j=0

r—0o0 £

since by continuity of the martingale M, lim,_, oo M, — M(/,S2 =0, P-a.s. (recall

that ¢, tends to s when r goes to infinity). In addition, since the function u
s5—1 ;

is bounded [by Proposition 4.7(iii)], the sequence (Z?‘:ZO SjuA ;MY + (My, —

M(ps2 ) is uniformly bounded. Indeed, we have that

(/75271 2
E|: Z 5J’MAJ'M(’)+(M32—M[%2) :|
Jj=0
SDXZ_I P
= > E[I8;ul*|A;MD ]+ E[|M,, —Mt%2|2]
j=0

05,1 . .
< C( > E[M 1= E[|MPP]+ BlMy, 121 — Bl M, |2])
=0

= c(El| My, |*] = m),
i1 :
thus, sup, B[| X272, 8;ud;MD + (My, — My, )] < ¢(B[|My, "] = m) < oc.

Using the Lebesgue dominated convergence theorem in (5.7) we get

(psz_] .
B[Py, | Fy, ] :rl_i>ngO]E|: > sun ;MO + (MO — m )\fm}

52

j=0
(ﬂslfl . )
:rl_ig;o( 2;) Sjul;M® +E[(5(ps1u)A(pS1M(l)|fsl]
j:

5 —1 .
+ IE[ | ZH Sjul;M® + (M — Mf;jz) fS]:|>
J=%s1

r— 00 s

(/’sl_] ]
= lim ( > 8un ;MO + @Sy, ) (MDD — M) ))
j=0

=P,,.
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Thus, P is a martingale which has (by definition) finite variation, so it has zero
quadratic variation and hence,

Py=0  Vselt,T],
which proves

: M |_ i
rlggotj?ET}S”ﬂ =0, P-a.s.
Now we have to relax the assumption (5.6). Since P is a continuous semi-
martingale by definition there exists a sequence of stopping times (7,),, with
lim,— 00 T;n = T, P-a.s. such that (Psa7,, )sefs, 7] 15 integrable for all m > 1. Using
this localization, the previous argument leads to Psi7,, =0 forall s € [t, T'], P-a.s.
By letting m go to infinity we get
lim sup |S@ | =0, P-a.s.

s,r,1
F=>0 <5< 77

It remains to show that relation (5.5) holds. Let s € [#, T]. We have that

ps—1
rl_l)rgo szr’Q = rl_l)rgo Z (M(tj+1, th+1a Ml‘j+1) - u(tj-i—la th’ Ml‘j))AjM(l)
j=0
ps—1 .
(58 = lim [ D (s Xopyys Miy)) = utjin, Xi, Mi)) A M@
j=0

ps—1
> (wtjr, Xy My, ) —u(tin, Xopyy, Mi))A ,-M“)}.
Jj=0

In addition, we can write

M(tj+1, th+1’ Ml‘j) - u(tj-f—lv le’ Mtj)

Tj412 2 i

n
1 k—1 k
=3 (it Xy XSV XX
k=1

1 k—1 k
—u(tp, XL XSV XX M),

Each term of this sum can be written as

1 (k=1) (k) ()
w(tjvn, Xo) oo X0 X X M)
1 k—1 k
(5.9) —u(tipr X3 XY XX )

= @) (A XD, A X M),
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a7 1 k—1) (k k+1
where Do := (1 ku(tjr, X1)o o Xgy D X XD X M) <k

tj
Xt(f) v x®

and X ,(k) is a suitable random point in the interval [X t(jk) AXx® tian -

. . Lji+1
Similarly, we obtain

u(tj-i-lv th+] P Mtj+1) - M(tj-l-la th+] ) Mtj)

(5.10) - | s
=@u)(A;MD, A MD)
with
- 1 k—1) 7k k+1 d
0314 == (D mku (s Xy MO METY M MEEY M)y

Combining relations (5.8), (5.9) and (5.10) we deduce that

ps—1

o) g v I ;
5.0 lim S, = lim ZO[(Bzu)(A,-X( ) A XY A MY
J=
+ @) (A ;MDA MDY A MD]

ps—1

: i :

= lim >~ [ooult;, Xoj, My (XD, 8, X0) A M@
j=0

(5.12) + suty, Xo,, M) (A MDA MDY
x &MY+ RG, j,1)].
where R(i, j, r) is defined as
RG, j.r) = (@) — dou(ty, Xoy, M) (A XD, A XY A ;M@

+ (@3u) — dsu(ty, Xo, M) (A MDA MDY A M D,

Since
ps—1 .
(5.13) dim > [auej, Xop, Mi) (A XD A X W) A MO
j=0
+ @) (A ;MDA MDY A MO
S
- ( / (00 (r, Xp, M)o (r, Xy, M)
(5.14) !

