Chin. Ann. Math.
26B:2(2005),159-184.

NONLINEAR EXPECTATIONS AND
NONLINEAR MARKOV CHAINS**
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Abstract

This paper deals with nonlinear expectations. The author obtains a nonlinear gen-
eralization of the well-known Kolmogorov’s consistent theorem and then use it to con-
struct filtration-consistent nonlinear expectations via nonlinear Markov chains. Com-
pared to the author’s previous results, i.e., the theory of g-expectations introduced via
BSDE on a probability space, the present framework is not based on a given probabil-
ity measure. Many fully nonlinear and singular situations are covered. The induced
topology is a natural generalization of LP-norms and L°-norm in linear situations.
The author also obtains the existence and uniqueness result of BSDE under this new
framework and develops a nonlinear type of von Neumann-Morgenstern representation
theorem to utilities and present dynamic risk measures.
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8§1. Introduction

Let (©,F) be a measurable space and let Ly(F) be the space of F-measurable and
bounded real functions. A nonlinear expectation is a continuous functional

E[-]: Ly(F) — R

that is order preserving (i.e., £[X;] > £[X3], if X3 > X3) and constant preserving (i.e.,
Ele] = o).

If furthermore £[-] is a linear functional, then it is a classical expectation under the
(additive) probability measure P on (£2, F) induced by

P(A)=E[la), AecF. (1.1)

In this case we have
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It is well known that there is a 1-1 correspondence between linear expectations and additive
probability measures. But this 1-1 correspondence fails in nonlinear situations. In general,
given a nonlinear expectation £[-], one can still derive a non additive probability measure
P by (1.1). But there exist an infinite number of nonlinear expectations satisfying the same
relation (see [8]). Thus in nonlinear situations the notion of expectation is more characteristic
than that of non additive measures. We refer to [7] for a deeper investigation.

In the dynamic situation, a basic notion is the conditional expectation under a given
filtration F;. This notion permits us to use the up-date information F; to obtain the best
estimate of a given random variable. The well-known martingale theory is fundamentally
based on this notion (see [15]). As in linear situations, the conditional nonlinear expectation
of a random variable X under F; is an F;-measurable random variable £[X/F;] satisfying

ENAE[X/F]] = E[1aX], VAeF.

A nonlinear expectation £ -] is called Fy-consistent if such E[X/F;] exists for all ¢ > 0 and
X € Ly(F). In nonlinear situations, there do exist non-consistence expectations. If £[-] is
Fi-consistent, we then can develop the related nonlinear martingale theory in a way parallel
to the classical one.

The following problems are theoretically interesting and practically important:

P1. Can we find a simple mechanism, which enables us to generate a large kind of
filtration-consistent nonlinear expectation?

P2. For a given filtration consistent nonlinear expectation, is there a simple mechanism
that determines the value of this expectation?

Problem P1 was investigated in [36] where a notion of g-expectation was introduced under
the framework of the natural filtration (F;)o<i<r generated by a d-dimensional Brownian
motion (B;)o<i<r in a probability space (2, F, P). It is defined as follows. For each Fp-
measurable and L2-integrable random variable X, we solve the following BSDE:

—dYX = g(t, Z)dt — Z* By, t €10,T],
Y =X. (1.2)

Here the mechanism is the function g : (w,t,2) € Qx [0,T] x R — R. Tt satisfies the usual
conditions for a BSDE, i.e., Lipschitz and linear growth in z and F;-adapted. In addition
we assume that g(t,0) = 0. The g-expectation of X is defined by

&1 X = Y5~

We can check that it is an Fy-consistent. In fact the corresponding conditional g-expectation
of X given by F; is nothing else but &[X|F;] = Y;X. It is worth to point out that the
expectation Fqg| -] under the probability () defined by the well-known Girsanov transforation

dQ T o,
d—Pfexp{/O bsBS—E/O 1bs| ds}

is in fact the g-expectation for g(t, z) = (b, z), which is linear in z. When g is nonlinear in z,
the notion of g-expectations can be considered as a nonlinear Girsanov transformation. Thus
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a large class of Fy-consistent nonlinear expectations can be generated by a simple mechanism
g. Once this function g is obtained, then the corresponding nonlinear expectation is uniquely
determined by solving BSDE (1.2). We recall that in the last decade many numerical
methods, algorithms and the related numerical analysis, i.e., convergence and converging
rate, ect., have developed.

For an F;-consistent nonlinear expectation, one can introduce the notion of nonlinear
martingales, submartingales and supermartingales. It is then natural to ask whether the
abandunt results in the classical martingale theory have their counterparts under the frame-
work of g-expectations. Many results have been obtained in this direction, among them the
decomposition theorem of Doob-Meyer’s type of g-supermartingales or submartingales has
been proved for square-integrable situation by [37] and [10-12].

A natural question closely related to Problem P2 is: Is the notion of g-expectations
general enough to include all regular F;-consistent nonlinear expectations? In the recent
paper [8] we have the following result: if an F;-consistent nonlinear expectation & is Egu
dominated with ¢g#(z) := u|z| for some sufficiently large p > 0, then there exists a unique
function g such that E[X] = &,[X] for all X (see Definition 2.2 for the notion of domination,
it plays an important role in this paper). Nonlinear Doob-Meyer decomposition mentioned
above plays a crucial role in the proof of this result (cf. [39] for a more systematic explanation
and [38, 40] for more general results).

But on the other hand, we shall show in this paper that &[-] is a quasi nonlinear
expectation, i.e., the fully nonlinear situation can not be covered. Thus to solve Problem
P2, we must find a new mechanism to generate a wider kind of nonlinear expectations.

In this paper we shall use a nonlinear Markov semigroup (or Markov chain) (7;);>¢ to
generate a nonlinear expectation &£[-]. In other words, the infinitesimal generator A of
(7)¢>0 is the generator of the corresponding nonlinear expectations. In this situation, if
A is quasilinear (resp. fully nonlinear) then &[] is also quasilinear (resp. fully nonlinear).
Brievely, our procedure is as follows:

(1) We use a self-dominated nonlinear Markov semigroup 7,* to generate a self-dominated
and Fi-consistent nonlinear expectation £*. In this step, we will obtain an extension of
Kolmogorov consistent theorem for a family of finite dimensional nonlinear distributions
induced by the the Markov semigroup 7;. The condition of the self domination of 7°*
permits us to induce a norm under which £*[-] and £*[-|F;] are continuous.

(2) For an arbitrary 7,*-dominated Markov semigroup 7; we can use the same topology
induced by 7* to generate the corresponding F;-consistent nonlinear expectation £[-] which
is £*-dominated. This &[] is therefore continuous under the given norm.

Let g(z), z € R be a real Lipschitz function with Lipschitz constant p > 0. Then &y is
Eyw dominated, so is the related nonlinear Markov chains. This implies that a large class of
g-expectations can be also generated by the above approach. In this paper we shall also give
some typical class of fully nonlinear Markov semigroups. They are either self dominated
or dominated by some other self dominated fully nonlinear Markov semigroups. Thus the
way to generate filtration consistent nonlinear expectations is largely extended. It is an
important step towards to solve completely Problem P2.
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On the other hand, since the classical linear Markov semigroups are self dominated, they
are within our new framework. In fact in this special situation this method corresponds
to the classical L' theory. We recall that the notion of g-expectations is essentially an
L?-theory.

