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Abstract: In this article we consider a Brownian motion with drift of the
form
dSt = /J,tdt + dBt fOI‘ t Z 0,

with a specific non-trivial (u¢)¢>0, predictable with respect to FB, the
natural filtration of the Brownian motion B = (B¢);>o. We construct a
process H = (H¢)s>0, also predictable with respect to FZ, such that ((H -
S)t)i>o0 is a Brownian motion in its own filtration. Furthermore, for any
& > 0, we refine this construction such that the drift (u¢);>o only takes
values in |p — 9, u + d], for fixed p > 0. B
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1. Introduction

Let B = (By)>0 be a standard Brownian motion on a probability space (€2, F, P).
For a fixed constant g > 0, denote the Brownian motion with drift x4 as
S = (St)tZ()v defined by

Sy =ut+ By, >0 (1.1)

Furthermore let FZ := (FP),>¢ denote the right continuous, saturated filtration
generated by B. Given a predictable, FZ-adapted process H = (Hy);>0 we
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consider the stochastic integral (H -S) = ((H - S)¢)¢>0 in its right continuous,
saturated filtration F(79) .= (}"t(H‘S))tZO. Marc Yor posed the following

Question 1: Can we define an FB-predictable process H such that the result-
ing stochastic integral (H - S) is a Brownian motion (without drift) in its own
filtration, i.e. an F('5)_Brownian motion?

Clearly, the predictable integrand H can only take values in {—1,1},P® - a.s.,
A denoting Lebesgue measure on [0, 00), in order to make sure that the process
(H - S) has the quadratic variation of a Brownian motion.

In fact, at first glance it seems completely unlikely that an FZ-predictable
process H with the required property does exist. Indeed, intuitively speaking,
it would have to start with P[Hy = 1] = P[Hy = —1] = 1/2, which seems
absurd as Hy is required to be F¥- measurable and therefore P-a.s. constant
(the sigma-algebra F is trivial). Fortunately this intuitive argument is not
quite correct, as the predictable process H = (Hy)y>o is only defined modulo
P® A null-sets, so that it does not really makes sense to speak about the random
variable Hj. Nevertheless the preceding heuristics seem to indicate that we need
some random sign € with Ple = 1] = Ple = —1] = 1/2 which is independent of the
Brownian motion B to be able to start a successful construction of the desired
integrand H = (Hy);>o for ¢ close to t = 0.

So, let us cheat for a moment and fix a random variable ¢, defined on (2, F,P)
with Ple = 1] = Ple = —1] = 1/2, and consider the enlarged filtration F5-
defined by letting F>* = o(FP, ) for t > 0.

Let us now try to construct an integrand H = (H,;);>o which is predictable
in the enlarged filtration FZ¢ and such that the stochastic integral (H - S) is a
Brownian motion (without drift) in its own filtration F(#*%), We have an obvious
way to start the construction of H at time ¢ = 0 by letting

Hy :=¢, (1.2)
or rather, reasoning heuristically with infinitesimals,
H,:=¢ for 0 < u < dt.

This yields an integrand (H,)o<u<a: such that the stochastic integral (H -
S)o<u<ar 1s a martingale for the infinitesimal time interval [0, d¢]. Indeed

E[d(H - S)o] = E[e(Sa: — So)] = Ele(Ba: — Bo) + epdt] = 0dt.

But already an infinitesimal instant of time later we again are in trouble: after
having observed the process (H - S) during the infinitesimal time interval [0, d¢]
we have learned something (which turns out to be of the order dt'/?) on the
probability of € equaling +1 or —1, conditionally on the process (H - S)o<u<adt-

Hence the approach of defining H; = Hy = € for ¢t € [0,At] for a finite
increment At > 0 yields a process (H - S)o<i<ar which fails to be a martingale

in its own filtration as one easily verifies.
At this stage we remembered Pélya’s famous dictum:
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“To every problem there is an easier problem”.

Instead of asking Yor’s original question for the process S with constant drift u
as in (1.1) we pose the same question, but with u replaced by an appropriate
predictable process ()>0, 1-€.,

dSt = ’L,Ltdt + dBt, (13)

where (u¢)i>0 is tailor-made such that, for the integrand H; = ¢, for ¢ > 0,
we indeed obtain a process (H - S);>¢ which is a Brownian motion in its own
filtration F(*S) | This program indeed turns out to be doable as summarized in
the subsequent statement.

Proposition 1.1. Suppose that on (0, F,P) there is a standard Brownian mo-
tion B = (By)i>0 and a random variable € with Ple = 1] = Ple = —1] = 1/2,
independent of B. Denote by FB the filtration generated by B.

For each j1 > 0, there is an FB-predictable process s taking values in |0, 2u]
such that defining S = (Si)i>0 by So =0 and

dSt = /,Ltdt + dBt, t Z O, (14)

we have that
}/t = ESta t> 07

18 a Brownian motion in its own filtration.

The preceding result is a preliminary step towards a satisfactory answer to
Yor’s question. It has two deficiencies: firstly we had to replace the constant
i by a process (u¢)i>0 fluctuating in ]0,2u], and secondly we had to enlarge
the filtration FZ to F&® in order to be able to define our predictable integrand
H,=¢, fort > 0.