@)
+ D3ur, X, M) d(M, M>r) ,

relation (5.2) follows from equations (5.11) and (5.13) provided the following
equation holds:

ps—1

sup Y R, j.r)

1=s<T ;2

(5.15) lim

r—oQ0

=0.
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We conclude the proof by showing relation (5.15). Let
AT = sup {191kt (s2, Xa, Myy) = Breku(st, X, M)

Isi—s2|<|7|,a,bels1,52],k=1,...,n
and

B") = sup {1014 nrxu (52, X5y, My)
Isi—s2|<[m],a,be[s1,52].k=1,....d

— 01ntku(st, Xsy Mp)|}.
For 1 <i <d, r € N we have for any s in [¢, T'] that

(ps_l SDs_l n

STIRG, j ) <AV ST S A x®A;M D)

j=0 Jj=0 k=1

os—1 d
+cBD YN AMPA;MD|
j=0 k=1

os—1 n
<AD [|A; X077 +]a;MD
A7 2 llasx P o m O]

os—1 d
B(V) A M® Aj MO
+3 ,Zo;;| *+] ]

C
<A™ Aj X(k) A M(l)
SO SN +DZ=1| ;

J1=1

r—1
+ - B(” Z[Z A MPP 43 |Aj2M(")|2}.

k=1Lj=1 =1
Thus,
@s—1
sup Z IR, j,r)l
t<s<T
r—1 r—1 )
X DAIVEED MV
k=1Lji=1 =1

+ B(’)Z[ZM M®P? +Z|A M<l>|]

k=1Lji1=1 =1
According to Proposition 4.7(iv), we have that
lim AV = lim B” =0,  P-as.

r—0oQ r— 00
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On the other hand,

r—1

: R x x®)
,gﬂgozlij " =(x", x ).,
J:

r—1
; A©12 _ gl vk
i, a1 =, X0
J=

which concludes the proof. [J

As an immediate consequence of Proposition 4.7 and of Theorem 5.1, we get
the following corollary.

COROLLARY 5.3. Assume that M is a Markov process. Assume that (HO),
(H1)-(H3) are in force for the FBSDE (2.2) and (2.3). Then by Theorem 3.4, there
exists a deterministic function u such that Y™ = u(s, X5 ME™), s € [, T].
Assume in addition that the assumption (MRP) (see Section 4.2) is in force, then
foralls € [t, T] we have v-a.e.

ZEPM = dou(s, X0, MP™o (s, XM, M) + 03u(s, XEPT, MP™).

6. Application to utility based pricing and hedging in incomplete mar-
kets. In this section we study the exponential utility based indifference price
approach for pricing and hedging insurance related derivatives in incomplete mar-
kets. Thereby we will interpret relation (5.1) as a delta hedging formula. Since in
the Brownian setting it is shown in [3] that this relation can be expressed as a func-
tion of the gradient of the indifference price and correlation coefficients, we only
sketch the arguments here. Let us explain how these quantities translate into our
local martingale framework with the more complex Markovian structure. Consider
an n-dimensional process describing nontradable risk

N
Ry =r +/ o, R;"", My™)dM,
t

S
+/ b(u, RL™™, ML™ydCy, selt, T,
t

where o € R"*? and b € R"*! are measurable functions. An agent aims to price
and hedge a derivative of the form F (R;”m), with F being a bounded measurable
function. The hedging instrument is a financial market consisting of k risky assets

in units of the numeraire that evolve according to the following SDE:
dSs = Ss(B(s, RY™™, ML™)d M + a(s, RE™™, M) dCy), selt, T],

where the measurable processes « and f take their values in R, respectively, in
R¥*d_Observe that the price processes of tradable assets S are linked to the risk
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process via the martingale M, its quadratic variation and the functions 8 and o. In
addition, we assume k < d in order to exclude arbitrage opportunities. The small
agent’s preferences are represented through the exponential utility function with
risk aversion coefficient ¥ > 0, that is,

Ux)=—e"*", x eR.