Another advantage of this domination approach is that, unlike in BSDE theory, no prior
probability space is required. In fact, the continuity and completeness of the generated non-
linear expectation is under the norm induced by the given self dominated Markov semigroup.
This constitutes a new “probability space”.

We shall also study the existence and uniqueness of BSDE under this new “probability
space”. This extends BSDE theory to fully nonlinear situations.

This paper is organized as follows: In Section 2, we shall introduce the notion of dom-
inated and self-dominated nonlinear pre-expectations, introduce the norms and then take
the completions. We thus have a generalized notion of “probability space”. In Section 3
we introduce the notion of families of finite-dimensional distributions corresponding to a
nonlinear expectation and prove the related nonlinear Kolmogorov consistent theorem. The
notion and examples of nonlinear Markov chains (i.e., nonlinear Markov semigroups) will
be given and studied in Section 4. In Section 5, we shall construct the filtration consistent
nonlinear expectation corresponding to a nonlinear Markov semigroup. In Section 6 we shall
prove an existence and uniqueness theorem of BSDE under this new probability space. In
Section 7 we discuss the relation between nonlinear expectations and nonlinear expected
utilities.

The systematic research on filtration-consistent nonlinear expectations begins from [36].
The formal definition is only given in 2002. Many interesing and largely open problems are
still to be explored.

§2. Nonlinear Expectations

2.1. Examples

A financial market consists of a non-risky asset, called the bond, with price Py(t) satis-

fying
dPy(t)

dt
and a risky asset, called the stock, with price PY(¢) satisfying

= Ttpo(t), Po(O) = ].,

dP(t) = P(t)[bydt + 0:dB(t)],  P(0) = p.

where B;, t > 0 is a Brownian motion. We assume that b;, o; and o, 1 are uniformly
bounded and FP adapted, where FF is the filtration generated by the Brownian motion B.
We assume that an investor invests 7o (t) = no(t)Po(t) in the bond and 7 (¢)n(t)P(t) in the
stock. His total wealth at time ¢ is y; = mo(¢) + 7 (¢). Under the self-financing condition, his
wealth evolves according to

dyt =MNo (t)dpo (t) + n(t)dP(t),
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dyt = [Ty + (bt — T)W(t)]dt + O't’]T(t)dBt.

Without loss of generality, we may assume that r; = 0 (otherwise we can take the discount
exp(— fot rsds)). Thus
dy; = oym(t)[dBy + o} *bedt]. (2.1)

Let ¢ be a bounded contingent claim at maturity ¢ = T. It is an FX-measurable positive
and bounded random variable. We can solve Equation (2.1) with the terminal condition
yr = £. This is a backward stochastic differential equation whose solution is a pair (ys, 7).
The value yq is the cost to replicate £ at the time ¢t = 0. yg is the non-arbitrage price of the
contingent claim £. It can be expressed as

Yo = Ex,[§] = E[Xr{],
where

T 1 T
X7 = exp {—/ o7 b,dB, — —/ |a;1b5|2ds]
0 2 0

Example 2.1. Consider a market where the short-selling is prohibited, i.e., w(¢) > 0.
Then the replication can be achieved by a penalty method

dy = o7 (t)[dBy + o7 budt] — Blovr® (1)) dt,
yp =¢.

For each given 3 > 0, the solution yg = &P[¢] is a g-expectation. The selling price of the
contingent claim £ under the prohibition of short selling is

E%[E] := lim EP[¢].

Both £P[¢] and £°°[¢] are nonlinear expectations.

Example 2.2. Consider a large investor who influences the stocks price via controlling
the volatility: o = o(v:) and the rate of expected return: by = b(v;), where vy, t > 0 is his
control policy and is 7 adapted with values in a control domain U. Here we assume that

b=>b(), o=o), o (v), vel,
are uniformly bounded functions. Thus we have
dyr = o(v)m[dBy + o~ (vg)b(vy)dt].
In this situation the non-arbitrage price of a contingent claim at maturity ¢t = T is
Yo = E”[¢] = E[X1¢],

where EV[-] is the expectation under P via the Girsonov transformation

T 1 /7
X7 =exp [— / o (vs)b(vs)dB, — 5/ lo~ b2 (vs)ds|.
0 0
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Thus, in order to replicate a contingent claim &, the minimum cost he need to pay at the
time ¢t = 0 is
E.[€] := inf E"[].
v()
Example 2.3. On the other hand, a small investor who knows only that b(v) and o(v)
are ranged in v € U but who has no further inside information should consider the worst
case. For him, the cost of the replication is

&gl = sup E¥[g].

Both £* and &, are nonlinear expectations.
2.2. General framework

In the above examples our arguments are based on a given Wiener measure. We now
introduce a self-closed framework. Let (2, F) be a measurable space. Let Ly(F) be the
linear space of all F-measurable real functions such that

sup | X (w)| < 0. (2.2)
weN

Let D be a linear subspace of Ly(F) such that
(i) 1€ D;
(ii) if X € D then |X| € D.
D constitutes a vector lattice. A typical example is

N
D= {ZailAm {A}Y, is a partition of (9, F), a; € R}.
i=1
We shall define pre-expectations on D and then take the completion under a norm induced

from these pre-expectations.

Definition 2.1. £ : D — R is said to be a nonlinear pre-expectation defined on D if it
satisfies
(E1) monotonicity:

if X1(w) > Xa(w), Yw € Q, then E[X1] > E[X2];

(E2) constant-preserving:

Ele=c¢ for each constant c.
If moreover D is a Fréchet space equipped with a quasi-norm ||-|| and E[-] is continuous
under this norm, then &£ is called a nonlinear expectation on (D, || -|]).

Definition 2.2. Let £ and E? be two nonlinear pre-expectations on D. E1[-] is said to be
dominated (resp. strongly dominated) by E2[-], or E2-dominated (resp. strongly dominated ),

if
ENX] - ENY] < EXIX — Y], VX,YeD
(resp. EY[X] - EMY] < E]Y — X], VX,Y € D).
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& is said to be self-dominated (resp. strongly self-dominated) if it is dominated (resp. strong
-ly dominated) by itself.

Remark 2.1. If the constraint (E2) is reduced to (U2) u(x) := E[z], = € R, is a deter-
ministic, continuous and strictly increasing function such that «(0) = 0, then all conclusions
derived in this section as well as in the next two sections still hold true. A functional sat-
isfying (E1) and (U2) is called a pre-utility. It plays an important role in economics and
finance. We shall discuss it in the last section.

Let £* be a self-dominated nonlinear pre-expectation on D. We introduce a quasi-norm:

[XI. =& xl, XeD.
Since
ENX +Y]<EX]+EY], VX, YeD, (2.3)
we have
ENX +Y[ <& X+ Y]] <X+ Y],
or

X+ YL < I1XL + 1Y, - (2.4)

In particular, for each integer n > 1, we have

[nX]l, <n|X],. (2.5)
Lemma 2.1. We have

lim |la,X]|, =0, (2.6)

anp—0
lim |laX,|, =0. 2.7
e, [ Xnll (2.7)

Particularly

IX], =0 implies |aX],=0. (2.8)

Proof. The first limit is due to the fact that

X1l < |

ap max|X(w)|H = |ap| max | X (w)| — 0.
w * w

For the second limit, we fix an integer > 1, such that |&| < 1. Since [$X,,| < [X,|, we

then have
e e .
laxXall, = 15X <il|Sx] <ilxal =0, as IXal 0.
2 * 1 *
The set of null-elements under || - ||, is denoted by D:
D = {X € D; |X]. =0}, (2.9

We have
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Lemma 2.2. D is a linear subspace of D.