As regards the second issue, we can get completely rid of the necessity of
introducing the additional source of randomness € by applying the Lévy trans-
form, see Section 3. We can indeed find an integrand H which is predictable
with respect to FP instead of F©P and still does the job. As regards the first
issue we can refine the construction in such a way that the process (¢ )¢>0 only
takes values in | — 6, u + d[ instead of 0, 2u[, for given 6 > 0.

We summarize our findings in the subsequent theorem. Very roughly speak-
ing, it states that the answer to Yor’s question is positive, provided that we
allow for a tailor-made drift process (¢):>0 instead of a constant drift x, which
may be chosen to satisfy |u; — p| < 0, for given ¢ > 0.

Theorem 1.2. Let B = (By)i>0 be a Brownian motion defined on the filtered
probability space (0, F,FB P), where FP = (FP)i>o is the right-continuous
saturated filtration generated by B.

(i) For each pn > 0, there are FB- predictable processes H = (H;)i>0, taking
values in {—1,1}, and ()0, taking values in ]0,2u], such that for S =
(St)e=0 defined by Sy =0 and

dSt = ,Lttdt + dBt
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we have that the process ((H - S)i)i>0 is a Brownian motion in its own
filtration FUHS)

(11) Furthermore, for each 6 > 0 we can choose (fit)1>0 such that it only takes
values in Jp — 6, u+ 0.

However, Question 1 of M. Yor in its original form above still remains an open
and challenging problem. For recent work on the conservation of the martingale
property under a change of filtration we refer to [1].

M. Emery asked us the following question: what about the discrete-time
version of the problem? The proper discrete analogue is an 1.i.d. sequence (€, ), <o
in its natural filtration (F,,)n<o such that Ple, = 1] =1 —Ple, = —1] =p €
10,1[\{1/2}. The question now reads as follows: is there an (F,,),<o-predictable
sequence (hy)n<o of {—1,1}-valued random variables such that the sequence
(hn€n)n<o is 1.i.d. with Plhye, = 1] = Plhye, = -1 =1/2 7

This discrete version turns out to be simpler than the continuous one and we
shall give in the appendix a positive solution, even in a slightly more general
setting.

The article is structured as follows: In Section 2 we describe the details of
the construction of (ut)¢>0 with respect to Fe5B. Next in Section 3 we prove the
first part of Theorem 1.2 above. Finally, in Section 4 we use stopping techniques
in order to show the second statement of Theorem 1.2.

2. Constructing the drift process

Fix a probability space (2, F, P). Let B be a Brownian motion and let € be an
independent random sign with P(e = 1) = P(e = —1) = 1/2. Consider

t
S = / psds + By, t >0, (2.1)
0

with some bounded FZ-predictable drift u; and set Y; := €S;. Our purpose is
to find p; such that Y; is a Brownian motion in its own filtration.

We imagine p; as being “glued together” from two FY -predictable processes.
Formally, let p,, i, be FY -predictable bounded processes such that

fre = Lemgay iy + Lgem1ypty - (2.2)

We wish to derive conditions on p;, ; which ensure that Y; is as required.
To this end introduce the conditional probabilities

p = Ple=1|FY], t > 0. (2.3)

In the language of filtering theory p; gives the distribution of the “signal” e,
conditionally on the “observations” Y.

Proposition 2.1. Let S and Y be as above and (j14)i>0 a bounded F& P -predictable
process of the form (2.2). The conditional probabilities p; defined in (2.3) satisfy
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po=1/2 and
+ —\2
+ _
dp; = w lepe (1 — pe) + pe(1 — pe) (1 — 2py)] dt+epe(1—pe) (i +11; )dBy.

(2.4)

Proof. For each T' > 0 there exists a measure Qp ~ P

FoP such that (Y3)o<i<r

is a (Q7,F“B)- Brownian motion. By the Girsanov theorem, we know that the
Radon-Nikodym derivative is given by

dQr  Jexp (= Jo mrdBe—(1/2) [} (uh)%dt), ife=1

er 2.5
dP oxp (— fo pidBy — (1/2) [ (uy)2dt), if e = —1. (25)

It follows that for each T > 0 , the (Qr, F&?)-martingale Z; := d%% gen 0 <
t < T is of the form

Zy=Zf VYemy + Z; ey, 0<t<T, (2.6)
where the processes (Z; )o<i<7 and (Z; )o<i<r are given by Z; = Z; =1 and

Az = pi Z;ay,,
dZ; = —py 27 dY,,

respectively. Note that j;7,pu; are assumed to be FY-predictable and thus
(Z)o<i<r and (Z; )o<i<T are FY -predictable, too. By the assumption on p,
Z, is clearly FB-predictable.

We claim that, under Qr, € is independent of Y and has the same law as
under P. Indeed, as Zr is .7-'75 -measurable and € is independent of B (and hence
of S) under P, for any bounded measurable functions h,j we have

Eq. [1(S5)i(e)] = Ep[(1/Z1)h(S)|Ep[j(€)] = Eqr [A(S)|Eq, i (€)],

showing the Qp-independence of S and € as well as Qple = £1] = 1/2.