The agent wants to maximize his expected utility by trading in the market. His
value function is given by

ds(”
VF(x,t,r,m):Sup[E[ (X+Z/ )\(l) +F(Rtrm))i|,
A

where x is his initial capital and A() denotes the momentary value of his port-
folio fraction invested in the ith asset. This optimization problem can be re-
duced to solving a quadratic BSDE whose generator has been given in [14] for
the Brownian case and then extended to our setting in [18]. A way to price and
hedge the derivative F (R” ") is to consider the indifference price p(t,r, m)
defined via VF(x — pt,r,m), t,r,m) = VO(x,t,r, m). According to [3], the
indifference price can be expressed as p(r,r,m) = YFtrm — yOtrm where
(yFtrm zEtrm g F.trmy s the solution of the BSDE

T
YSF,t,r,m — F(Rt,r,m) _/ Zlf,t,r,m dMu
s
T
(6.1) +/ flu, Ry ME™, ZEr gy ac,
K

T « T
_/ dLIf,t,r,m + 5/ d<LF,t,r,m’ LF,I,r,m>u’ te [0, T].
s s

Here the generator f is obtained explicitly through the martingale optimality
principle; cf. [14, 18] and possesses properties covered by the hypotheses of
Theorem 5.1. To implement utility indifference, we have to describe the opti-
mal strategies A7 and A°. In [14] it is shown that AF B(-, R"™™ M"™) [and
A0B(-, Rt"™ M'M)] are given by the projection of a linear function of Z /" ¢*
(resp., Z%"" ¢*) on the constraint set. Since R""*™ is not tradable directly, 8 plays
the role of a filter for trading in the market. Due to [3], the optimal strategy to
hedge F (Rt ") can be decomposed into a pure trading part 20 and the optimal
hedge A, which is the part of the strategy that replicates the derivative F (Rt .

Using the Markov property given in Theorem 3.4, we see that there exists a de-
terministic function uf such that YF-0rm = yF (. Rt™™M M™Y. Moreover, the
projection mentioned above can be explicitly expressed. Indeed from [3], proof of
Theorems 4.2 and 4.4, we have

}\\F )\‘0 (ZFI ,r,m Zg’t’r’m)q:ﬂ*(ﬁﬂ*)_lﬁ(s9 R;,r,m’ M;,m)’ s e [t, T].
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This leads to
Alt,r.m) = G =285 (B~ . rom)
=" =z g BB ).
Using formula (1.3), we derive

(6.2)  A(t,r,m) =[0ap(t,r,m)o (t,r,m) + %3 p(t,r,m)lg; B*(BB*) " (¢, r,m).

We emphasize that, as a consequence of the particular form of the driver f in (6.1),
if M has independent increments and the coefficients o, b, 8 and o do not depend
on M [see Remarks 5.2(ii) and (iii)], then relation (6.2) is replaced by

(6.3) A(t,r)=[02p(t,r)o (t,r)]g; B* (BB~ (1. ).

Finally, note that we obtain formulae (1.3) and (6.2) under condition (MRP) (see
Section 4.2). However, we believe that this condition is not necessary for deriv-
ing (6.2). Finally, we mention that in [12] the authors also represent the indif-
ference price as the difference of two Y processes solution to a BSDE when the
price process is generated by a general semimartingale. However, the authors do
not prove a representation formula for the Z process of their BSDE but rather ob-
tain some regularity property of (Z, L), that is, under some condition on the claim
F (R;x’m) they prove that Z - d and L are BMO martingales for the minimal en-
tropy martingale measure. Thus, the authors do not obtain a representation of the
form (6.3) for the delta hedge.

Concluding remarks. In this paper we prove the representation formula (1.3)
for the control process of a quadratic growth BSDE driven by a continuous lo-
cal martingale. This can be used for giving an explicit representation of the delta
hedge in utility indifference based hedging of insurance derivatives with exponen-
tial preferences. We also provide the Markov property and differentiability of the
FBSDE (2.2) and (2.3) in the initial state parameter of its forward part. This last
property is obtained under an additional assumption (MRP). However, we think
that differentiability should hold without this assumption and that different tech-
niques have to be developed for achieving this goal.