Proof. By (2.8), X € D} and a € R implies X € D§. Now let X,Y € D{ and
a, B € R. We have
laX +BY [, < flaX]l, + 6Y]. = 0.

This completes the proof.

Lemma 2.3. We have
X +Y], =X, vYXeD, Y eDy.
Proof. By (2.4), we have
X + Yl < IX[, + 1YL = [1X1, -
On the other hand
X+ Y, =X+ Y[, + =Y, = [X].-

From the above results, we can introduce an equivalent relation ~ in D, i.e., X ~ Y iff
X —Y € D§. The quotient linear space under this equivalent relation is denoted by D/Dy.
For each {X} € D/D§ with X € D a representative element of {X}, we denote by

EfXG =X)L = I1X (2.10)

Remark 2.2. In this space D/D§, {X} = {Y'} (resp. {X} > {Y'}) means there exists
a null-element Z € D} such that X (w) + Z(w) = Y(w) (resp. X (w) + Z(w) > Y (w)), for all
we .

It is clear that (D/Dg, | -||,) constitutes a linear quasi-normed space. Its completion is
denoted by || - ||,. We thus have the following theorem.

Theorem 2.1. Let £* be a self-dominated nonlinear pre-expectation defined on D and let
Dj be the linear subspace of || - ||, -null elements with ||- ||, = E*[| - |]. Then, with definition
(2.10), £* defined on the quotient space D/D§ is a self-dominated pre-expectation and |||,
is a quasi-norm on D/Dg. Consequently, the completion of D/D{ under | -|,, denoted by
[D]«, is a Fréchet space (F-space in short).

Since

IEX] =&Y <X -Y[=[X-Y|,, VXYEeD,
we then have

Corollary 2.1. Let £ be a self-dominated (resp. strongly self-dominated) nonlinear
pre-expectation defined on D. £* can be continuously and uniquely extended to the F-space
[D]«. It is a self-dominated (resp. strongly self-dominated) expectation such that

X =&V <X =Y., VXYelDL,

and such that
XY -y =& X]-¢&7Y], VX, YeD.
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Corollary 2.2. Let £ be an E*-dominated (resp. strongly dominated) pre-expectation
defined in D. Then & can be uniquely extended to the Fréchet space D], satisfying

EX] =] <X =Y, VXY e[D..

Moreover, this extension £ is an E*-dominated (resp. strongly dominated) nonlinear expec-
tation.

2.3. Examples
We give some examples of nonlinear expectations.

Example 2.4. A linear pre-expectation E| -] is strongly self-dominated. The completion
space [Ly(F)]« is L1(Q, F, P*) with P*(A) := E*[14].

Example 2.5. An extremely strong nonlinear pre-expectation and an extremely weak
one on Ly(F) in the sense of domination are respectively

EX[X]:=sup X (w), and Ex[X]:= inf X(w).
weN weN

£ is strongly self-dominated. € is dominated by £°°. It induces a Banach space [D]s
under the norm: || X := sup | X (w)|.
weN

Remark 2.3. If a nonlinear pre-expectation £! defined on D is dominated (resp.
strongly dominated) by some other one £2, then £! is also dominated (resp. strongly dom-
inated) by £*. Thus £! can be continuously and uniquely extended to [D]s.

Example 2.6. Let f : R — R be continuous and strictly increasing function and
let f~! be its inverse. Given a nonlinear pre-expectation £. We can construct another
pre-expectation by

Er[X] = fHEF (X))
A typical example is fy(z) = (27)? — (27)P for some p > 1. We have &, [|X]] :=
(E[IX[P)])1/P. If £ is linear, then it is dominated by &,. The induced norm is L.

Example 2.7. A typical situation of the above £; is in risk sensitive controls, where
f(z) := e’ (see for example [30]).

Example 2.8. Let {E;, i € I} be a family of linear pre-expectation defined on Lj(F).
We set

EX[X] := sup E;[X], E[X] :=inf E;[X].
iel icl

We can check that £* is a strongly self-dominated nonlinear pre-expectations. It follows
from &, = —£*[—X] and thus

EX] = E[Y] = 7 [-Y] — £ [-X] < E[X - Y]

that &, is dominated by £*. We can check that || - ||
space.

. is a norm and [Ly(F)]. is a Banach
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Example 2.9. Let {E;;, i € I,j € J} be a family of linear pre-expectation defined on
Ly(F). We set

&i[X] : = sup E;;[X], E*[X]:= sup E;[X]=sup&[X],
jed iel, jeJ i€l
&E[X]: = inf &[X] = inf sup Ey[X], EL[X] : = sup inf Ej;[X].
[X]: = inf &[X] = infsup By [X] «[X]s = sup inf By [X]

Since ig EX] - 12; &Y < ig{& [X] = &[Y]}, we have
EfX] = &[Y] < inf{&[X] = &Y]} < sup&[X] - &Y ]
i iel
<sup&[|X =Y =& X =Y.
iel

Thus &, is £*-dominated. Consequently, &, is also dominated by £* since &,[X] = —&.[—X].

Example 2.10. Let f(x,y) : R?> — R be a continuous function such that f(z,y) >
fl@,y) ifx > a', y >y and such that f(x,z) = z. Then with the notions of the precedent
example, E[-]:= f(E*[],€«[*]) is a nonlinear expectation on [Ly(F)]..

Example 2.11. (g-Expectation (see [36])) Let (Fi):>0 be the filtration of a d-dimension
-al Brownian (By);>0 in a probability space (2, F, P) and let D be the linear space of all

bounded and { U fT}—measurable random variables. For each X € D, there exists a
T>0
T > 0 such that X is Fp-measurable. We solve the following 1-dimensional BSDE

—dYt = g(Zt)dt — thBt, YT = X,

where the given generator g(z) : R — R satisfies Lipschitz condition in z and g(0) = 0. We
define
Eq[X] == Yi|s=o.

&41X] is called g-expectation. This g-expectation has F;-conditional expectation £4[X/F]
:=Y;. It is the only F;-measurable element satisfying

EAE, X/ F) = E,1aX], VA€ F.

We thus call &, a filtration-consistent nonlinear expectation. A particularly interesting
case is g,(z) := p|z|, where p is a constant (see [7]) for an interesting application of &,
to economics and finance). When p > 0, &, is a strongly self-dominated nonlinear pre-
expectation in D. If p is bigger than the Lipschitz constant ¢ of a generator g, then &
is dominated by &, (see [8]). In particular, when p = 0, the related completion of D is
LY(Q, Fw, P).

Remark 2.4. A notion of £;,-dominated and F;-consistent nonlinear expectation was
introduced in [8]. We have proved that if the nonlinearity of an &£, -dominated expectation
depends only on the risk, then it is a g-expectation.

