n b
Electr® 8biljty

Electron. J. Probab. 20 (2015), no. 127, 1-38.
ISSN: 1083-6489 DOI: 10.1214/EJP.v20-3758

An FBSDE approach to the Skorokhod embedding
problem for Gaussian processes with non-linear drift

Alexander Fromm* Peter Imkeller? David J. Promel*

Abstract

We solve the Skorokhod embedding problem for a class of Gaussian processes in-
cluding Brownian motion with non-linear drift. Our approach relies on solving an
associated strongly coupled system of Forward Backward Stochastic Differential
Equations (FBSDEs), and investigating the regularity of the obtained solution. For
this purpose we extend the existence, uniqueness and regularity theory of so called
decoupling fields for Markovian FBSDE to a setting in which the coefficients are only
locally Lipschitz continuous.
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1 Introduction

The Skorokhod embedding problem (SEP) stimulates research in probability theory
now for over 50 years. The classical goal of the SEP consists in finding, for a given
Brownian motion W and a probability measure v, a stopping time 7 such that W,
possesses the law v. It was first formulated and solved by Skorokhod [Sko61, Sko65] in
1961. Since then there appeared many different constructions for the stopping time 7
and generalizations of the original problem in the literature. Just to name some of the
most famous solutions to the SEP we refer to Root [Roo69], Rost [Ros71] and Azéma-Yor
[AY79]. A comprehensive survey can be found in [Obt04].

Recently, the Skorokhod embedding raised additional interest because of its new
applications in financial mathematics, as for instance to obtain model-independent
bounds on lookback options [Hob98] or on options on variance [CL10, CW13, OdR13].
An introduction to this close connection of the Skorokhod embedding problem and robust
financial mathematics can be found in [Hob11].
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An FBSDE approach to the Skorokhod embedding problem

In this paper we construct a solution to the Skorokhod embedding problem for
Gaussian process G of the form

t t
Gt = G() +/ Qg ds +/ 65 dWSa
0 0

where Gy € R is a constant and «, 3: [0,00) — R are suitable functions. Especially,
this class of processes includes Brownian motions with non-linear drift. The SEP for
Brownian motion with linear drift was first solved in the technical report [Hal68] and
30 years later again in [GF00] and [Pes00]. Techniques developed in these works can
be extended to time-homogeneous diffusions, as done in [PP01], and can be seen as
generalization of the Azéma-Yor solution. However, to the best of our knowledge there
exists no solution so far for the case of a Brownian motion with non-linear drift.

The spirit of our approach is related to the one by Bass [Bas83], who employed
martingale representation to find an alternative solution of the SEP for the Brownian
motion. This approach was further developed for the Brownian motion with linear drift
in [AHIO8] and for time-homogeneous diffusion in [AHS15]. It rests upon the observation
that the SEP may be viewed as the weak version of a stochastic control problem: the
goal is to steer GG in such a way that it takes the distribution of a prescribed law, which in
case of zero drift is closely related to the martingale representation of a random variable
with this law. We therefore propose in this paper to formulate and solve the SEP for G in
terms of a fully coupled Forward Backward Stochastic Differential Equation (FBSDE).

In general terms, the dynamics of a system of FBSDE is expressed by the equations

stXo—F/ u(r,X,>7Y,>,Zr)d7’—|—/ o(r, X, Y., Z.)dW,.,
0 0

T T
Ytzs(XT)—/ f(r,Xr,Yr,Zr)dr—/ Z,dW,, tel0,T),
t t

with coefficient functions u, o of the forward part, terminal condition £ and driver f
of the backward component. In recent decades the theory of FBSDE with its close
connection to quasi-linear partial differential equations and their viscosity solutions
has been propagated extensively, in particular in its numerous areas of applications as
stochastic control and mathematical finance (see [EPQ97] or [PW99]).

There are mainly three methods to show the existence of a solution for a system of
FBSDE: the contraction method [Ant93, PT99], the four step scheme [MPY94] and the
method of continuation [HP95, Yon97, MY99]. As a unified approach, [MWZZ15] (see
also [Del02]) designed the theory of decoupling fields for FBSDE, which was refined and
extended to a multidimensional setting in [FI13, Fro15]. It can be seen as an extension
of the contraction method. In our approach of the SEP via FBSDE, we shall focus on
the subclass of Markovian ones for which all involved coefficient functions (&, (i, o, f))
are deterministic. We, however, have to allow for not globally, but only locally Lipschitz
continuous coefficients (i, o, f) in the control variable z, and therefore to develop an
existence, uniqueness and regularity theory for FBSDE in this framework.

Equipped with these tools we solve the FBSDE system resulting from the SEP. We
first construct a weak solution, i.e. we obtain a Gaussian process of the above form and
an integrable random time such that, stopped at this time, the process possesses the
given distribution v. Under suitable regularity on the given measure v and the process,
this construction will be carried over to the originally given Gaussian process G. This
solves the SEP for G.

The paper is organized as follows: in Section 2 we relate the SEP to a fully coupled
system of FBSDE, and in Section 3 we establish general results for decoupling fields of
FBSDE. The Skorokhod embedding problem is solved in Section 4, in its weak and in its
strong version. Section A recalls some auxiliary results for BMO processes.

EJP 20 (2015), paper 127. ejp.ejpecp.org
Page 2/38


http://dx.doi.org/10.1214/EJP.v20-3758
http://ejp.ejpecp.org/

An FBSDE approach to the Skorokhod embedding problem

2 An FBSDE approach to the Skorokhod embedding problem

We consider a filtered probability space (2, F, (]-})te[o’oo), P) large enough to carry
a one-dimensional Brownian motion W and with F := o (|J;2, F:). The filtration (F;) is
assumed to be generated by the Brownian motion and to be augmented by P-null sets.

Let us start by formulating the Skorokhod embedding problem (SEP) in the modified
version: For a given probability measure v on R and a Gaussian process G on [0, co) of
the form

t t
G = Go+/ asds+/ 8, dw,, 2.1)
0 0

where Gy € R is a constant and «, 3: [0, 00) — R are deterministic measurable processes
such that fot los| ds + fg B%ds < oo for all t > 0, find an integrable (F;)-stopping time 7
together with a starting point ¢ € R such that ¢ + G has the law v.

In order to have a truly stochastic problem g should not vanish and v should not be a
Dirac measure. In fact, we will assume that § is bounded away from zero later on.