Now note that, under Qp, S is a Brownian motion. By symmetry of the
Brownian motion we also get that Y = €S and € are Qr-independent as claimed
above.

Clearly, we have 1.1y = <t1

2

. Thus for calculating
1
Ep[l{c=1} |~7:tY]:§(EIP’[€‘ftY]+1)a t>0

we first calculate Ep[e | FY],¢ > 0. Fix any 7 > 0 and consider that by Bayes’
formula and the tower law applied to the (Qp,F¢?)-martingale Z7, it holds
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that

i EouleZr | )
el A = R 2]
_ EquleBor[Zr | FP) | FY]
Eq, [Eq.[2r | FoP) | 7Y
_ E@T[EZt | ftY]
B EQT[Ztl}-tY}7

0<t<T.

By independence of ¢ and Y (under Qr) and FY -adaptedness of (Z,")o<i<r
and (Z; )o<i<r we get

]EQT[EZt | fty} _ EQT[Zj_l{e:l} |*7:ty] —

_ Qr [Zt_l{ezfl} |]:ty] - Zt+ - Zt_
Eqr[Z: | 7]

Eor[Zf Viem1y | F 1+ Bao[Z; L=y | FY) 25 + 27
_exp(fy pidYa — (1/2) fgm )2du) — exp (= [y pa dVa — (1/2) [y () du)
exp( [y pddYu — (1/2) [y (ud)?du) + exp< fg pa dYy — (1/2) f3 (i )?du)
:;wwm+wma1mf[ i )2)du) —
exp ([ (i + g )Y — (1/2) [y [(af)2 = (e )?)u) +1

<t<T.

So we have

1 E [GZt‘fY]
Ep[l{e ]—‘Y(QT L1
Pl 1 201= 5 Ry, (21 71

exp(fo (it + p)dY — (1/2) Jy1()? = (pa)?)du)
exp( [ (i + pa)dYe — (1/2) [ [(1d)2 = (s )2]dur) + 1
(2.7)

for 0 < ¢ < T. Define the process (U;);>0 given by Uy = 0 and

+3\2 _ —\2
dU; = (M;r + iy )dY: — Mdt.
Applying the Itd formula to (2.7) and recalling the expression for (Y;):>o we get
exp(Uy) exp(Uy) (i + p )2 . -
- dt dB
exp(Uy) +1  (exp(U;) +1)? 2 +e(p; + py )dBy

lexp(Up) —exp(2Ur) , 4 1o
9 (exp(Ut) +1>3 (Mt +:u‘t) dt.

Using p; = %,t >0 we get (2.4).

We also have
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Proposition 2.2. Under the assumptions of Proposition 2.1 suppose, in addi-
tion, that for all u > 0,

pu,uj — (I =pu)pty, =0 a.s., (2.8)

then the process Y is an FY -Brownian motion.

Proof. Obviously (Y;);>0 is FY -adapted, continuous and has the right quadratic
variation as the drift is bounded. In order to fulfill Lévy’s characterization the-
orem of Brownian motion we need to check the martingale condition. Therefore
fix s <t < oo and consider that

Ele(S, - 8.) | F¥] = E[/t prudu | FY] + Ele(B, — B.) | FY

The second conditional expectation is 0. The martingale property is thus equiv-
alent to

E[/ ey dul 4] =0, (2.9)

for all A € FY. Note that the Fubini theorem applies as |eu, 14| is bounded.
Furthermore using the tower law we get that (2.9) holds iff

t t
E[/ euudulA]:/ E[E[est, | FX)1a]du = 0,

for all A € FY. Recall that u;f and p are assumed to be F. -measurable for
u > 0. It follows from the hypotheses of this Proposition that

Eleptu | Fu'] = pups = (1= pupz =0,
concluding the proof. O

Formula (2.8) shows that it is reasonable to choose j; proportional to (1—p;)
and p; proportional to p;. This will guarantee the validity of (2.8) as the next
Proposition shows.

Proposition 2.3. Let > 0 be an arbitrary constant. Let g, be a solution of
the equation

dge = 20° [ege(1 = g¢) + g:(1 — g¢) (1 = 29)] dt + 2pege(1 — g1)dBe, go = 1/2,
(2.10)
adapted to the filtration F&B and satisfying 0 < g; < 1 for t > 0. Set

pf =201 —g:), py =2pge, t2>0, (2.11)

and define i, Sy, Yy, py accordingly. If g, is FY -predictable and pu; is FB -predictable
then p: equals g¢ and Y is a Brownian motion in its own filtration.
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Proof. First note that the coefficients of the autonomous SDE (2.10) are Lipschitz-
continuous and bounded when restricted to the interval [0, 1] hence g; is the
unique strong solution of (2.10) adapted to F&Z. Thus it suffices to prove that
Pt is also a solution of (2.10). Obviously, pg = Ple = 1] = 1/2 = go.

If g, is FY -predictable then so are u:“ , iy . Proposition 2.1 shows that p, is
a solution of (2.10) hence indeed p; = g;. With this choice of ", j1; equation
(2.8) is satisfied and Proposition 2.2 allows us to conclude. O

It remains to solve the stochastic differential equation (2.10).