Example 2.12. (A Singular Case) Let a € R? be given. We set g* = p|a - 2|, Vz € R%.
In this case we have Egu[X] > Egv [X], for p > v. &y is strongly self-dominated

EguX] = Egu[Y] < Egu[X — Y]
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We then define £*°[X] := lim &£ [X]. It is easy to check that £ is still a strongly self-
H—00

dominated expectation. In finance, this expectation is used in the pricing of contingent
claims in an incomplete market (see [13, 14, 18, 19]).

2.4. L*-Norms

Let £* be a self-dominated nonlinear pre-expectation defined on Ly(F) and let L. (F)
be the completion of Ly(F) under the norm || - ||, in the sense of Theorem 2.1. We assume
furthermore that

X1, X5, € Lu(F) and X,,(w) 0, Yw € Q imply E*[X,] \,0.
Lemma 2.4. Under this assumption we also have
X, X1,Xo, - € Li(F) and Xp(w) \\ X (w), YVw € Q imply E¥[X,] \ £7[X],

X, X1,Xo,- - € Li(F) and X, (w) / X (w), YVw € Q imply E¥[X,] / E*[X].

Proof. In fact, since | X — X, |(w) \\ 0, Vw € Q. By the self-domination of £*, we have,
for the first situation,

0 <& [Xn] - ET[X] < ET[|X = Xa[] \ O,
and for the second situation,
0 <&*[X,] - E[X] <EIX — X,|] \\ 0.

Lemma 2.5. Let X € L.(F). Then E[|X|] — E[|X| An] < E[|X] —|X|An] \, O as
n / oo.
Lemma 2.6. Let X € L.(F). Then

E*HXH =0<= 8*[1{|X‘>0}] =0.

Proof. Necessity. Let £*[|X|] = 0. Suppose by contraction that £*[1¢x|>0}3] > 0. Since
for each w € Q, 1f x> (w) /" 1{ x>0} (w) as € \, 0, we then have

E g xi>ep) /" E 1y x>03] > 0.

It follows that there exists € > 0 such that £*[1{x|>¢;] > 0. Thus £ [elfx|>3] > 0 and
then £*[|X ] > E*[ely|x|>ey] > 0. This contradicts £*[|X|] = 0.
Sufficiency. We first prove £*[|X| A n] = 0 for each fixed n = 1,2,---. Since

0= &1y xj>03(W)] = E¥[n1y(x|An)>0}]
> E'[(IXI A )L x|any>03) = E[| X[ An],
we have E*[|X|An|=0. |[X|An] /| X|asn /oo, 0=E*[|X]|An] 7 E[|X]]. Thus

EX|X]] = 0.



170 PENG, S. G.

For each X € L. (F) we set

ess* sup X (w):=inf{c € R; ¢ > X in L.(F)},
weN

1X oo : = ess™ sup [ X (w)]-
weN

We then can define
LE(F) = {X € Lu(F); [ X|l400 < +o00}

By Lemma 2.6, L°(F) constitutes a Banach space under the norm [|X||, .
Remark 2.5. If £* is a linear expectation, then the space L°(F) becomes the classical
L>(F).

Lemma 2.7. Let X, X1,Xs,--- € Luoo(F) be such that || X, — X||,.. — 0 and let
f: R — R be a continuous function. Then f(X), f(X1), f(X2), - € LZ(F) and

[1f(Xn) = f(X)]loo — O

§ 3. Distributions of Random Variables and Stochastic Processes

In this section we consider nonlinear distributions of R%valued random variables and
Ré-valued stochastic processes. As in classic situations, the space R% can be generalized
to a Polish space §. We shall give a nonlinear generalization of Kolmogorov’s consistent
theorem.

3.1. Distributions of random variables

Let &[] be a nonlinear pre-expectation on Ly(F). We also denote by L;(B(R?)), the

space of B(R%)-measurable real functions defined on R? such that sup |¢(z)| < oo holds for
z€Rd

each ¢ € Ly(B(RY)). Let X € Ly(F) be given. The nonlinear distribution of X under &|-]
is defined by
Tlg] :=Elp(X)], ¢ € Ly(B(RY).

This distribution 7[-] is again a nonlinear pre-expectation defined on Ly(B(R%)).
3.2. Family of finite-dimensional nonlinear distributions of a process

In the rest of this paper Q will be a collection of R%valued processes defined on Rt =
[0,00). A typical situation is Q = C4(R"), the space of all R%-valued continuous functions
(wi)¢er+ equipped with the distance

(o)
plwh,w?) = 22_1[( max |w; — wtz|) A 1}
i=1

t€[0,7]

with F = B(C4(R")). Our formulation is also applied to some other canonical space such
as D(0,00), (R)192°), The space Ly(F) is defined in (2.2). We also set

Lo(f) = {X(W) = ¢(wt17 e awtm)v Vm > ]-7 ti, ,tm € R+a v¢ € Lb(B[(Rd)m])}
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It is clear that Lo(F) is a linear subspace of Ly(F).
Given a nonlinear pre-expectation &[] defined on Ly(F). The family of finite-dimension
-al nonlinear distributions of the canonical process (wt);c g+ under &[ -] is defined as follows.

For each integer m > 1, ¢ € Ly(B[(R*)™]) and ty,--- ,t,, € R (in this paper we always
assume that t1,--- , ¢, are different from each other), we set

7;1,'“ »itm [¢( : )] = 8[¢(wt17 e )wtm,)]5 ¢ € Lb(B[(Rd)m]) (31)
Since (w¢,,- -+ ,wy,, ) can be regarded as an R™*%-valued random variable, 7y, ... ¢, [¢(-)] is

a nonlinear pre-expectation defined on L;(B[(R%)™]).
As in classical situations, this family of distributions is consistent in the following sense.
Let I1,,, be the set of all permutations of (1,2,---,m), i.e., for each 7 € II,,,

7T(1, 27 e am) = (77(1)771-(2)) o aﬂ-(m))'
For each 7 € II,,, and ¢ € Ly(B[(R%)™]), we also denote

¢7T(x17 T axm) = ¢(x7r(1)7 T axﬂ'(m))'
We have the following obvious properties.

Lemma 3.1. The family of finite-dimensional nonlinear distributions of the process
(Wt)ielo,00) defined in (3.1) satisfies
(k0) Ty, ... 4, [6(+)] is a nonlinear pre-expectation on Ly(B[(R%)™]);

(kl) t1,e m[ ( )] Tr(1), “la(m) [¢7T( ’ )]a Ve Hm,
(k2) If ¢ € Ly(B[(R")™]) does not depend on ., i.e., é = ¢(x1, -+ ,Tm_1), then

Tty oot [0C)] = Ty e [0
From (3.1) we immediately have

Lemma 3.2. Let E' and 2 be two pre-expectations defined on Ly(F) and let {T;} , }
and {’]ﬁ 1., ) be the corresponding families of finite-dimensional distributions respectively
induced by E' and £? in the sense of (3.1). If E' is E2-dominated (resp. strongly domi-
nated), then for each t1,-++ ,tym € RT, ’];}tn is also ’Tt?,,,,im—dominated (resp. strongly
dominated):

T [0O] =T o O S TF L, (@ =0)()], Vo,u € Ly(BI(RY)™).