Our method of solving this problem is based on the observation that it may be viewed
as the weak version of a stochastic control problem: We want to steer G in such a way
that it takes the distribution of a prescribed law. The spirit of our approach is related to
an approach to the original Skorokhod embedding problem by Bass [Bas83] that was
later extended to the Brownian motion with linear drift in [AHIO8]. The procedure of
both papers can be briefly summarized and divided into the following four steps.

1. Construct a function g: R — R such that g(1¥;) has the given law v.
2. Use the martingale representation property of the Brownian motion for a = 0 and
8 =1 or BSDE techniques for a = k # 0 and 5 = 1 to solve

1 1
Yt:g(Wl)—n/ zzds_/ Z,dW,, teo,1]. 2.2)
t t
3. Apply the random time-change of Dambis, Dubins and Schwarz in the quadratic

variation scale fo Zf ds to transform the martingale fo ZsdW, into a Brownian

motion B. This also provides a random time 7 := fol Zf ds fulfilling B> + «x7+ Yy =
g(W1), which is why B; + k7 + Yj has the law v.

4. Show that 7 is a stopping time with respect to the filtration generated by B through
an explicit characterization using the unique solution of an ordinary differential
equation. With this description transform the embedding with respect to B into
one with respect to the original Brownian motion W to obtain the stopping time 7
as the analogue to 7.

The first step of the algorithm just sketched is fairly easy. Let F': R — [0, 1] such that
F(z) := v((—o0, z]) is the cumulative distribution function associated with v and define
F71:(0,1) - R via F~!(y) := inf{x € R : F(z) > y}. Denoting by ® the distribution
function of the standard normal distribution, we define g: R — R by g(x) := F~1(®(z)).
It is straightforward to prove that g has the following properties.

Lemma 2.1. The function g is measurable and non-decreasing. Moreover, if v is not a
Dirac measure, then g is not identically constant and g(W,) has the law v.

Proof. Since ® and F~! are measurable and non-decreasing, their composition ¢ is also
measurable and non-decreasing.

Clearly, g can only be constant if F'~! is constant, which can only happen if F assumes
values in {0, 1}. This only happens in case v is a Dirac measure. In order to see that g(W7)
has the law v, note that P(g(W;) < z) = P(W; < @~ Y(F(z))) = ®(®~}(F(z))) = F(z) for
x € R. O
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Since we want to require as little regularity as possible for the processes involved,
we use the concept of weak differentiability. We recall that a measurable f: 2 x R™ - R
is weakly differentiable if there exists a mapping d%\ f: QxR™ = RY™" such that

d d
| egfeni= = [ fengrena

for any smooth test function ¢: R™ — R with compact support, for almost all w € 2.

Now we define a measurable function §: [0,00) — R via §(t) := G + fot as ds such
that X, = 6(¢) + f(f 3, dW,. Obviously, é is weakly differentiable (if setting it to Gy = 6(0)
outside of [0, 00)). Conversely, for every weakly differentiable function 5 [0,00) = R we
can set Gg := 6(0) and o, := §'(s).

Furthermore, define H: [0,00) — [0,00) via H(t) := fot (2 ds. Note that H is weakly
differentiable, monotonically increasing and starts at 0. If we assume that 3 is bounded
away from 0, H becomes strictly increasing and invertible such that the inverse function
H~! is monotonically increasing and Lipschitz continuous. In this case we can define
§:=60H~!. Notice, if 3 = 1, then H = Id and thus § = 4.

For the second step we assume that 3 is bounded away from 0 and observe that
the random time change, which turns the martingale fo Z,dW, into a Gaussian process
of the form [; 8, dB, simultaneously turns the scale process [; Z2ds into [, f2ds = H.
This means we have to modify the classical martingale representation of g(W;) to

g(Wl)—i—S(H_l(/OlZfds)) —]E{g(Wl)—kS(H_l(/ol Zf@))} :/OlstWs,

which amounts to finding a solution (Y, Z) to the equation

1 1
Yt:g(Wl)—é(/ Zfds)—/ ZsdWs, te[0,1]. (2.3)
0 t

For 6(t) = 0 this would be just the usual martingale representation with respect to
the Brownian motion. Also for a linear drift 6(¢) = st and 8 = 1 equation (2.3) can be
rewritten as

t 1 1
Yt::Yt—i—n/ Zfds=g(W1)—m/ Zfds—/ ZsdW,, te[0,1],
0 t t

which is exactly the BSDE (2.2) related to the SEP as stated in [AHIO8]. In the case of a
Brownian motion with general drift equation (2.3) would be a BSDE with time-delayed
terminal condition. Unfortunately, the theory of BSDE with time-delay as introduced by
Delong and Imkeller [DI10] and extended by Delong [Del12] for time-delayed terminal
conditions reaches its limits in our situation. Alternatively, we will understand equation
(2.3) as an FBSDE and develop new techniques to solve it. This will be done in Section 3
and 4.

Before we tackle the solvability of equation (2.3), we show that it really leads to the
desired result in the third step of our algorithm. To be mathematically rigorous we
introduce the space $?(R) of all progressively measurable processes Y: Q x [0,1] — R
satisfying sup;c(o 1] E[|Y;]?] < oo, and the space H?(RR) of all progressively measurable
processes Z: 2 x [0,1] — R satisfying ]E[fo1 |Z,|? dt] < oo, where || denotes the Euclidean
norm on R.

In the entire paper we assume that 3 is bounded away from 0, i.e. inf ¢, o) |Bs| > 0.

Lemma 2.2. Suppose that (Y, Z) € $?(R) x H?(R) is a solution of (2.3). Then there exist
a Brownian motion B and a random time 7 with E[7] < co such that

7

YO+G0+/ ozsds+/ BsdBs = g(Why).
0 0
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Proof. Note that Y is a martingale with quadratic variation process fot Z2%ds fort € [0,1]
since Z € H?(RR). Now choose another Brownian motion B which is independent of Y.
If necessary we extend our probability space such that it accommodates the Brownian
motion B. Set 7 := H~! ( fol ZE ds), and define the time-change of the type of Dambis,
Dubins and Schwarz by

inf {¢>0: [y 22ds > [} 2ds}, if0<r<7,

oy =

1, ifr > 7.