Proof of Proposition 1.1. In section 4.2 of [1] a different filtering problem leads
to almost the same equation as (2.10). That equation has an explicit solution
(see (4.55) on page 180) from which it is easy to make the guess

_exp(2uBit2p”)  ge
gp = {1+eXP(2uBz+2u2t)’ ife=1 (2.12)

—1.

1 ;
1+exp(2uBe+2u2t)”’ if €

Applying Itd’s formula we may check that this indeed gives a (strong) solution to
(2.10) which trivially stays in (0, 1). Define y;", pt; , ¢, St, Yz, pr as in Proposition
2.3. One may check that

dge = 2pg: (1 — g¢)dYy, (2.13)
showing that g; is F¥ -predictable. We find that the dynamics of y; is
dpy = =7 (20 — pue)dt — g (200 — p)d By, (2.14)

hence p; is FP-predictable. For later use we note that, substituting in to (2.11)
we get the following formula for p:

2u
= . 2.15
M T exp(2uB; + 2422t) (2.15)
Proposition 2.3 now implies that p; = g; and Y; is indeed as required. O

3. Passing to the Lévy transform

In this section we describe how to get rid of the enlargement of the filtration F2
by the sign €. We will make use of the Lévy transform which arises naturally in
the famous Tanaka formula for the SDE of (| B;|)¢>0 for some Brownian motion
B (for the derivation of the Tanaka formula see e.g. [3]).

Recall that the Lévy transform (MP);>o, of a Brownian motion (By);>0 is
defined by

t
Mtoz/ sign(B,)dB,, ¢ >0, (3.1)
0
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where we use the sign function in the following left-continuous form
sign(x) = 1{:1:>0} - 1{:1:§O}> for x € R.

Among the properties of the Lévy transform we mention that (M) is a Brow-
nian motion in its own filtration and that the filtration generated by (M});>0
equals the one generated by (|B;|);>0 which is strictly smaller than the filtration
generated by (By)i>o-

Proof of i) in Theorem 1.2. We come back to the setting of section 2 and con-
sider the filtered probability space (Q,F,FB P). Let us take u, S; as con-
structed in the proof of Proposition 1.1. Introduce (Y;);>0 = (€S¢):1>0, this is a
Brownian motion in its own filtration, by Proposition 1.1.

Now consider the Lévy transform (M;);>¢ of the FY -Brownian motion ¥ =
(Y2)i>o0. It is defined by My =0 and

dM; = sign(Y;)dY; = sign(eSt)ed Sy
= sign(S;)dS, t>0. (3.2)

This is again a Brownian motion (in FY as well as in FM ) by the properties of
the Lévy-transform. It follows that with the choice H; = sign(S;), the process
(H - S)¢,t > 0 is a Brownian motion in its own filtration. O

4. L°°-approximation of a constant drift

The aim of this section is to show that we can in fact define a process (S;)i>0
such that the drift is close to a constant drift ; with respect to the norm in L°°.
The strategy is that we stop whenever the drift (z¢);>¢ has moved by some small
fixed number. After that we will restart the construction. A somewhat delicate
point is that the stopping has to be done in a way adapted to FM. Lemma 4.1
below shows that this is indeed possible.

The distance of the drift process p; from p is proportional to the distance of
p¢ from one half. Namely, by (2.2) and (2.11),

e — pl = 12p(1 = pt) — pllge=1y + [2upr — plle=—13

1
—2u‘2pt , for ¢ > 0. (4.1)
In the following lemma we show that one can define a stopping time in the
filtration generated by the Lévy transform (M;);>¢ of the Brownian motion
(Yy)i>o0, i.e. FM := (FM);>0, such that we have a control over the distance of p

from 1/2.

Lemma 4.1. Take py, piy, Sy, Y as constructed in the proof of Proposition 1.1
in section 2 and consider the Lévy transform M = (My)i>o0 of Y = (Yi)i>0,
defined by My =0 and

dM; = sign(Y;)dY;.
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For each 6 > 0 we define the stopping time ps = inf{t : |My| > 6} A 6. The
following estimate holds:

2
1‘ < 52ut30%)

< 5 for 0 <t < ps. (4.2)

pt_§

Proof. We present the proof in two steps.
Step 1: We show that |Y;| < 24, for 0 <t < ps.

Let 7 := inf{t : |Y;] > 20} and let 0 := max{t < 7 :Y, = 0}, i.e. the time of
the last zero of Y preceding 7. We note in passing that 7 is a stopping time in
the filtration FY', while o fails to be a stopping time. Observe that by Tanaka’s
formula (see for instance [3])

My = [Yi| — Ly,

where L is the local time of Y at zero. By definition of o the local time L does
not grow on [o, 7] and thus a.s. L, = L,. For the process M this gives

|MU - M‘r| = 20,

so that supg<;<, |[M:| > §, which shows that a.s. ps < 7, ie. Y| < 26 for
0<t<ps

Step 2: By straightforward calculation, |p; — (1/2)| = (1/2)[th(u?t + pBy)],
where th denotes the hyperbolic tangent. As |thx| < |z|, dY; = eudt + ed By
and p; €]0,2u] we may write, for t < pg,

1 t
P 2] < WPH/2 1 ulBJ2 < 122 4+ pYil/2 4 | | s 12 <
0

128/2 + p(26) /2 + %3,

using Step 1 and ps < 6. O

Using the previous Lemma we can refine the construction by stopping and
restarting, when we are too far away from a constant drift, considering the
information of F* only. Fix the constant x > 0. For the goal of controlling the
L distance of p and the drift process y; to be constructed fix also a constant
0> 0.