Additionally, as already mentioned in this paper, Malliavin’s calculus has been
used by several authors to recover formula (5.1) in the Brownian framework. Our
alternative method is valid in this setting and seems to present advantages in some
practical situations. Actually, Malliavin’s calculus is known for its efficiency in
several topics, however, it also usually requires more regularity than the problem
needs intrinsically. In [1], the authors study the quadratic hedging problem of con-
tingent claims with basis risk when the hedging instrument and the underlying of
the contingent are related via a random correlation process. As given in [1], the
hedging strategy is described via a representation formula of the form (5.1) for the
control process of the backward part of a FBSDE driven by a Brownian motion. In
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this case, the coefficient of the forward process depends on a correlation process
p which is itself solution of a Brownian SDE. As explained in [1], a Section 3.4
comment, the use of Malliavin’s calculus enforces that the derivatives of the coef-
ficients of the SDE defining p have bounded derivatives. This additional regularity
is not necessary in our approach and would allow one to consider more examples
of correlation processes with only locally Lipschitz bounded derivatives.

APPENDIX

In the first section of this Appendix we provide the transformation of a BSDE
of the form (2.3) which is needed in Section 4 and give a priori estimates on the
solution of the transformed BSDE with respect to its terminal condition and its
generator. Then in Appendix A.3, we present an explicit example of the situation
described in Proposition 3.1(ii).

A.1. Transformation of the BSDE (2.3) under (MRP). We start giving a
justification that under (MRP) the BSDE of the form

T T
Yt:B—f stMs+/ f(s’YSaZ.S‘q;k)dCS
t t

T « (T
—/ dLs+ —f d(L, L)
' 2 J;

can be transformed into a BSDE of the form

(A.1)

T T N -
(A2) Vi=B- [ ZdMo+ [ b ¥, 20 dC,
t t

where for all s € [0, T']

M ._<Ms> Gy 1= <¢ISV(P1(S) 0 )
v)o 2= aw )

S -

~ d H 7

C,:= arctan(Z(M(’), M(l))s + (N, N)s)»
i=1

Z s ' = (Zg, Uy), with ¢ and ¢, denoting two nonnegative positive predictable pro-
cesses defined below. Let

| Z . d{ (MWD MOy

du. ;=
M T T (2 (MO, MO), 1+ (N, N),)?
and
d(N, N),
duf:

14 (X (MO, M©), + (N, N))?
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For every w in €2, the measure d,ut (w) [resp., d ut 2(w)] is absolutely continu-
ous with respect to d (M, + 2)(w). Hence, since ,u and ,u are predictable pro-
cesses [8], Theorem VI.68 and its remark imply that there exist two predictable
processes ¢ and ¢, such that

1 ! 1 2
My =/0 p1(s)d(n + p)(s),

t
pi= [ p@du +ude Vel T)

In addition, we have that 0 < ¢; (s) <1 forall s in [0, T'] P-a.s. for i = 1, 2. Indeed,
because ¢;, i = 1, 2 is a density, it is nonnegative and from d (ul + ;Lz)(s) =(p1+
92)()d (! + p?)(s) it follows (91 + @2)(s) = 1, d(u' + p?)(s)-ace.

Recall that
_ Y dMD, MOy,
(S (MO, M©) )2

N

We have forr € [0, T']
T c T
| revezanaco+ S [ aw
t t

T * K T 2
:/t f(s,Ys,qus)dCS—l—E/ U2d(N, N),
Z . d( (MWD POy
+ (XL (MO, MDY+ (N, N),)?

d(N, N)s
+ (0 (MO, MDY+ (N, N))?

T
zv/; f(S, Ys,Zs(g:)l,l)

—I—/tTg(s,U)

where for s € [, T']

1/2) 14+ (XL (MDD, MDY+ (N, N)y)?

f(S,y, Zwl(s)_ 1+(Zd M(l) M(l)) )2

’

F o if g1 (s) #0,
fs,y,2) = 0 L+ (0L, (MD, MDY, + (N, N)y)?
e 1+<Z" (MO, MOy
if p1(s) =0,
and

d 2
g(s,u) = ( (Z (MO, MD) + (N, N)s> )
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With this definition we have that f (s, Yy, Z;q]) = f(s, Yy, (Zsc};‘)l). Hence,
T c T
| revzanac+ s [ aw.n,
t t

T
- /, (F(s. Y, Zy @101 (5) + 85, Up)ga(s))

X dMD. M©)s +d(N.N),
L+ (LMD, MO)s + (N, N),)?