Observe that the condition r < 7 is equivalent to [; 8Zds < fol Z2?ds. Since Y, is

a continuous martingale with quadratic variation H(r) = for $%ds, we can define a
Brownian motion B by

TAT
B’r’ ::BrfBr/\;-ﬁ»/ EdYU.gﬂ OST’<OO
0 s

We find 3 )
/ﬁsst+S<%>+Yo:Y1—m+5(/ Zfds)+%:g(wl)7
0 0

and further E[7] = E[H~!( fol Z2ds)] < oo, where we used that Z € H?(R) and H ! is
Lipschitz continuous. O

As an immediate consequence of the previous lemma we observe the following fact:
If we have a solution (Y, Z) € $2(R) x H?(R) of equation (2.3), we obtain a weak solution
to the Skorokhod embedding problem, i.e. a Gaussian process of the form (2.1), a
starting point ¢, and an integrable random time such that our process stopped at this
time possesses a given distribution.

At a first glance equation (2.3) might look easy. We, however, have to deal with a
fully coupled FBSDE which in addition possesses a not globally Lipschitz continuous
coefficient in the forward component.

3 Decoupling fields for fully coupled FBSDEs

The theory of FBSDESs, closely connected to the theory of quasi-linear partial differen-
tial equations and their viscosity solutions, receives its general interest from numerous
areas of application among which stochastic control and mathematical finance are the
most vivid ones in recent decades (see [EPQ97] or [PW99]). Owing to their general
significance, we treat the theory of FBSDEs and their decoupling fields in a more general
framework than might be needed to obtain a solution to our equation (2.3).

Although in Section 3.2 we will focus on the Markovian case, which means that all
involved coefficients are purely deterministic, let us dwell in a more general setting first.

3.1 General decoupling fields

For a fixed finite time horizon T' > 0, we consider a complete filtered probability
space (£, F, (Ft):efo0,1), P), where F contains all null sets, (W}).co,r is a d-dimensional
Brownian motion independent of Fy, and F; := o(Fo, (Ws)sejo,4) With F := Fr. The
dynamics of an FBSDE is classically given by

X, = Xo+ / ulr, X, Yo, Z,) dr + / o(r, X, Yo, Z:) AW,
0 0

T T
Y, = g(XT) - / f(rv XY, Zr) dr — / Z, dW,.,
t t
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for s,t € [0,T] and Xy € R", where (£, (u,0, f)) are measurable functions such that

QxR - R™, M3[07T]XQXRHXRmXRde—>R"’
o:[0,T] x @ x R x R™ x R™*4 — R™ 4 £:]0,7] x @ x R" x R™ x R™*¢ — R™,

for d,n,m € IN. Throughout the whole section u, o and f are assumed to be progressively
measurable with respect to (]:t>t€[0,T]-

A decoupling field comes with an even richer structure than just a classical solution.
Definition 3.1. Let ¢ € [0,T)]. A function u: [t,T] x Q& x R" — R™ with (T, ) = ¢ a.e. is
called decoupling field for (&, (u, 0, f)) on [t,T] if for all t;,ts € [t,T] with t; <ty and any
Fi,-measurable Xy, : ! — R™ there exist progressively measurable processes (X,Y, Z)
on [t1,ts] such that

X5=Xt1+/ u(r,XT,YT,Zr)dH/ o(r, X,, Yy, Z,) W,
t t

t12 1t2

Y, =Y, - f<nXT,YT,ZT)dr—/ Z, dW,, Y, —u(s,X,),  (3.1)

S

for all s € [t1,t2]. In particular, we want all integrals to be well-defined.

Some remarks about this definition are in place.

* The first equation in (3.1) is called the forward equation, the second the backward
equation and the third will be referred to as the decoupling condition.

» Note that, if t; = T, we get Y = £(X7) a.s. as a consequence of the decoupling
condition together with u(7T,-) = £. At the same time Yr = £(Xr) together with
decoupling condition implies u(7),-) = ¢ a.e.

» If t = T we can say that a triplet (X,Y, Z) solves the FBSDE, meaning that it
satisfies the forward and the backward equation, together with Y7 = £(Xr). This
relationship Yy = £(X7r) is referred to as the terminal condition.

In contrast to classical solutions of FBSDEs, decoupling fields on different intervals
can be pasted together.

Lemma 3.2 ([Frol5], Lemma 2.1.2). Let u be a decoupling field for (§, (1,0, f)) on [t, T
and @ be a decoupling field for (u(t,-), (1, 0, f)) on [s,t], for 0 < s < ¢t < T. Then, the map
4 given by 4 := @15 4 + ul 7 is a decoupling field for (€, (u, 0, f)) on [s, T7.

We want to remark that, if v is a decoupling field and « is a modification of u, i.e. for
each s € [t, T] the functions u(s,w, -) and @(s, w, -) coincide for almost all w € (2, then @ is
also a decoupling field to the same problem. Hence, u could also be referred to as a class
of modifications and a progressively measurable representative exists if the decoupling
field is Lipschitz continuous in x (Lemma 2.1.3 in [Fro15]).

For the following we need to fix briefly further notation.

Let I C [0,7] be an interval and u : I x @ x R” — R™ a map such that u(s,-) is
measurable for every s € I. We define

Ly, :=supinf{L > 0|fora.a. w € Q: |u(s,w,z)—u(s,w,z’)| < Llxz—2'| for all z,2" € R"},
sel

where inf () := co. We also set L,, , := oo if u(s, -) is not measurable for every s € I. One
can show that L, , < oo is equivalent to v having a modification which is truly Lipschitz
continuous in z € R".

We denote by L, . the Lipschitz constant of ¢ w.r.t. the dependence on the last
component z and w.r.t. the Frobenius norms on R”*% and R"*¢. We set Ly, =o0cifois
not Lipschitz continuous in z.
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By L, = 1~ we mean ;' if L,. > 0 and oo otherwise.
For an integrable real valued random variable F' the expression IE;[F| refers to
E[F|F], while ; | [F] refers to esssup E[F'|F;], which might be oo, but is always well de-
fined as the infimum of all constants ¢ € [—o0, o] such that E[F|F;] < ¢ a.s. Additionally,
we write || F'||« for the essential supremum of |F|.
In practice it is important to have explicit knowledge about the regularity of (X,Y, 7).
For instance, it is important to know in which spaces the processes live, and how they

react to changes in the initial value.
Definition 3.3. Let u: [¢,T] x Q x R™ — R™ be a decoupling field to (&, (u, 0, f)).