The strategy is straightforward. We start at ¢ = 0 using the drift (u}):>0
which is given by u$ = p and (2.14). Define the process S* by S} =0,

dS} = ptdt +dB;,  t>0.

We perform the Lévy transform which results in a process (M});>o. Intro-
ducing the FM' stopping time

= inf{t > 0: |M}| > 6} NS
we can assure by Lemma 4.1 and (4.1) that

|l — p| < 03> + 2u?) for 0 <t <. (4.3)
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Then after 71 we restart the construction by defining the drift (u?);>,, where
p2 = pand (43)e>r, fulfills (2.14). Set S2 =0 and

dS? = pidt +dB;,  t>T.

Furthermore we perform the Lévy transform resulting in (M7?);>,, and we define
the stopping time

Ty i=inf{t > 7y : |M?| > 5} A (6 + 7).

By this construction we have that the estimate (4.3) holds for (u?),, <t<r,, and
we may continue the construction in the same fashion.

Now we proceed formally:

Set 7o = 0 and define recursively for [ > 1 (5!);5¢ by S} = 0 and

dS! = pldt +awl,  t>0,
where the Brownian motion (W});>¢ is given by
th =Br,_ 4+t — Br_,, t>0,

and the drift process (fi});>0 is given by

i = 1+ exp(QjMth +2u2t)’ (44)
(compare to (2.15)).
The integrand (H});>o is defined analogously to Section 3 by
H|! = sign(SY), t>0,
and the stopping time ~; is defined by
v o= inf{t : |[(H' - SY)¢| > 6} A6 (4.5)
Then we set
TI=Ti-1+tm (4.6)

and go on with the recursive definition. R
Finally for [ > 1 we introduce the processes (N});>o and (N})¢>o by

Ni:=@H-SY, t>0

and 3
N{ := N}

s >0

Note that by the considerations of sections 2 and 3 (Ntl)tzo as well as its stopped
version (N})¢>o are martingales in their own filtrations for [ > 1.
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Remark 4.2. Tt is evident that (v;);>1 as well as {(W})o<t<~, }i>1 are i.i.d. se-
quences. By o(N},t > 0) C f,‘y/}/l it holds that (N});>1 are independent (and

identically distributed) processes and that F2 is independent of (W})¢>¢ for

I > 1. By these observations it follows that F7 is independent of (N})i>o for
[>1.

We need to show that the union of the stochastic intervals ;s [m—1, 7]
equals the whole real line. -

Lemma 4.3. Let (1);°, be defined by 79 =0 and (4.6) for { > 1. Then
Pl — o0, | — o0 = 1.

Proof. We already noticed in Remark 4.2 that the interval lengths 7, — 7,1 =
v are positive and identically distributed. A well-known result (see e.g. [2,
Proposition 4.14]) tells us that

oo

lim 7, = Z(Tl —Ti_1) =0

l—o0
=1

almost surely. O

The last step is to show that the process which is given by the concatenation
of the Lévy transforms N',I > 1 on the respective stochastic intervals is a
Brownian motion in its own filtration. We want to apply Lévy ’s criterion and
first concentrate on proving the martingale property. We need three lemmas:

Lemma 4.4. Let (Gy)i>0 be a martingale in its own filtration. Then
(G(t—w)+>t20

1s also a martingale in its own filtration for each fized number x > 0.
Proof. Obvious. O

Lemma 4.5. Let 1 be an FB-stopping time and (Gy)i>o be a continuous mar-
tingale in its own filtration such that ff L (Gi)i>0- Define the filtration
Fi = ff V Gy, where Gy i= 0(Gy—p)+,0 < u < t), then (Gu_py+)i>0 @5 a
martingale w.r.t. (Fi)i>0-

Proof. We want to show that
ElG—m+ | FP Vo (Gruen+,0 S u<s)] = Gre_y)+
Note that
ff Vo (Guon+,0<u<s) C ff Vo(Gu-yt,0<u<s)
and consider an event in the latter sigma-algebra given by

A:={B(-An) e C,L(-) € D},
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with Borel sets C, D of C[0, 00) where C[0, 00) is the space of continuous func-
tions on [0, 00) equipped with the topology of uniform convergence on compacts.
We regard B(- An) as a random function

B(-Am): Q= C[0,00),
and
L() := Gyy—y+ : 2 — C[0, 00)
for some 0 < u; < s. Furthermore, we define the random functions
Hy(-) =G+ : Q2 — C[0,00) and
Hy(-) := G—y+ : 2 — C[0,00).
Now consider that the law v of (Hy, Ha, B(- A1), L,n) on the space
6 == (C[0,50))" x (Ry U {o0}),
can be decomposed as
dv(x1, @, x3, x4, x5) = dv(1, 29,24 | T3, 25)dp(s, T5),

where p is the law of (B(- An),n) and v(-,-,- | x3,25) is the conditional law
of (Hy, Hs, L) knowing B(- An) = xz3 and n = x5. The martingale property of
G(t—z)+ for each x > 0 (Lemma 4.4) implies

/xl(:v)lp(a?4(x))d19(x1,ch,x4):/xg(x)lp(x4(x))d19(m1,xg,x4), (@.7)
(C] [C]

for each # > 0 where ¥ is the (unconditional) law of (H;, Hs, L).