= /, T(f(s, Yy, Zs@D1.091(5) + g(s, Upea(s)) dCs.
As a consequence, letting
h(s, Y5, ZsG)) = f(5, Yy, (ZsGH1)@1(5) + 8(s, (ZG})2)
= f(5. Y5, Zs@GD1.001(5) + 8(5. (Z5G7)2),

we obtain that (A.1) can be written as
T T T . .
Y;=B —/ ZsdM; —/ Us d Ny —i—[ h(s,Ys, Zsq}) dCs
t t t

and if the initial generator f satisfies the hypothesis (H3), so does the generator
h since @1, @3, (M(i), M(j))T and (N, N)7 are bounded processes for all i, j in
{1,...,d}. In particular, h preserves the growth in the variables y, z, u. Hence, we
derive at BSDE (A.2).

A.2. A priori estimates. Now we assume that M itself satisfies the martin-
gale representation theorem and we consider the following BSDE:

T T
(A.3) Y,:B—/ ZSdMS—i—/ f(s,Ys, Zgq))dCs,
t t

where M, g, C are defined as in Section 2. Suppose that the terminal condition B is
a bounded real-valued random variable, the generator f satisfies assumption (H4)
and that (Y, Z) is a solution to (A.3). The following a priori inequality is crucial
for our differentiability and representation results.

LEMMA A.1. We assume that for every 8 > 1 we have fOT |f(s,0,0)|dC; €
LP(P). Let p > 1, then there exist constants q € (1, 00), ¢ > 0 depending only on
T, p and on the BMO-norm of K - M such that

2 T 2 P
E[ sup 17| P]+E[(/O 1g:Z5| dcs) ]

tel0,T]

T 2pql/q
scE[|B|2P‘1+(/ If(s,O,O)IdCs) } .
0
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PrROOF. We follow [5], Lemmas 7, 8 and Corollary 9 (see also [3], Lem-
ma 6.1) which have been designed for the Brownian setting. However, as we will
show below, their arguments can be extended to the case of continuous local mar-
tingales. We proceed in several steps.

In a first step we exploit properties of BMO martingales. Let

: f(S, Ys»qu;k) - f(S,O, qu:)
Jy =

, if Y #0,
Y, if Yy #

0, otherwise,

and

: 2
|qu;l<|2 ZS! 1f|QsZ;<| #0’

0, otherwise.

Then BSDE (A.3) has the form

f(svov ZYq;‘k) - f(s709 O)
HF{

T
Y,=B—/ ZsdM;
t

(A.4) .

4 f (I Ys + (s HO) (g5 Z2)* + f(5,0,0))dCs. 1 €[0,T].

t

Due to (H4) we have | H*| < |¢gK*| and it follows that H - M is a BMO(P) mar-
tingale. Furthermore, we know from [15], Theorem 3.1, that there exists a ¢ > 1
such that the reverse Holder inequality holds, that is, there exists a constant ¢ > 0
such that

(A.5) E(H - M) EIEH - MIF] <c.
By [15], Theorem 2.3, the measure Q defined by dQ = E(H - M) 7 dP is a proba-
bility measure. Girsanov’s theorem implies that

A—Z. M- / (s HY) (g5 Z2)* dC
0

is a local Q-martingale. This means that there exists an increasing sequence of
stopping times (t"), N converging to T such that A.,.» is a Q-martingale for any
n € N. Letting e, = exp(2 [} |gsK}|** dCy), t € [0, T], with 1td’s formula applied
to e,Y? we have

d(e;Yf) = 2|th;k|2a€[Yt2 dC[ +2e,Y;dYt + €[|q;Z;k|2dCt
=2|q;K}|*e;Y?dCy +2e, Y, d A, — 2¢,Y? T, dC,
—2¢, Y, f(t,0,0)dC; + e/|q: Z} 1> dC,
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where we used (A.4). With the inequality J; < |g; K ,*|2°‘, t € [0, T], which follows
from assumption (H4), we know for ¢ € [0, "]

i "
eY? <emY? — / 2e. Y, d A, + / 2e; Y, f(1,0,0)dC,
t t

- [ elaizirac.
Note that e; > 1 for all r € [0, T'] and hence,
e/ +/Tn |lgs ZF17dCy < e Y3 — /Tﬂ 2esYsd Ay
(A.6) ’ o
—|—/T 2e,Ys f(5,0,0)dCs.
In a second step we provide an estimate f(t)r Y. We want to take the conditional

expectation under the new measure (Q in the previous inequality. Therefore, we
need to check the integrability of the involved terms. Observe that