1. We say u to be weakly regular if L, , < L} and supcp; 7y [[u(s, -, 0)]l 0o < 0.

2. A weakly regular decoupling field u is called strongly regular if for all fixed
ti1,t2 € [t,T], t1 < tq, the processes (X,Y,Z) arising in (3.1) are a.e unique and
satisfy

to
sup By, ool Xs?]+ sup By, oof|Val?] + Bty o0 [/ |Z|? ds} < 00, (3.2)
s€lta,ta] s€lta,ta] t

for each constant initial value X;, = v € R™. In addition they are required to be
measurable as functions of (z, s,w) and even weakly differentiable w.r.t. x € R"
such that for every s € [t1,t2] the mappings X, and Y; are measurable functions of
(z,w) and even weakly differentiable w.r.t. « such that

2
d
€ssSUP,egn SUP  sup By o d—X5 < 00,
veST—1 s€lt1,ta] €L v
2
d
esSSUP egn SUP  sup By o d—YS < 00,
veST—1 s€t,ta] € v
to d 2
esssup,ern SUp By oo / d—Zs ds| < oo. (3.3)
vesSn—1 t1 xz v

3. We say that a decoupling field on [t,T] is strongly regular on a subinterval
[t1,t2] C [t,T] if u restricted to [t1,t2] is a strongly regular decoupling field for

(u(tQa ')7 (.ua g, f))

Under suitable conditions a rich existence, uniqueness and regularity theory for
decoupling fields can be developed. We will summarize the main results, which are
proven in Chapter 2 of [Frol5]:

Assumption (SLC): (¢, (i, 0, f)) satisfies standard Lipschitz conditions (SLC) if

1. (u,0, f) are Lipschitz continuous in (z,y, z) with Lipschitz constant L,
2. ([(pl + 111+ 1) (-5+,0,0,0)] o < o0,
3. £: @ x R" — R™ is measurable such that [[£(-,0)||oc < coand L¢, < L;}.

Theorem 3.4 ([Frol5], Theorem 2.2.1). Suppose (&, (u, o, f)) satisfies (SLC). Then there
exists a time t € [0,T) such that (¢, (1,0, f)) has a unique (up to modification) decoupling
field u on [t, T| with L, < L} and supcp; 7y [[u(s, -, 0)[lec < 00.

A brief discussion of existence and uniqueness of classical solutions can be found in
Remark 2.2.4 in [Frol5]. For later reference we give the following remarks (cf. Remarks
2.2.2 and 2.2.3 in [Frol5]).
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Remark 3.5. It can be observed from the proof that the supremum of all h =T — ¢, with
t satisfying the properties required in Theorem 3.4 can be bounded away from 0 by a
bound, which only depends on the Lipschitz constant of (u, o, f) with respect to the last
3 components, T, L, ., L¢ and L¢ - L, . < 1, and which is monotonically decreasing in
these values.

Furthermore, we notice from the proof that our decoupling field « on [t, T satisfies
Lygs,)e < Leo+C(T— s)%, where C is some constant which does not depend on s € [¢,T].
More precisely, C depends only on T, L, L¢ o, L¢ L, . and is monotonically increasing
in these values.

This local theory for decoupling fields can be systematically extended to global results
based on fairly simple “small interval induction” arguments (Lemma 2.5.1 and 2.5.2 in
[Frol5]).

Theorem 3.6 ([Frol5], Corollary 2.5.3, 2.5.4 and 2.5.5). Suppose that (&, (1,0, f)) satis-
fies (SLC).

1. Global uniqueness: If there are two weakly regular decoupling fields vV, u(? to
the corresponding problem on some interval [t,T], then we have u™ =u® up to
modifications.

2. Global regularity: If there exists a weakly regular decoupling field u to this problem
on some interval [t,T], then u is strongly regular.

3. If there exists a weakly regular decoupling field u of the corresponding FBSDE on
some interval [t,T], then for any initial condition X; = x € R" there is a unique
solution (X,Y, Z) of the FBSDE on [t, T| satisfying

T
/ 12,2 ds
t

A system of FBSDEs given by (¢, (i, 0, f)) is said to be Markovian if these four
coefficient functions are deterministic, that is, if they depend only on (¢, z,y, z). In the
Markovian situation we can somewhat relax the Lipschitz continuity assumption and still
obtain local existence together with uniqueness. What makes the Markovian case so
special is the property

sup B[ X[*] + sup E[Y:]*]+E
s€(t,T] s€(t,T]

< 00.

3.2 Markovian decoupling fields

”Zs = ux(sa Xs) : 0(57 XSa Ys» Zs)”v
which comes from the fact that » will also be deterministic. This property allows us to
bound Z by a constant if we assume that ¢ is bounded.

Lemma 3.7 ([Frol5], Lemma 2.5.13, 2.5.14 and 2.5.15). Let (&, (u, o, f)) be deterministic
functions and satisfy (SLC). Suppose that there exist a weakly regular decoupling field u
on an interval [t, T

1. The decoupling field u is deterministic in the sense that it has a modification which
is a function of (r,x) € [t,T] x R™ only.

2. For an initial condition X, the corresponding Z satisfies ||Z||co < Lug - ||0]|c0-
If || Z||oo < 00, we also have ||Z]|co < Ly zllo(y0)|leo(l = Ly oLy z) "t

3. Assume further that (u, o, f) have linear growth in (z,y) in the sense

(lul + ol + [f]) @t w2y, 2) < C(L+ 2|+ [y])

for all (t,z,y,z) € [0,T] x R® x R™ x R™*4, for a.a. w € €2, where C € [0,00) is
some constant. If u is a strongly regular and deterministic decoupling field, then u
is continuous in the sense that it has a modification which is a continuous function
on [t,T] x R™.
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In the Markovian case this boundedness of Z motivates the following definition, which
will allow us to develop a theory for non-Lipschitz problems via truncation.

Definition 3.8. Let ¢t € [0,7] and let (§, (1,0, f)) be deterministic functions. We call a
function u: [t,T] x Q@ x R™ — R™ with u(T,-) = £(-) a.s. a Markovian decoupling field for
(&, (u, 0, f)) on [t,T] ifu is a decoupling field in the sense of Definition 3.1 and additionally
1Z]|oo < 0.

The regularity properties for Markovian decoupling fields are analogously defined as
for the standard decoupling fields (cf. Definition 3.3), which a slightly modification for
strongly regular decoupling fields.

Definition 3.9. Let u: [t,T] x @ x R* — R™ be a Markovian decoupling field to
(& (uy0,f)). We call a weakly regular u strongly regular if for all fixed t1,ts € [t,T],
t1 < tq, the processes (X, Y, Z) arising in the defining property of a Markovian decou-
pling field are a.e. unique for each constant initial value X;, = x € R" and satisfy
(3.2). In addition they must be measurable as functions of (z,s,w) and even weakly
differentiable w.r.t. x € R™ such that for every s € [t1, ;] the mappings X, and Y; are
measurable functions of (z,w), and even weakly differentiable w.r.t. x such that (3.3)
holds.