Namely {’]2 4, ) i dominated (resp. strongly dominated) by {’thtn} In particular, if
E* is self-dominated (resp. strongly self-dominated ), then the family of finite-dimensional
distributions {7} ... , } is also self-dominated (resp. strongly self-dominated).

We shall give an extension of Kolmogorov’s consistence theorem to nonlinear situations.
Theorem 3.1. (Nonlinear Kolmogorov Theorem)

(i) Let

(T @) m>1, byt € R, ¢ € Ly(B[(RY)™])}
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be a family of nonlinear pre-distributions satisfying (k0), (k1) and (k2). Then there exists
a unique nonlinear pre-expectation E[-] defined on Lo(F) such that

E[X] = ,Tt1,---,tm [¢( : )]7 Vm > 1ttt € R+7 VX e LO(}—)
with X (w) = ¢p(wy,, -+ ,wr,,), ¢ € Ly(B[(RH)™]).
(ii) If a family of nonlinear pre-distributions

(T 0,00 m 21, e b € B, 6 € LBI(RY)™))

albm

satisfying (k0), (k1) and (k2) is self-dominated (resp. strongly self-dominated), then the
corresponding nonlinear pre-expectation E*[-] is also self-dominated (resp. strongly self-
dominated). Consequently, we can use Theorem 2.1 to extend E* to the Fréchet space
[Lo(F)]« under the quasi-norm | X||, = E*[|X|]. The extension E* is a self-dominated
(resp. strongly self-dominated) nonlinear expectation.

(iii) Furthermore, if a family of nonlinear pre-distributions {Ty, ... +,,} satisfying con-

m

ditions in (i) is {75 .. ; }-dominated (resp. strongly dominated), then the corresponding
nonlinear pre-expectation £ is also E*-dominated (resp. strongly dominated). Consequently,
we can use Theorem 2.1 to extend € to a E*-dominated (resp. strongly dominated) nonlinear
expectation on [Lo(F)]«.

Proof. (i). From (k0), (k1) and (k2) we can consistently define a functional £[-] :
Lo(F) — R such that

Eld(wey, - yw,)] = T, [0, Vo € Lo(B(RY)™)).
The uniqueness is clear. From the monotonicity and constant-preserving of 7', we have
E[X]-E[Y] >0, if X >Y, (3.2)
Ele] =c. (3.3)

Thus £* is a nonlinear pre-expectation on Lo (F).
(ii) and (iii). Thanks to the self-domination of 7*, we have

T 0O =T WO ST [0 =9Il Vo,u € Ly(BI(R)™).

In other words,
EX]-E Y] <E[IX Y]], VX, Y € Lo(F). (3.4)

The rest of the conclusions follows directly from Theorem 2.1 and its corollaries.

§4. Nonlinear Markov Chains

4.1. Nonlinear markov chains

For simplification, we only consider time-homogeneous nonlinear Markov chains. Non-
homogeneous situation can be treated similarly. We consider the following family of nonlin-
ear pre-expectations, parametrized by t € R,

Ti[¢] : Ly(B(R")) — Ly(B(R"),  t>0. (4.1)
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In certain cases it is convenient to consider some (lattice) subspaces of L,(B(R?)), such as
Cp(R?) (uniformly continuous and bounded real functions on R%), instead of L,(B(R?)).

Definition 4.1. A family of nonlinear pre-expectations (4.1) is called a Markov chain if
it satisfies

(ml) For each fized (t,z) € R x RY, T;[¢](z) is a nonlinear pre-expectation defined on
Ly(B(R?)).

(m2) Tod](2) = o(c).

(m3) T¢[p](x) satisfies the following Chapman (semigroup) formula

T; 0 T[9] := Ts[L:[0]] = Tivs[d)]- (4.2)

Definition 4.2. Let T', 7?2 be two Markov chains defined on Ly(B(R?)). T! is said
to be dominated (resp. strongly dominated) by T2 if for each t € RT, the pre-expectation
T,'[] is dominated (resp. strongly dominated) by T2[-]. A Markov chain T. defined on
Ly(B(RY)) is said to be self-dominated (resp. strongly self-dominated) if it is dominated
(resp. strongly dominated) by itself.

4.2. Examples
Example 4.1. For ¢ € Ly(B(RY)), we set

_ g ly—af?
T2¢(x) := (2t) Rd¢(y)e><p{ |y (4.3)

This semigroup is induced by a standard d-dimensional Brownian motion (By)i>0 by Z,°¢(x)
= E[¢(x + By)]. Tt is well known that u(t, z) := T,¢(x) is the solution of the following heat
equation

ou 1
E(tax) = iAu(tax)a (t,i[,’) € [0,00) X Rda
u(0, ) = ¢(-) € Ly(B(R")). (4.4)

Example 4.2. (A Nonlinear Generalization of 7°) For some fixed ; € R and for each
#(-) € Ly(B(R?)), we first solve the following nonlinear equation

%(t;x) = %Au“(f,x) +‘LL|Vu“|’ (t,l‘) c [0700) « Rd,

Then we define
TV o(z) == u"(t,x), z € R%

It is also easy to check that (7;/");>0 is a semigroup defined on L>°(R™) . By Comparison
Theorem of Parabolic PDE, if ;1 > v, then

7' d(z) = T/ d(x).
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When g > 0, it is not hard to check that 7# is convex

T/ (ad + (1 = a)y)(z) > a(Z"¢)(z) + (1 — ) (T/¢)(x)
as well as homogeneous
T [plell(x) = pnT[I¢l)(x).

It is a strongly self-dominated nonlinear Markov chain.

Example 4.3. (A Generalization of T#) Let g(z,z) : R? x R? — R be a given

continuous function satisfying

g(an)EOa v.ﬁERd,
4 (4.6)
|g($,21)—g($,22)| SILL|21—2:2|, 21,22€R .
By analogy to the previous example, we first solve the following nonlinear equation
0 1
a—?(t,m) = JAu(t,a) +g(a,Vu),  (t,2) €[0,00) x R,
u(0, -) = ¢(-) € L*(RY). (4.7)
Then we define
T2¢(z) := u(t, x), r € R (4.8)

TY is strongly dominated by 7*.
The following example gives a fully nonlinear self-dominated Markov chain.

Example 4.4. Let a(z,v) : R® x R¥ — R"*™ and b(z,v) : R" x R¥ — R™ be uniformly
continuous and bounded functions such that a;; = aj;, a and b are uniformly Lipschitz
functions of 2. Let V be a closed and bounded subset of R¥. We consider the following fully
nonlinear parabolic PDE

%(t, x) = 15)2‘13 { idzn:l i (2,0)0p, 2, u + Zzn; bi(z, v)&‘xiu}, (t,z) € [0,00) x R,
u(0, -) = () € Cy(RY). (4.9)

Under the notion of viscosity solution, this equation has a unique solution in C,(R?). Then
we define 7,*¢(x) := u(t,z), x € R%. This is a strongly self-dominated Markov chain defined
on Cy(R%). We alos have T,*[A\¢] = \T;*[¢], for A > 0.

Remark 4.1. Equation (4.9) is known as Hamilton-Jacobi-Bellman equation. It is a
fully nonlinear equation. For detailed studies of this equation, we refer to [9], also [4, 21,
22, 27, 31, 32, 43].