T
(A7) e,fexp(Z/ |qs1<;‘|2°‘dcs), tel0,T].
0

Using successively the monotone convergence theorem and Jensen’s inequality,
we derive for p > 1

T pn T no
E[exp(p/ |qSKS*|2°‘dCS>]§CT§:—‘IE[</ |qu;|2dcs) ]
0 n: 0
n>0

The Holder inequality again along with inequality [15], page 26, gives

T pn T nqo
E[exp(p/ |qSKS*|2“dCS)} §cZ—E[</ Iqu;“ldes> }
0 e n! 0

(PIK - Mlgr0,)"
<c). e <00

n>0

(A.8)

Thus, the process e belongs to S” (P) for all p > 1 and using the Holder inequality
and formula (A.5) we see that e;n Y2, er|B|? and | 2e/|Y;||f(z,0,0)|dC; is in

L7 (Q) for all p > 1. In the same way we get the integrability of ! 2e|Ys|dAs.
Hence, we are allowed to take the conditional expectation in (A.6) on both sides:

T
72 =B e 2 + [ 26 %1176, 0.0)14C,

E}7 tffn

g

Now we let n tend to infinity

T
e Y} fnlgngoEQ[e,,lYgl +/O 2es|Ys|| £ (5,0, 0)| dCy

ﬁ},

T
sE@[eT|B|2+/O 2y 1Y, 11 (5,0, 0)] dC,
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where we may apply the dominated convergence theorem because of (A.7). The
Young inequality with a constant ¢; > 0 gives
d

1 T .
<E%erlBP 4 swp (P +ac( [ 176.0.01d¢,) |7]
L C1 t€[0,T] 0

) ofer 2 T ¢
y? <EQ| 7B +2/ % |¥,11£ (5. 0,0) dCy
L € 0 €

1
fEQ — sup |Y,|2+e%®r‘ft:|,
LC1 ¢€[0,T]

where we set O = |B|2 +2cq (fOT | f(s,0,0)] dC;)? and we take into account that
es/e; <erforalls,t €[0,T] and ey < eZT. Let p > 1, then we have

1 P

sup VARLES sup EQ[— sup 1Y, |? +e%®f‘}}} .
1€[0,T1] 1€[0,T] €1 t€[0,T]

We apply Doob’s inequality to obtain

1 p
E[ sup |Y,|2P]§cE@[<E[— sup |Y,|2+e2T®T‘}'TD ]
te[0,T] C1 tel0,T]

1
< cEQ[—p sup |Y;|*” +e%p®];],
€1 1€[0,T]
and choosing ¢ such that ¢/ cf < 1, we have
(A.9) EQ[ sup [v,[*"] < cE%[e}’ ).
t€[0,T]

In Step 3 we give an estimate on Z under the measure Q. For p > 1 we deduce
from (A.6)

[l ) p
( fo 145 27| dcs)

< c(lem V21 +

n

T
/ e Yo dAg
0

"y (/OT 2e;1Y,]1 £ (5,0, 0>|dcf>p>‘

Then the Burkholder—Davis—Gundy and two times Young inequality (with con-
stants ¢, ¢3 > 0) imply

" p
E@[( [ |qu;‘|2dcs) ]

I p/2
5c<E@[e$ sup |Y,|2P]+E@[(/O e§Y§|qsz;“|2dcs) }

t€l0,T]
T p
+E@[(/ 2es|Ys||f<s,o,0)|dcs) ])
0



DIFFERENTIABILITY OF QUADRATIC BSDES 333

§C(EQ[6§ sup |Y,|2p]
tel0,T]

1 14 p
+ES@ + el sup 1]+ B ([T lgzifac,) |
tel0,T] C1 0

+E@[5i2</or £ (s, 0, 0)|dcs)2pD,

2 b
and because e’; < eTp and Fatou’s lemma we have

([ wazvac)