Let us introduce the assumption on the coefficients for which an existence and
uniqueness theory will be developed.

Assumption (MLLC): (&, (u, o, f)) fulfills a modified local Lipschitz condition (MLLC) if
1. the functions (u, o, f) are deterministic,

(a) Lipschitz continuous in (z,y, z) on sets of the form [0, 7] x R™ x R™ x B, where

B c R™*? is an arbitrary bounded set,
(b) and fulfill ||x(-,0,0,0) |, || (-,0,0,0)|lcc, [lo(-, -, 0)|locs Lo,z < 00,

2. &: R™ — R™ satisfies Le, < L, L.

We begin by providing a local existence result.

Theorem 3.10. Let (&, (i, 0, f)) satisfy (MLLC). Then there exists a time t € [0,T) such
that (&, (u, 0, f)) has a unique weakly regular Markovian decoupling field u on [t, T]. This
u is also strongly regular, deterministic, continuous and satisfies supy, ;, x, [ Zlle < o,
where t; < to are from [t,T] and X, is an initial value (see the definition of a Markovian
decoupling field for the meaning of these variables).

Proof. For any constant H > 0 let yz: R™*¢ — R™*? be defined as

H
xm(2) =Lz 1<myz + o H=zm
It is easy to check that x g is Lipschitz continuous with Lipschitz constant L, ,, = 1 and
bounded by H. Furthermore, we have xp(z) = z if |z] < H. We implement an "inner
cutoff" by defining (ug,om, fr) via uu(t,z,y, z) := p(t,z,y, xu(z)), ete.

The boundedness of yy together with its Lipschitz continuity makes (ug,on, fu)
Lipschitz continuous with some Lipschitz constant Ly. Furthermore, L,, . < L, ..
Also (pg,om, fi) have linear growth in (y, z) as required by Lemma 3.7. According to
Theorem 3.4 we know that the problem given by (¢, (ux,0n, fr)) has a unique weakly
regular decoupling field v on some small interval [t/,T| where t' € [0,7"). We also know
that this u is strongly regular, u is deterministic (by Lemma 3.7), and continuous (by
Lemma 3.7).

We will show that for sufficiently large H and ¢ € [t/,T) it will also be a Markovian
decoupling field to the problem (¢, (u, 0, f)). By Remark 3.5 we obtain L.y, < Leo +
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Cy(T —t)3 for all t € [t/,T], where Cy < oo is a constant which does not depend
ont € [t/,T]. For any t; € [t/,T] and F;,-measurable initial value X;, consider the
corresponding unique (X,Y, Z) on [¢;, T] satisfying the forward equation, the backward
equation and the decoupling condition for uy, o, fir and u. Using Lemma 3.7 we have
||Z||oo < LLL.LHO-H”OO < Lu,x (HU(v R O)Hoo + LO‘,ZH) < oo and thus

1
SupsE[h,T] Lu(s,'),a: ' HU(,,,O)HOO < (Lé’z—‘rCH(T_tl)él) ] ”0—(7770)”00
1- Supsé[thT] Lu(s,-),xLa,z N 1— Lf .’KLO' z LO' ZCH(T - tl)%
Lf-JJ”U('v'v'vO)”OO CH( _tl) ||O'(, » Ty )”oo

= : +
1- Lg,mLo,z - LG,ZCH(T - tl)% 1-— Lﬁ,zLa,z - Lo’,zCH( - tl)i

12]]o0

IA

for T' — t; small enough.

Now we only need to choose H large enough such that

Leo 130) |[eo
% becomes smaller

than & 7 and then in the second step choose ¢ close enough to 7" such that L, .Cu(T t)

becomes smaller than % (1-L¢yL, ) and CH”"(l"_'ifl”i(zT*t)z becomes smaller than %.

Considering (3.4) this implies that if ¢; € [¢,T] the pfocess Z a.e. does not leave the
region in which the cutoff is "passive", i.e. the ball of radius H. Therefore, u restricted
to the interval [¢,T] is a decoupling field to (&, (4,0, f)), not just to (&, (um,om, fr)). It
is even a Markovian decoupling field due to the boundedness of Z. As a Markovian
decoupling field it is weakly regular, because it is weakly regular as a decoupling field to
&, (nm,om, fr)).

For the uniqueness we assume than there is another weakly regular Markovian
decoupling field @ to (&, (u, 0, f)) on [¢t,T]. Choose a t; € [t,T] and an z € R™ as initial
condition X;, = z, and consider the corresponding processes (X Y 4 ) that satisfy the
corresponding FBSDE on [t1,T], together with the decoupling condition via . At the
same time consider (X,Y, Z) solving the same FBSDE on [t;, 7], but associated with the
Markovian decoupling field u. Since Z,Z are bounded, the two triplets (f( Y. Z ) and
(X,Y, Z) also solve the Lipschitz FBSDE given by (¢, (1n,on, fu)) on [t1,T] for H large
enough. The two conditions Y, = @(s, X,) and Y, = u(s, X,) imply by Remark 2.2.4 in
[Frol15] that both triplets are progressively measurable processes on [t1, 7] x € such that

T
/ |Zs|? ds
t1
and coincide. In particular, @(t, ) = Y;, = Yy, = u(ty, z).
Strong regularity of v as a Markovian decoupling field to (&, (1, o, f)) follows directly
from the above argument about uniqueness of (X, Y, Z) for deterministic initial values
and bounded Z, and the strong regularity of u as decoupling field to (£, (um,om, fu)). O

sup Eo oo [[X?] + sup Eo oo [|Ysl?[] + Eo o
s€t1,T) s€[t1,T)

Remark 3.11. We observe from the proof that the supremum of all h = T — ¢t with ¢
satisfying the hypotheses of Theorem 3.10 can be bounded away from 0 by a bound,
which only depends on Le¢ ., L¢ s - Loz, |0(+, -5+, 0)||oc, T Lo, and the values (L) mefo,o0)
where Ly is the Lipschitz constant of (u, 0, f) on [0,7] x R™ x R™ x By w.r.t. to the
last 3 components, where By € R™*¢ denotes the ball of radius H with center 0. This
bounded is monotonically decreasing in these values.

The following natural concept introduces a type of Markovian decoupling fields for
non-Lipschitz problems (non-Lipschitz in z), to which nevertheless Lipschitz results can
be applied.