Example 4.5. We can also consider a situation similar to Example 4 where (4.9) is
replaced by

8 n n
a—?(t,m) = l}g‘f/ { Mzz:l i (2,0) 0,2, u + ;bi(a:,v)axiu}.

The corresponding nonlinear Markov chain is dominated by 7.*.

Remark 4.2. We can also consider a combination of the last two examples (see [34]).
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8 5. Filtration-Consistent Expectation Generated
by Nonlinear Markov Chain

We shall introduce a filtration in the canonical space (2, F). A typical example is for
(Q,F) = (CHR),B(CIRT))). In this case we set

C&t(RJr) = {w e CURY); w(s) =w(t), Vs >t}

and F; := B(CY ,(R")). It is clear that (F)>o is a filtration and F = a{ U]:t}- Similarly
t
to the notions Ly(F) and Lo(F), we can define Ly(F;) and Lo(F).
5.1. Nonlinear expectation generated by nonlinear Markov chains

Let (7;)i>0 be a given nonlinear Markov chain satisfying (m1), (m2) and (m3). For a
fixed g € R%, we can induce a family of finite-dimensional nonlinear distributions in the
following way. For each given integer m > 1 and ¢ € Ly(B(R™*%)) and 0 < t; < -5 < ty,,

we successively define functions ¢; € Ly(R™~9*4) §=1,.-. m, by
¢1(£L’1, to ;xmfl) = Emftmfl [¢($1, o, Tm—1, )](xmfl)a
¢2(l‘17 e ;xm,—Q) = Zm_l—tm_g[(bl (mla o, Tm—2, )](xm—Q))

¢m71(x1) = Ezftl [¢m72(x17 : )](xl)v
Om(20) = Tt [Pm—1(+))(20). (5.1)
We then set
750 1, [8] := dm(w0) : Ly(B[(R)™]) — R. (5.2)

We have the following lemmas.

Lemma 5.1. The functional T,7°.. , [-] defined in (5.2) is a nonlinear pre-expectation
on Ly(B[(RH)™)).

Proof. This assertion follows from the fact that (7;);>0 are pre-expectations.

Lemma 5.2. If ¢ € Ly(B[(RY)™]) does not depend on x; for some 1 <i <m, i.e.,

¢ = ¢($1;"' 7$i71,$i+1,"'$m);

then ¢ can also be treated as an element of Ly(B[(RY)™~]) and we can use Ty[c] = c to get

Ttgf? tm [¢] = Zf?mti,l,tiﬂm b [¢] (5'3)

From the Chapman relation of 7y, it is easy to check

Lemma 5.3. For each ¢ € Ly(B[(RY)"™]) and 0 < t; < -+ < timn,

T . Tz . _ T
,Ttl?“' o © ,Ttn+17tn7"' stngm —tn [¢] T 7;1? ytn [,Ttn+1*tnr“ stngm —tn [¢]] - ,Ttl? Ingm [¢]
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Here the meaning of the left hand side is as follows. We first take (x1,--- ,xy) as a fized
parameter and calculate Y(x1, - ,x,) = ’];ﬁl_tm,,, R [o(x1,- -+ ,xpn,)]. Then we cal-
culate

Tt Tt gt @ = T, O] (5.4)

Lemma 5.4. We define the family of nonlinear distributions related to the Markov chain
T; by

{Trtt)som(eo) |07 =T ., (8], Vm >0, 0<t;<- <tm, ¢€Ly(B(R")™), m€ll,}.

This family satisfies the generalized Kolmogorov consistence conditions (k0), (k1) and (k2).

Proof. (k0) is due to Lemma 5.1. (k1) property of 7,0
(5). The (k2) property is from (5.3) of Lemma 5.2.

is simply due to its definition

m

Lemma 5.5. Let 7. and T! be two Markov chain defined on Ly(B(R?)) such that T.

is dominated by T!, and let T;°. , [-] and T'{? , [-] be the corresponding families of
nonlinear distributions related respectively to T. and T' Then for each ti,--- ,t, € RT,
750 .. 1] is dominated by T'Y ., [-].

Proof. Without loss of generality, we can suppose that 0 <t; < --+ < t,,,

T [0 = T30 WO =T Tyt =[O = T [Tyt o =2 V]
< T/flo [Ttr}tl,--- St —t1 (9] — 7;2'41,--- ,tmftlw)]]'

Repeating this procedure and applying (5.4) for 7', we have T,7°.. , [¢(-)] = T;°.. 4 [(-)]
<T/™. , [¢(+) —(+)]. This completes the proof.

o stm

Since the family 79, ., t1,--- ,tm € RT of finite-dimensional nonlinear distributions
satisfies the generalized Kolmogorov consistence conditions (k0), (k1) and (k2), from Non-
linear Kolmogorov Theorem 3.1, we have immediately

Theorem 5.1. (i) Let T. be a Markov chain defined on Ly(B(R?)). Then there exists

a unique nonlinear pre-expectation E[-] defined on Lo(F) such that the related family of

finite-dimensional nonlinear distributions of the canonical process (wi)iep+ 1 {’Tt?,,%tm;

t1, -+ ytm € RT} (defined in (5)). Particularly, for any X € Lo(F) with X = ¢(wy,, -,
we, ), ¢ € L2((RY)™) we have

EX] =1 ., [9]. (5.5)

(ii) Let T and T? be two Markov chains defined on Ly(B(R%)) such that T is dom-
inated (resp. strongly dominated) by T2 and then the corresponding £' is also dominated
(resp. strongly dominated) by E%. In particular, if a Markov chain T* is self-dominated
(resp. strongly self-dominated), then the corresponding pre-expectation E* on Lo(F) satis-
fying (5.5) is also self-dominated (resp. strongly self-dominated). Consequently £* can be
defined on the completion of [Lo(F)]« under the quasi-norm || X||, = E*[| X]].

(iii) Moreover, if a Markov chain T. on Ly(B(R%)) is dominated (resp. strongly dom-
inated) by the above T*, then the corresponding nonlinear pre-expectation £ can be also
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uniquely extended to [Lo(F)]«. The extended nonlinear expectation & is still dominated
(resp. strongly dominated) by E*.

5.2. Conditional nonlinear expectations under F;
Let ¢t > 0 and let X € Lo(F) be given as
X = Wiy, s Whs Wy 2 W) 0<t; < -+ <tp<- <tpim, (5.6)

where ¢ € Ly((RY)"*+™). Without loss of generality, we may assume t,, = t. We consider,
for each fixed (z1,--+ ,2,) € (RY)", ¢(21, -+ ,Tn,) € Ly(B[(R?)™]) and set

(I)(xlv S, x’ﬂ) = Ziil—tn,"' tngm—tn [¢(x17 T, )](xn) (57)
Definition 5.1. For any X € Lo(F) in form of (5.6) with t = t,, the conditional
nonlinear pre-expectation under F; denoted by E[- /Fy] : Lo(F) — Lo(F:) is defined by
E[X/./Tt] = @(wt1,~~ ,wt"). (58)
where ® € Ly(B[(RY)™)) is given by (5.7).

Remark 5.1. The above formulations suggest that, in contrast to one’s intuition, an
Fr-consistent expectation is calculated in a backward manner: from the terminal point T
to the initial time ¢t = 0. In fact we first have data E[X/Fr| = X, then E[X/F] from t < T
till ¢ = 0. In some sense, we are calculating a kind of backward SDE of type [33].