Furthermore, the hypotheses of the Lemma entail the independence of Hy, Hy, L
from B(- A n) and 7, so it follows that v(z1, 22,24 | 23, 25) does not depend on
(z3,25) and thus

dv(xy, e,y | 3, 25) = d¥(x1, T2, 24). (4.8)

By the decomposition of v and (4.8) we can write
E[G—p+1a]l = / r1(w5)1o(23)1p(2a(2s))dv (21, T2, 23, T4, T5)
e

- /@ 21(05) 1 (24 (25))d0 (21, B9, 24) L0 () dpa(ws, 25)

which by (4.7) equals

/@$2($5)1D($4($5))d19($1,I2,$4)1C($3)dl~t($3,$5) =E[G(s—p)+1a].

For more general sets A of the form
A:={B(-An)eC, G(ulf,r])-f— € Dy,..., G(u",n)-# € D,}

the equality
E[G —p)+1a] = E[G (s—p)+14]

holds by the same argument, which proves the lemma. O



M. Rdsonyi, W. Schachermayer, and R. Warnung/Hiding a Drift 14
Lemma 4.6. Let X be a random wvariable, G and H be sigma-algebras in a

probability space (Q, F,P). If G L H and X 1L H, then

E[X |GV H]=E[X |G|
Proof. Obvious. O
Finally define the process (S;)¢>o using S, 1 > 1 and (H;);>o using H',1 > 1:
-1 )
Sp = Z SZ/J_ + Si_nfl for ;1 <t <,
j=1
thus the drift (4);>0 of (S¢)i>0 is given by

[ = fh_,, for 1 <t<m, (4.9)

and the integrand is defined as

H, .= H!

t—T1-1

for 1 <t <.
We obviously have
t
Sy = / sds + By.
0

Then the stochastic integral (M;);>¢ is defined by

k—1
M, = (H-S); Z Sl )y + + (H" - Sk)t _— for T, <t <71y
=1
(4.10)
Note that, by construction, S; and M; are continuous processes.
Proposition 4.7. The process (M;);>o as defined in (4.10) satisfies
1
M, = ZN(t_Tl—l)Jr’ (4'11)
1=1

where the sum converges in L. (My;);>0 is a martingale in its own filtration.
That is, for 0 < s <t < o0

E[M,|FM] = M.

Proof. First we show that the sum on the right-hand-side of (4.11) converges in
L?. Note that

k l TIAL T At i X
. o1 ~1 . ~
Z N(t_TL71)+ = / Slgn(SS*‘Fo)'uS*TodS +o Tt / Slgn(ss Th— 1)M577k71d8
=1 0 Tr—1/\t
TN\t ~

T1NAt
+ / sign(SL_, )dBs + - + / sign(S¥_,,_)dB
0 T

k—1/\L

T At T At
= / Hsusds—i—/ H.dBs,
0 0
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which by Lemma 4.3 a.s. converges to
t t
M, = / Hgpisds —|—/ HydBs as k — oo. (4.12)
0 0

Furthermore, we know from Proposition 2.3 that
|Hyipe| < 20 for t > 0.

By the Doob inequality and the 1t6 isometry we get

u t
E[ sup | [ H.dB,|*] < 4E[(/ H,dB,)?| = 4t,
0

o<u<t Jo

as |[Hy| = 1. The L? convergence of the infinite sum follows.
Now we prove that (M;);>o is a martingale in its own filtration. Define the
filtrations (G!);>o for I > 1 by

Gt = 0(N{y_rp_ 4,0 <u <),
and consider that
E[M, | FM =E]D B[N, ., |V G FM, (4.13)
=1 j=1

where L2-convergence allows us to exchange summation and expectation and
we used that F C\/22, GJ for s > 0. Furthermore, notice that

sl l
\/ G2\ G va(NF N2 L),

Jj=1 Jj=1

To see this, note that for m > 1 + 1 we have that G C o(N™, 7,1 A s) and
that by definition o(7,,_1As) € o(N™ 1 7,,_2As). Continuing this inductively
we get G C o(N™,...,N"*t 7y As) and finally, o(m; A s) C GL.