Definition 3.12. Let u be a Markovian decoupling field for (&, (u, 0, f)).
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¢ We call u controlled in z if there exists a constant C' > 0 such that forallt,,ts € [t, T,
t1 < to, and all initial values X;,, the corresponding processes (X,Y,Z) from
the definition of a Markovian decoupling field satisfy |Zs(w)| < C, for almost all
(s,w) € [t,T] x Q. If for a fixed triplet (t1,t2, Xy, ) there are different choices for
(X,Y, Z), then all of them are supposed to satisfy the above control.

* We say that a Markovian decoupling field on [t,T] is controlled in z on a subin-
terval [t,ts] C [t,T] if u restricted to [t1,ts] is a Markovian decoupling field for
(u(ta,-), (1,0, f)) that is controlled in z.

¢ A Markovian decoupling field u on an interval (s, T] is said to be controlled in z
if it is controlled in z on every compact subinterval [t,T] C (s, T| with C possibly
depending on t.

Remark 3.13. Our Markovian decoupling field from Theorem 3.10 is obviously con-
trolled in Z: consider (3.4) together with the choice of ¢ < t; made in the proof.

Remark 3.14. Let (&, (4,0, f)) satisfy (MLLC), and assume that we have a Markovian
decoupling field u on some interval [t, T, which is weakly regular and controlled in z.
Then u is also a solution to a Lipschitz problem obtained through a cutoff as in Theorem
3.10. As such it is strongly regular (Theorem 3.6) and deterministic (Lemma 3.7). But
Lemma 3.7 is also applicable, since due to the use of a cutoff we can assume the type of
linear growth required there. Thus, w is also continuous.

Lemma 3.15. Let (&, (u, 0, f)) satisfy (MLLC). For 0 < s < t < T let u be a weakly
regular Markovian decoupling field for (&, (1,0, f)) on [s,T]. If u is controlled in z on
[s,t] and T — t is small enough as required in Theorem 3.10 resp. Remark 3.11, then u is
controlled in z on [s, T.

Proof. Clearly, u is not just controlled in z on [s,¢], but also on [t,T] (with a possibly
different constant), according to Remark 3.13. Define C as the maximum of these two
constants.

We only need to control Z by C' for the case s < t; <t <ty <T, the other two cases
being trivial. For this purpose consider the processes (X,Y, Z) on the interval [t1,¢2]
corresponding to some initial value X;, and fulfilling the forward equation, the backward
equation and the decoupling condition. Since the restrictions of these processes to [t1, t]
still fulfill these three properties we obtain |Z,.(w)| < C for almost all r € [t1,t], w € Q.

At the same time, if we restrict (X,Y, Z) to [t,t2], we observe that these restrictions
satisfy the forward equation, the backward equation and the decoupling condition for the
interval [t, to] with X} as initial value. Therefore, |Z,.| < C holds for a.s. for r € [t,t3]. O

The following important result allows us to connect the (MLLC)-case to (SLC).
Theorem 3.16. Let be such that (MLLC) is satisfied and assume that there exists a

weakly regular Markovian decoupling field u for (¢, (i, o, f)) on [t, T]. Then u is controlled
in z.

Proof. Let S C [t,T] be the set of all times s € [¢,T], s.t. u is controlled in z on [t, s].

* Clearly ¢t € S: For the interval [t,t] = {t} one can only choose ¢; = t; = ¢ and so
Z: [t,t] x @ — R™*4 is dt ® dP-a.e. 0, independently of the initial value X;,. So we
can take for C' any positive value.

* Let s € S be arbitrary. According to Lemma 3.15 there exists an h > 0 s.t. wu is
controlled in z on [t, (s+h)AT] since [[u((s+h)AT, -)||oo < 00 @nd Luy((stmat,) < Ly %
Considering Remark 3.11 and the requirements ||ulloc < 00, Ly, < L}, we can
choose h independently of s.

This shows S = [¢t, T] by small interval induction (Lemma 2.5.1 and 2.5.2 in [Fro15]). O
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Note that Theorem 3.16 implies together with Remark 3.14 that a weakly regular
Markovian decoupling field to an (MLLC) problem is deterministic and continuous.

Such a u will be a standard decoupling field to an (SLC) problem if we truncate
(1, 0, f) appropriately. We can thereby extend the whole theory to (MLLC) problems:

Theorem 3.17. Let (&, (1,0, f)) satisfy (MLLC).

1. Global uniqueness: If there are two weakly regular Markovian decoupling fields
u™ u(?) to this problem on some interval [t, T|, then u(") = u(?).

2. Global regularity: If that there exists a weakly regular Markovian decoupling field
u to this problem on some interval [t, T|, then u is strongly regular.

Proof. 1. We know that «(!) and «(® are controlled in 2. Choose a passive cutoff (see
proof of Theorem 3.10) and apply 1. of Theorem 3.6.

2. u is controlled in z. Choose a passive cutoff (see proof of Theorem 3.10) and apply
2. of Theorem 3.6. O

Lemma 3.18. Let ({,u,0, f)) satisfy (MLLC) and assume that there exists a weakly
regular Markovian decoupling field u of the corresponding FBSDE on some interval
[t,T).

Then for any initial condition X; = = € R™ there is a unique solution (X,Y, Z) of the
FBSDE on [t,T] such that

sup E[|X,[*]+ sup E[|Y:[] + [ Z]0 < o0
s€[t,T) s€[t,T]

Proof. Existence follows from the fact that u is also strongly regular according to 2. of
Theorem 3.17 and controlled in z according to Theorem 3.16.

Uniqueness follows from Corollary 3.6: Assume there are two solutions (X,Y, Z) and
(X,Y,Z) to the FBSDE on [t, T] both satisfying the aforementioned bound. But then they
both solve an (SLC)-conform FBSDE obtained through a passive cutoff. So they must
coincide according to Corollary 3.6. O

Definition 3.19. Let IM C [0,T] for (¢, (u, 0, f)) be the union of all intervals [t,T] C

[0, T] such that there exists a weakly regular Markovian decoupling field v on [t, T].

Unfortunately, the maximal interval might very well be open to the left. Therefore,
we need to make our notions more precise in the following definitions.

Definition 3.20. Let0 <t < T.

e We call a function u: (t,T] x R™ — R"™ a Markovian decoupling field for (¢, (u, o, f))
on (t,T] if u restricted to [¢',T] is a Markovian decoupling field for all t’ € (¢,T).

» A Markovian decoupling field u on (t,T] is said to be weakly regular if u restricted
to [t',T) is a weakly regular Markovian decoupling field for all t' € (¢, T).