Lemma 5.6. For a given t =t,, > 0 we have

Elg(wiy, - ywe, ) X/ Fe] = 1kE[X/Fel(wry, -+ s we,,), VKEB((Rd)"), (5.9)
EEIX/ T/ Fs] = E[X] Fins]- (5.10)
Proof. When (z1,---,z,) is considered as a parameter, it is clear that
7?211,157“,,, ,tn+m7tn[1K(x17 te ,xn)¢($1, T,y )]
= 1K($1’ e 5xn)7;i:_1_tm... tntm—tn [(b(xl) Tyt )] (511)

Thus (5.9) holds. (5.10) is simply from the definition.

Remark 5.2. The above definition (5.8) is applied for any ¢ € R™. Indeed, if ¢t ¢
{t1,-* ,tn+m} then we can use Lemma 5.2 to treat ¢ as an element in L>°((R®)n+m+1),

The following result is a simple consequence of Lemma 5.5.

Lemma 5.7. Let T! and T2 be two Markov chains defined on Ly(B(R?)) such that T!
is dominated (resp. strongly dominated) by T2 and then the corresponding conditional non-
linear pre-expectations E'[- /F] is also dominated (resp. strongly dominated) by E%[- | F],
1.€.,

EVX/F](w) — ENY/F](w) < E|X = Y|/ Fi](w), YweQ
(resp. EYX/F)(w) — ENY /) F(w) < EXX - Y/ F)(w), Yw € Q).
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In particular, if T* is a self-dominated (resp. strongly self-dominated) Markov chain, then
the corresponding E*[- [ F] is also self-dominated (resp. strongly dominated).

Now let £[-] and £[- /F%] be induced by 7 which is dominated by the above 7*. From
EX/F) = EY/R] <EX =Y|/R], VXY € Lo(F), (5.12)

we have |E[X/F] - E[Y/F| < E(|X ~Y|/F), VX, Y € Lo(F). It follows from E*[£*[- /Fy]]
= &*[-] that YX,Y € Lo(F),

1E[X/F] = EY/ Rl < X =Y, . (5.13)
We then have

Propsition 5.1. Under the constraint (5.13), the conditional nonlinear pre-expectation
&l /Fi] defined on Lo(F) can be uniquely extended to a continuous mapping

E[-/F]: [Lo(F)lw — [Lo(Fi)]-

We have, for each X, X' € [Lo(F)]s,
1) EX/F) =X, if X € [Lo(Ft)]«;s
i) If X > X', then E[X/F,] > EIX' ) F;
) EEIX/ T/ Fs| = EIX] Funsl, EIE[X/F] = E[X];
iv) Elg (weys - wi, ) X/ F] = 1ic(wey, -+ we, )E[X/ Tl
)€

(X/F)—EY/F] <EX X -Y/F], VX,Y € [Lo(F)]«.

(
(
(iii
(
(v

Remark 5.3. From Example 4.4 we see that the JF;-consistent nonlinear expectations
introduced in this section can be fully nonlinear. Thus the framework of this section largely
generalizes the notion of g-expectation.

§ 6. Backward SDE Under Nonlinear Expectations

We are in the framework of the previous section. For each j = 1,---,m, let £/ be
a self-dominated nonlinear expectation defined on [Lo(F)]« ;, the completion of Lo(F) un-
der |||, ; = E*I| - |], and let &7 be £*J-dominated nonlinear expectation on [Lo(F )]s ;-
We assume that these £*7 and &’ are Fy-consistent and satisfy all properties in Propo-
sition 5.1. We also assume that £*/[aX] = a€*I[X],Va > 0, X € [Lo(F)]« . Under
this assumption, [|- |, ; = E*I[| - |] becomes a norm. Thus [Lo(F)].; is a Banach spaces.
We assume that, for each j, [Lo(F)].; is a separable space under |- ||, ;. An R™-valued
random vector Y = (Y!,---,Y™) is said to be in [Lo(F)]s if Y7 € [Lo(F)]s,; for each

j=1,---,m. The norm of [Lo(F)]. is defined by |- ||, :=  ax [, ;- We also denote
<j<m ’

ElY]:= (M), &M Yul), EY/F] = (E Y1/ Fi, -, EM Y/ Fi])-
We are interested in R™-valued stochastic processes Yi(w) : t € [0,T] — [Lo(F)]«. We
first consider the following space of stochastic processes:

N
Lo(0,T: B™) = {¥i = Y &1a,(t), € [0,T); VN, ¥& € [Lo(F)), ¥ {4}, }.
i=1
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where {Ai}ivzl is an arbitrary partition of B([0,77), i.e., A; € B([0,T]), A; N A; = 0, when
N

i # jwith |J A; =[0,T]. A process is said to be B([0, T'])-strongly measurable if there exists
=1

a sequence {Y}22, in Ly(0,T; R™) such that HYZ -Y H* converges to zero for m(dt)-almost

all t € [0, T]. Here m(dt) = dt denotes the Lebesgue measure.

N N
For cach Y € Lo(0,T; R™) with Y; = . &14,(t), we define [ Yids := 3 &m(A,).
i=1 =1

Since

N
2 &im(4s)

N N
< 2 ll&m(Ad)ll = X2 [[€itll«m(A;), we then have
=1 i=1

T T
H/ stsH g/ IY,lluds, VY € Lo(0,T; R™). (6.1)
0 * 0

It is clear that fOT |- |l ds constitutes a norm on Lo(0,T; R™). The completion of Lo (0,7
R™) under this norm is a Banach space and is denoted by L.(0,7; R™). For each (Y;):>0
€ L.(0,T;R™) we can define fOT Ysds := lim fOT Yids, where {Y?}$°, is a sequence in

Lo(0,T; R™) which converges to Y under the norm fOT |I- 1], ds. By (6.1) this integral is
uniquely defined. Furthermore

T T
H/ stsH g/ IY,|l.ds, VY € L.(0,T;R™). (6.2)
0 * 0

fOT Ysds is called the Bochner’s integral of (Y;)i>0 (see e.g. [44]). It is easy to see that,
for each Y € L.(0,T;R™), the process fot Y.ds = fOTK1[07t}(s)ds, t € [0,7] is still in
L,.(0,T; R™). We also define a space of adapted processes

M.(0,T; R™) :={Y € L.(0,T; R™); Y; is Fi-measurable for each t € [0,T]}.
We assume
For each X € [Lo(F)],, EIX/Filtcjo,r) € Mi(0,T5 R™), (6.3)
lim [€1X/Fo1o] - ELX/ . =0. (6.4)
We also assume that
EX+n/Fi) =EX/Fl+n, VX €[Lo(F)l+, n € [Lo(Fi)]+, VI = 0. (6.5)
Let a function f: (w,t,y) € Q x [0,T] x R™ — R™ be given such that

|f(t7y1)_f(tay2)| SC(1|y1_yQ|a vyh y26R7

where C4 is a fixed constant. For a given terminal data X € [Lo(F)]., we consider the
following type of Backward Stochastic Differential Equation (BSDE):

v, =[x+ /tT F(s.Yo)ds| 7. (6.7)
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Theorem 6.1. We assume (6.3)—(6.6). Then there exists a unique process Y € M, (0, T
R™) solution of (6.7). Moreover, Y; is continuous in t in the following sense:

i Yios —Yi||l. =0 Vit 0,7).
61{%” t+9 tH* ’ E[v )

Proof. We first consider a special situation of (6.7) when f = ¢ € M,(0,T; R™). It is
clear that forany 0 <a <b<T, X + fab ¢sds € [Lo(F)]«. Moreover we have

Y, :5[X+/tT¢Sds|ft] :5[X+/OT¢sds|ft} +/Ot¢sds.