Thus define H. := \/;:1 Gl Vv o(NTL N2 ) and recall that \/;:1 Gl C
FE, . which is independent of N*, k > [ + 1, recall Remark 4.2. By Lemma 4.6

TINS
and the tower law the inner conditional expectation in (4.13) is given by

oo l oo
E[E[N(lt—nfﬂ*' | Hi] | \/ gg] = E[E[N(lt—nfﬂ*' | \/ gg] | \/ gg]
j=1 j=1

Jj=1

l
= E[N(ltfn,lﬁ | \/ gil.
j=1
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Note that V§'=1 GI CFl:= ]—"571 VGL. By applying Lemma 4.5 with (Gi)i=0 =
(Ntl)tZO we get that

1
l o l
E[NG e | VG =Nl e
j=1

Substituting these results into (4.13) and using the representation (4.11) for Mj
we get that

E[M, | FM]=E)_ Ny | Y] =EIM | FY] = M,
=1

O

Proof of ii) in Theorem 1.2. By construction and by Proposition 4.7 (M});>0 is
a continuous martingale and its bracket is (M); = ¢ by (4.12) and by |H| =
1,5 > 0, hence (My);>0 is a Brownian motion (in its own filtration).

For (1)i>0, the drift of S, we conclude that, due to (4.1), Lemma 4.1, (4.5), (4.9)
and Lemma 4.3

sup [pe — pl < 0(3p” +24%)  as, (4.14)
>0
which can be made arbitrarily small. O

Appendix A: Michel Emery’s question

We now take up again the question discussed at the end of the introduction.
We adopt the notation from there but assume, slightly more generally, that the
independent sequence (€,)n<o of {—1,1}- valued random variables fulfill the
condition

Ple, = 1] =1 —Ple,, = 1] = pa, n <0,

for some sequence (pn)n<o in ]0, 1] satisfying

0
Z min(p,, 1 — p,) = co. (A1)

n=—oo

In the sequel we call {—1, 1}-valued random variables Bernoulli variables and
let N_ denote the integers less than or equal to zero.
The role of the regularity condition (A.1) is explained in the following lemma.

Lemma A.1. The law of the {—1,1}"~ -valued random variable (€,)n<o is dif-
fuse iff (A.1) holds true.
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Proof. First assume that there exists an atom A = (ag,a_1,...) with P[A] > 0,
then [T, % pten)/2(1 — p)(1=an)/2 5 which is equivalent to

0 0
3 (1 _ plien)/2(q pn)u—an)m) -3 ((1 _ pn)(1+an>/2pg—an>/2) < o0,

n=-—oo n=—oo

which implies that the sum in (A.1) is finite. On the other hand if the sum
in (A.1) is finite, this is equivalent to [ %} pS*"“)/Q(l — pn)(F9)/2 5 0 for a
sequence (ay)n<o such that

pg"’“")/Q(l — pn)(l—an)/2 = min(pn, 1 — py) for n <0,

and we find A = (ag,a_1,...) with P[4] > 0. O
We call a {—1,1}- valued random variable X symmetric Bernoulli if
1
PX=1=PX=-1]= 3

Lemma A.2. Let (ey)n<0 be a sequence of Bernoulli random variables, and
(hn)n<o an i.i.d. sequence of symmetric Bernoulli variables independent of (€,,)n<o-
Then

(a) (hnen)n<o is an i.i.d. sequence of symmetric Bernoulli random variables
and

(b)

law[(€5)n<o|(hn€n)n<o] = law[(€,)n<o] a.s.

Proof. Fix N > 1 and consider signs x1,...,xny as well as indices i1,...,inN.
Then by independence of (hy,)n<o and (€, )n<o combined with the i.i.d. property
we get

P[hilﬁl le,...,hiNQN:xN] =

Z Plhiy, = z1/y1,... hiy =28 /ynIPles, =91, .. 6y =yn] =

Y1y--Yn
N N
1 1
<2> Z P[Eil =Y1,---5€in :yN] = <2) )
Y

15-+Yn

which proves (a). For proving (b), we fix again N, M > 1 and consider signs

Z1,...,xy and yi,...,yn as well as indices i1,...,iy such that P[h; e, =
Z1,...,hiyeiy = xn] > 0. By independence of (hy)n<o and (€,)n<o and the
previous argument we can calculate that
Ples, = y1,.. . €y = YN | his€i, = 21,..., hiy€iy = TN]
:P[Gil =Yy €y = YN, i€ = T1, . hig €y = 2N
Plhs € =21, hiyeiy = 2N]

_ P[eil =Y, €N :yN]
=(1/2)N L

:P[Eil =Y1,.- -, €6y = yN]a
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which proves (b). O

Assuming (A.1) we can find disjoint, infinite subsets (I,,)n<o of N_ such that
1 >mn, for all i € I,,, and

Z min(p;, 1 — p;) = 0. (A.2)

i€l

For these sets we define the following infinite sequence (I (l))zo of subsets of
N_ by

10 =1,
W= ) n
i (A3)
A3
=]
nel()
etc.

00
l

Additionally to the sequence (I (l)) _o from (A.3) we furthermore introduce

J=N_\ <{0}u Gﬂ”) .

1=0
In the following lemma we summarize three properties of these sets.

Lemma A.3. For the sequence (I(l))zo defined in (A.3) we have

(a) IO c{...,—1—2,—1—1} forl>0.
(b) The sets (I(l))io are mutually disjoint.
(¢) For each m € J we have I, C J.