« A Markovian decoupling field u on (t,T)] is said to be strongly regular if u restricted
to [t',T) is strongly regular for all t' € (t,T].

Theorem 3.21 (Global existence in weak form). Let (¢, (i, o, f)) satisfy (MLLC). Then
there exists a unique weakly regular Markovian decoupling field u on I, . This u is also
deterministic, controlled in z and strongly regular.

Moreover, either I’ = [0,T] or IM = (tM

max max min?

], where 0 < tM

min < T
M Obviously, there exists a Markovian decoupling field @(*) on [t, T]

satisfying Ly« , < L;} and supgc( [@®(s,,0)]loc < oc. @) is controlled in z and

o,z

Proof. Lett e IM

strongly regular due to Theorems 3.16 and 3.17. We can further assume w.l.o.g. that @(*)
is a continuous function on [t,T] x R™ according to Remark 3.14. There is only one such
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4™ according to Theorem 3.17. Furthermore, for ¢,#' € IM the functions (") and 4"
coincide on [t V t/, T] because of Theorem 3.17.

Define u(t,-) := @) (t,-) for all t € IM . This function u is a Markovian decou-
pling field on [t,T], since it coincides with @) on [t,T]. Therefore, u is a Marko-
vian decoupling field on the whole interval I} and satisfies Ly, < L;é and
supse s 7 [l 71 (55 -5 0)|loo < 00 forallt € I

Uniqueness of u follows directly from Theorem 3.17 applied to every interval [¢,T] C

t,T]:T

i

Addressing the form of I}, we see that I, = [t,T] with ¢ € (0, 7] is not possible:
Assume otherwise. According to the above there exists a Markovian decoupling field
won [t,T] s.t. Ly, < L, and sup,c(, 7y [[u(s, -, 0)[|o < 00. But then u can be extended a
little bit to the left using Theorem 3.10 and Lemma 3.2, which contradicts the definition
of IM O

max*

tM

M to occur u, has to "explode" at ¢},

min*

The next result states that for a singularity
Lemma 3.22. Let (¢, (u, 0, f)) satisfy (MLLC). If [M = (M

max min>

}, then limth_ Lu(t,-),z =
L;!, where u is the Markovian decoupling field according to Theorem 3.21.

-2

Proof. We argue indirectly and assume otherwise. Then we can select times ¢,, | t} |

n — oo such that sup, ey Lu,, )« < L;é. But then we may choose an A > 0 due to
Remark 3.11 which does not depend on n and choose n large enough to have ¢, —tM < h.
So u can be extended to the larger interval [(¢, — h) V 0, T] contradicting the definition of
M O

max*

4 Solution to the Skorokhod embedding problem

In this section we present a solution to the Skorokhod embedding problem as stated
in (SEP) at the beginning of Section 2 based on solutions of the associated system of
FBSDEs.

4.1 Weak solution

Let us therefore return to our FBSDE (2.3) that can be rewritten slightly more
generally as

XM =M 4 / 1dW,, X® =@ 4 / Z2dr,
t t
T
Yo = g(X8) - 8(X) - / Z,dW,,  u(s, XV, X®) =Y, 4.1)

for s € [t,T] and (2, 2(?)) € R2. In particular, this FBSDE satisfies (MLLC) and by
choosing (z(1), () := (0,0) and T = 1 we have X" = W, and X\* = [, Z2ds, which
makes the FBSDE equivalent to (2.3).

With the general results of Section 3.2 at hand we are capable to solve this system of
equations. In other words, we perform the second step of our algorithm to solve the
SEP.

Lemma 4.1. Assume that § and g are Lipschitz continuous. Then for the FBSDE (4.1)
there exists a unique weakly regular Markovian decoupling field u on [0,T]. This u is
strongly regular, controlled in z, deterministic and continuous.

Especially, equation (2.3) has a unique solution (Y, Z) such that || Z||« < o©.

Proof. Using Theorem 3.21 we know that there exists a unique weakly regular Markovian
decoupling field v on I™ . This u is strongly regular, controlled in z, deterministic and

max*
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continuous. It remains to prove IX = [0,7]. Due to Lemma 3.22 it is sufficient to show

the existence of a constant C' € [t, oo] such that L., < C < L7} forallt € I)L . In our
case LJ; = 00, so we have to prove that the weak partlal derlvatlves of u with respect to
1) and z(? are both uniformly bounded.

Fix t € IM and consider the corresponding FBSDE on [t,T]: First notice that the
associated triplet (X,Y, Z) depends on the initial value = = (z(), 2(?)) € R?, even in a
weakly differentiable way with respect to the initial value z, according to the strong
regularity of u. For more details about weak derivatives we refer to Chapter 2 of [Fro15],
Section 2.1.2.

Let us look at the matrix d%X . We observe that

d d ’ d
(m <
ToX =1, X _/t 22,y Zrdr,
d d d
(1) = @)
X =0, X _1+/ 27, Zr dr,

a.s. for s € [t, T}, for almost all z = (zM,2?) € R In particular, the 2 x 2-matrix L X
is invertible if and only if (2) X ®) ist not 0. We will see later that it remains posmve on
the whole interval allowing us to apply the chain rule of Lemma A.7 in order to write
dizu(s, XS)(%XS. But let us first proceed by differentiating the backward equation in
(4.1) with respect to z(?:

oy o )4 x® A aw
dz® "% T 7 Qe T s da® T

To be precise the above holds a.s. for every s € [t, T], for almost all z = (1), 2(?)) € R2.
Now define a stopping time 7 via

d
T = inf{s etT] : WXS(Q) < 0} AT

For s € [t, T) we have —Lu(s, X,)-L X, according to the chain rule of Lemma A.7 and in

su(s, X( ) XS(Q)) dw)X(Q) md@) Y,. Let us set
d - 45 Zr
5= XMW x®), selt, T d Z, =177 g,
dx(2)u(8’ s X)), s [ ) } an wd(2)X(2) Lireftn)y-
Then the dynamics of (ﬁXS(Q))_1 can be expressed by
d @) —1 B SAT N d @ -1

< d%(Q)XsM =1- t 27,7, e X, dr, (4.2)

for an arbitrary stopping time 7 < 7 with values in [t,T]. We also have P (2>Y =

V,+%; X and thus

d S
Vs = dx@)Ys<dm(2)X‘§ )> , sE|[tT).