<C<EQ[e2P sup |Yt|2p]+EQ[</T|f(s 0 0)|dcy>2p]>.
= T 0 s Yy S

tel0,7T]

We use the Holder inequality with r > 1, the estimate (A.9) and the Holder in-
equality with £ > 1 again to deduce

([ e

Dy 1/
§C<EQ[e§pr/<r D=Ll sup ]
t€[0,T]

+]E@[<fOT | f(s,0, O)|dCs>2p]>

< C<E<@[e’;;prkﬂk—1>]<k—1>/<rk>EQ[®prk]1/(rk)

+E@[</0T | £(s,0, O)|dCs>2pD

T 2prk—1/(rk)
< cE@[wF"”‘ + (/ £ (5.0, 0>|dcs) } .
0

Here we applied (A.8) and in the last inequality we employ the Holder inequality
with exponent rk to the second summand in order to obtain the last estimate. We
utilize the Holder inequality with rk to (A.9) and hence, have

T 2prk1/(rk)
(A.11) EQ[ sup |Y,|2P]5cE@[|B|2W"+</O |f(s,0,0)|dCs) ] .
t€[0,T]

(A.10)

In Step 4, we finally want to take the expectation under the measure P. Let us
define M, = M; — fé H;d{M, M); and note that since H - M is a BMO(IP) mar-
tingale, the process H - M and hence, — H - M are BMO(Q) martingales (see [15],
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Theorem 3.3). Furthermore, by [15], Theorem 3.1, there exists a w, w’ > 1 such
that E(H - M)7 € LY (IP) and E( H. M)T e LY (Q).AsEH -M)" ' =E(—H -
M) we have dP = E(—H - M)7dQ. Now, using the Holder inequality with the
conjugate exponent v of w (and v” of w’) and estimate (A.11), we deduce

E[tes[g,pﬂ " |2p]

=EC[&(—H - M)r sup |Y,[*7]
t€l0,T]

A !/ !/ / 1 !
<E%EH -1 EY sup 1y ]
te[0,T]

, T 2pv'rkq1/(rk)\ 1/0'
§c<EQ[|B|2p” ko (/ 1£(s.0, 0>|dcs) ] )
0

< cE[E(H - M)*]Yv

, T 2pvv'rk41/(rkvv’)
><1E[|15e|2p’“”’(+(/O If(s,O,O)IdCs) ] .

Setting ¢ = vv'rk and treating estimate (A.10) similarly gives the desired result.
O

A.3. Additional material on Markov processes. We now provide an exam-
ple where the function u# in Theorem 3.4 does not depend trivially on M.

Let M := (M;):c[o0,1] be a continuous martingale with nonindependent incre-
ments that is also a Markov process with respect to a filtration (F;)¢(0,7). Let
X := (X¢)tej0,7 be the solution of the SDE

t
dX,:/ o(a. X, dM,,  te[0,T]and Xo=0.
0
with

1+x, ifa>
o(a,x)=
0, ifa<—

Note that the coefficient o is Lipschitz in x for every a and that it is right continu-
ous with left limits in a for every x; as a consequence X admits an unique solution
by [22], Theorem V.35. Consider a simple BSDE of the form (3.7) with f =0,
k =0and F(x) :=1og(l 4 x). Note that F is not bounded but in this special case
the existence of a solution to the BSDE may be constructed directly. Our aim is
to show that E[F(X7)|F;] is not a trivial function of M for ¢ € [0, T]. By It&’s
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formula we have

T 1
F(X7) =log(1+ X;) + / (14 X7 X, = (M, M)7 = (M, M) )

and hence,

1
E[F(X7)|F] =1log(1 + X;) — EEUM’ M) — (M, M) 12| Fi]
=log(1 Lepz - m2
=log(l + X;) > [M7 — MZ, 72| Fi]
_ T
=log(1 + X;) ZE[MT M, 72y | Mi]

since M is a Markov process. Choose 0 < ¢ < % and then by definition of X, the
last term on the right-hand side above cannot be expressed as a trivial deterministic
function of (¢, X;) since M, cannot be deduced from X for s < % However, this
term is deterministic and only depends on ¢ if M has independent increments. This
gives an example of a situation where the function # in Theorem 3.4 does not
depend trivially on M.
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