Thus Y € M.(0,T; R™). The first term of the right hand side is continuous in time, so is
the second term since

146 t 4o
| ; ¢Sds_/0¢sd8“*§/t ool ds N0, as 6\, 0.

We now consider the general situation. By the above discussion, we define a mapping
Aely.) s L¥(0,T; R™) — LY (0,T; R™) by Ai(y.) = E[X + [ f(s,y(s))ds/F:]. For each
t, we have

*

)~ Al = | [ 1) — sl

T T
< / 1£(s.5) — F(s,5)]l, ds < C / lys — o] ds.
t t

We observe that, for any finite number 3, the following two norms are equivalent in M, (0, T
R™) fOT | psl, dt ~ fOT llps]l, €etdt. Thus we multiply 2“1t on both sides of the above
inequality and then integrate them on [0, 7. It follows that

T T T
/ IAu(y.) — Auly )20t < Cy / (20t / lys — o]l ds
0 0 t

T s T
e / / Ot |y, — gL, ds = (2C) 1O / (€9° — 1) lys — o], ds.
0 0 0

We then have

T T
1
/ 1Ay ) = Ayl >t < o / lye — will, €2 dt.
0 0

Namely, A is a contract mapping on M, (0,T; R™). It follows that this mapping has a unique
fixed point Y: Y; = £[X + ftT f(s,Ys)ds|F].
We now consider the difference of the solution of BSDE (6.7) and the one of the following
BSDE: .
Y/ = E[X' +/ [f(s,Y]) + ¢s]ds| F¢]. (6.8)
t

where X’ € [Lo(F)]« and ¢ € M, (0, T; R™) are given. The following continuous dependence
theorem estimates the distance between the solutions of (6.7) and (6.8).
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Proposition 6.1. We have

T T
/ 1Y = ¥/, @t < Co | X — X7, + Co / €21t |, dt, (6.9)
0 0

where the constant Cy depends only on Cy, the Lipschitz constant of f(t,y) with respect to
y and T.

Proof. We have

T
=¥l < X=X [ e = p(s ¥las

*

T
<X - x|, +/t 1£(s,Y2) — F(s, YD), ds

T
<X - X| + / (C 1Ya = Y1, + 6]l ]ds.
t

2C1t

As in the previous proof, we multiply e on both sides of the above inequality and then

integrate them on [0, T7:
T
/ 1Y — ¥/l 2Ot
0
T T T
<ix-x), [ et [ e e v - Vil + ol Jasds
0 0 t
T
<X =X @7 = 1)+ [ @OTieren Y - Y1 + e Jat
0

Thus we have (6.8).

Remark 6.1. Unlike the classical theorem of BSDE, the above result of existence and
uniqueness does not require the conditions for the Fp-measurability of X. If X is assumed
to be Fpr-measurable, then we have Ypr = X.

8§ 7. Nonlinear Expectations, Nonlinear Expected Utilities
and Risk Measures

To measure the preference of an agent A, a fundamental tool in economics is the utility
functional of A. Under this framework, A prefers a random choice X than Y is formulated
by U(X) > U(Y). We shall work in L$°(F) space introduced in Subsection 2.4. A utility
functional of the agent A is a real functional U(-) : L°(F) — R. This functional satisfies
the following obvious axioms:

(ul) Monotonicity: if X > YV in LP(F), then U(X) > U(Y), and if X > Y and
|IX =Y, >0, then U(X) >U(Y);

(u2) Continuity: if [|X; — X||,., — 0, then U(X;) — U(X).

We observe that if we assume moreover that I/ is constant-preserving, then it is a non-
linear expectation defined on L$°(F). In general, a utility is not constant-preserving. But
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we have the following nonlinear expected utility theorem which generalized the well-known
von Neuman-Morgenstern’s axiom on expected utility.

Proposition 7.1. Let £[-] be a strictly monotonic expectation satisfying (E1), (E2) in
Definition 2.1. We assume that € is continuous in L°(F) and let u be a continuous and
strictly increasing function u(-) : R — R. Then the functional U defined by

UX) = E[u(X)] (7.1)

is a utility functional satisfying (ul) and (u2).

Conversely, for each given utility U(-) satisfying (ul) and (u2), there exist a strict
monotonic nonlinear expectation E[-] and a continuous and strictly increasing function
u(-): R — R such that (7.1) holds.

Proof. The first claim is easy. For the second one, we set
u(z) == U(z), V&€ R. (7.2)

By (ul) and (u2) it is clear that u(-): R — R is continuous and strictly increasing, so is
its inverse u~!. It follows that for each X € L°(F), u=!(X) is also a bounded element in
L$°(F). We then can set

EX] =Uu(X)). (7.3)

Obviously (7.1) holds for this functional. It remains to prove that £ is a nonlinear expectation
defined on L$°(F). Tt is clear that this functional £[-] also satisfies the same properties (ul)
and (u2) for that of U(-). Moreover, according to the definition of U, £ is constant-
preserving: &[c] = U(u"t(c)) = u(u=*(c)) = c. Thus &[-] is a nonlinear expectation in the
sense of Definition 2.1.

Remark 7.1. In [42] von Neumann and Morgenstern have introduced the well-known
expected utility and the related axiomatic system. It is widely used in economics, e.g.,
financial economics. They claimed that U can be characterized by U(X) = E[U(X)]. Here
U : R — R is a continuous and strictly increasing function. E' is the (linear) expectation in
some probability space (2, F, P). It is clear that an expected utility satisfies (ul) and (u2).

But some real world utilities can not be represented by this expected utility. A well-
known counterexample is the well-known Allais paradox (see [1]). If an agent A equipped
with an expected utility has the following four random choices &,, &, £ and &; with the
following distributions:

P(&, = 100m) = 1;

P(& = 500m) = 0.10,

P(& = 100m) = 0.89,  P(& = 0m) = 0.01;

P(¢. =100m) = 0.11, P& = 0m) =0.89;

P(&; =500m) =0.10,  P(&; = 0m) = 0.90;
then it is easy to check that, for any function U, we always have U (&) —U (&) = U (&) —U(Eq)-
But most people tested in experiments prefer to choose £, than &,, and to choose £; than &..
This contradicts the above equality. The notion of nonlinear expected utility of form (7.1)
can overcome this paradox.
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Remark 7.2. (Dynamical Risk Measures in Finance) In quantitative risk management
of finance, risk measure is a central issue. Axiomatic definitions of measures of risk, called
coherent risk, were introduced in [2]. A more general type, called convex risk measures,
was then introduced in [23] (see also [24]). Recently Rosazza Gianin [41] considered a type
of dynamic risk measures induced from g-expectations, defined in Example 2.11. This g-
expectations provide naturally an F;-consistent measure of risk (see [3, 5, 38-40]).
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