Proof.  Proof of (a): We prove the statement by induction. 0 ¢ I(®) by con-

struction. Thus assume that the statement holds for 1, ... 1" For [(n+1)
consider that
= ) 1,
el

and by the induction hypothesis # < —n—1 for z € I™). But then also y < z—1,

for all y € I, thus it follows that y < —n—2and I, C {...,—n —3,—n — 2}
for each 2 € 1™, which proves (a).

Proof of (b): Again by induction: Let us assume that (9, ... I are pairwise
disjoint. We want to prove that 19, .. I("+1) are also pairwise disjoint. Take

m € I =, .o Ly If we had m € I0) for some 1 < j < n then m € I,
for some y € 10U~ and also m € I, for some w € I™). But as the I;,i € N_
are disjoint this implies y = w so that 1™ NITU=1 =£ () which is a contradiction.
Finally if m € I9), then w = 0, but 0 ¢ I) for i > 1 by (a).
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Proof of (c): Let m € J and z € I,,,. Let (-1 := {0}. Assume that there is a
k > 0 such that z € I®), this implies that there is y € I%*~1) such that x € 1.
Then m =y and m € I*=1) which is a contradiction. O

We now can prove a positive answer for M. Emery’s question.

Theorem A.4. Let (e,)n<0 be a sequence of independent {—1,1}- valued ran-
dom wvariables such that,

0
> min(Ple, = 1],Ple, = —1]) = oo. (A.4)
Then there is a predictable process (hn)n<o of {—1, 1}-valued random variables,

such that (hn€n)n<o i an i.4.d. sequence of symmetric Bernoulli random vari-
ables.

Proof. Consider the disjoint, infinite subsets (I,,)n<o of N_ verifying (A.2).
By Lemma A.1, we may find Borel-functions

fn : {*Ll}Ni - {*Ll}’

such that
hy = fn((ei)ieln) (A.5)
satisfies 1
Plh, = 1] = Plh, = —-1] = 7
We claim that these (hy,),<o do the job.
For this aim we show that
Plhoeo = 1|(hnen)n<—1] = Plhoeo = —1|(hnen)n<—1] = 1/2. (A.6)

To see the dependence structure of the (hy,)nen_ note that by (A.5) forn > 0
the {—1, 1}N--valued random variable (h;);c ) does depend on (¢;);c7m+1) but
it is independent of (¢&;);c;en as I NI+ = by Lemma A.3(b).

The (h;)ier, are an i.i.d. sequence of symmetric Bernoulli random variables
independent of (¢;);e1, and (€;);cs hence by Lemma A.2 (b)

law[(€;)icr, | (hi€i)icty, (€)ics] = law[(€:)ic1,)- (A7)
It follows that

Plho = 1| (hi€:)icto, (€i)ics] &

b

Plfo((€i)icr,) = 1| (hi€i)ict,, (€:)ic]
1 (A.8)

Plfo((ei)ier,) = 1] = 5.

Il

Similarly we get for (h;)icr, = (fi(en,n € I;))icr, that

law[(h:)ier, | (hi€i)iera, (€)ie] is a.s. 1.i.d. symmetric Bernoulli. (A.9)



M. Rdsonyi, W. Schachermayer, and R. Warnung/Hiding a Drift 20
Now we claim that
law(ho | (hi€:);er,urm (€i)ies] is a.s. symmetric Bernoulli. (A.10)

Indeed, fix finite index sets K C Iy, L € IV, M C J and signs (z;)icx as
well as (yi)ier, (2i)iear- Then

Plho = 1| (hi€i)ick = (Ti)ick (hi€i)icL = (Yi)icr, (€i)iem = (2i)iem])

_ Plho =1, (hi€i)iex = (wi)iek | (hi€i)ier = Wi)ieL, (€)iem = (2i)iem]
Pl(hi€i)ick = (®i)iek | (hi€i)ier = (Vi)icr, (€i)iem = (2i)iem]

For the denominator consider that by (A.9) together with independence of
(€i)ier, from (€;);eryuryy and by Lemma A.2 (a)

P[(hie:)iex = (2:)iex | (hi€)ier, = Wi)ier, (€i)ienr = (2i)ien)=27 KL
By (A.8) and (A.9) we get for the numerator

Plho = 1, (hi€i)iex = (%i)iex | (hi€i)ier = (Yi)ieL, (€i)iem = (2i)iem]

1
=Plho = 1, (hi€i)ickx = (wi)ieK]:§2_‘K|7

and (A.10) follows as the same conclusion passes to infinite index sets.
Continuing analogously we get by induction that

law|hg | (hiei)ieU” 1 (€)ied] is a.s. symmetric Bernoulli,
=0

which gives the claim (A.6) since o(hpe,,n < —1) is contained in o(€,hy,,n €
Ur2o IY, €,,m € J) by Lemma A.3 (c).
Analogous arguments show that

Plhie; = 1| (hnen)n<i-1] = Plhie; = =1 | (hnen)n<i-1] = 1/2,

for any ¢« < —1, which proves the theorem. O
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