Y and

Applying Itd’s formula and using the dynamics of X @) we easily obtain

an equation describing the dynamics of Vaz:

Virr =V, szZ d xX®@ T d — Y, d YT _d Z d X 71dW
s/\‘r*t*t rrmr d$(2) Tth WTWT r

SAT SAT
=V +/ (=22, V) Z, dr +/ Z, dW, (4.3)
t t

dzx (2) dz (2)
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for any stopping time 7 < 7 with values in [¢, T.

Note that, since V and (—2ZV") are bounded processes, Zl[.gﬂ is in BMO(PP) accord-
ing to Theorem A.5 with a BMO(PP)-norm which does not depend on 7 < 7, and so in
particular ]E[f[ |2ZTZT\2 dr] < co. From (4.2) we can actually deduce that 7 = T must
hold almost surely. Indeed, (4.2) implies that

d (2) -1 SAT _
4 @) - 97,7, d
() (- [ 2n)

d yve _ o /szZ dr
dil'(z) SAT — p ; rér

for all stopping times 7 < 7 with values in [¢,T]. Using continuity of s — LX@ we

dz (2
obtain
d T -
X = /2Zer >0
dz@ 7 eXp( ; rdar )

or equivalently

which gives us 7 = T a.s. because {7 < T} C {ﬁXﬁz) = 0}, due to continuity of

d
wmX®.

Hence, we have that ﬁl(.z)X (2) is positive on [t,T] and therefore d—dxX is invertible on
[t, 7.
Setting W, := W, — [, 22,V, dr, s € [t,T], we can reformulate (4.3) to

Ve = ‘/t +/ Zr dWr
t

This means that V, can be viewed as the conditional expectation of

B d
T dz®

Vr (T, X3, X)) = -6/ (X7
with respect to F, and some probability measure, which turns W into a Brownian motion
on [t,T]. Note here that 2Z,V, is bounded on [¢,T] because ||Z|| < co. Hence, we
conclude that V; and therefore ﬁu(t, (M 2()) is bounded by ||§’||~ for almost all
z = (z™,2()) € R2. This value is independent of ¢.

Secondly, we have to bound —%45u(t,z(V),2(?)). To this end we differentiate the

dz
equations in (4.1) with respect to z(!):

d d s d
(1) — (2) —
dx(l)XS =1, dx(l)XS —/t 27, dx(l)ZTdr’
Ay ) v @) [ g aw,
dz(D ~° T T 7 Qe T s de@ T
d d d d
(1) x(2) 1) x(2) (2) —
G U XL XTI + - uls X X T = o e
and define
d 1 9 . d ~ d 9
U, := mu(s,xg ), X®) and Z,:= WZ,r—Z,. dx(l)XT(' ),
Note that
d s . - d d d
2 x(@) _ 2 x(©@ -~ v _y 2 x(©®
dx(UXs _/t 27, <ZT+ZT dx(l)X’“ )dr and U, = dx(l)Ys Vsdm(l)Xs ,
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Y, -4 _X® and

which allows us to deduce the dynamics of U from the dynamics of T

V using It6 formula:

d d s d
U. =U 174 2 _ 2) Vv,
o tJr/t 1d<da? Y> / d<d5r(1)X > [5 dx (1) d

*d d
:Ut+/t o Ze AW — /tv,z,.<z + Zr iy XS >dr

s d B 5
_ @ (_
/t — X (-22,V,Z,dr + 2,

dz (1)

:Ut+/ (—QZTV,.ZT)err/ Z,. dW, :Ut+/ Z, dW,.. (4.4)
t

t t

By the same argument as for the process V we deduce that U and therefore
—Sru(t,z™,2?) is bounded by ||¢||sc = Ly for almost all (z("), z(?)), where L, is the
Lipschitz constant of g, i.e. the infimum of all Lipschitz constants.

This shows that I} = [0, T].

max

Finally, Lemma 3.18 shows that there is a unique solution (X, Y, Z) to the FBSDE on
[0, 7] for any initial value (X", X{*) = (¢, 2®) € R? such that

sup B[ X,[*] + sup E[Y;’] + [|Z] 0 < o0,
s€[0,T] s€[0,T)

which is equivalent to the simpler condition || 7]/, < oo as we claim.
If || Z||co < o0, then according to the forward equation

IXP|o <00 and  sup E[X,) = [zDP + sup E[W,[*] = oV + T < oo,
s€[0,T] s€[0,T]

and according to the backward equation together with the Minkowski inequality

(SGSEPT]EHYSZ]Y - <sesfé?T]E fs] 2D%
< (B [Javein - 6<X¥>>\2D%
=0k <]E UX;DH ) % +[6(0)| + Ls <IE UX?)H ) % < 00,

where L, and L; are Lipschitz constants of g and 9, respectively. O

\E o) - a(xf?)

In the next lemma we investigate the properties of the control process Z which was
obtained in Lemma 4.1.

Lemma 4.2. Assume that ¢ and g are Lipschitz continuous. Let u be the unique weakly
regular Markovian decoupling field associated to the problem (4.1) on [0, T constructed
in Lemma 4.1. Then for any t € [0, T) and initial condition (X", X{?) = (2D, 2®) € R2
the associated process Z on [t,T) satisfies || Z||cc < Ly = ||¢'||co-

Furthermore, if the weak derivative ‘{1) u has a version which is continuous in the
first two components (s, =) on [t,T) x R? then Z,(w) = ﬁu(s,){gl)( ), X (w )) for
almost all (s,w) € [t,T] x €.

Proof. We already know that Z is bounded according to Lemma 4.1, but not in the form
of the more explicit bound ||Z|| < L,.

Notice that limy, o % fss+h Zr(w) dr = Zs(w) for almost all (w, s) € 2 x [t,T) due to the
fundamental theorem of Lebesgue integral calculus.
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Now take some s € [t,T) such that hmhw 7 fs+h Z,.dr = Z, almost surely. Almost all

s € [t,T) have this property. Choose any h > 0 such that s + h < T and consider the
expression %]E[YSJrh(WSJrh — W;)|Fs] for small » > 0. On the one hand we can write using
1t6’s formula

s+h s+h s+h
VerWern - W) = [ voawos [ v, -woz.aw,+ [ Zoar

which leads to

1 1
*E[Yerh(Werh - WS)|]:S] = E

h s

— Zs as h — 0.

s+h
E / Z.dr
s

On the other hand we can use the decoupling condition to write

Yorn(Wepn — W) = (s +h, X, Xﬁi)h) (Wsin — W)
=u (s + h,Xs(i)h,X(z)) (Wsin — W)
(s X X3 ) = (54 1 X X)) (W = W),

After applying conditional expectations to both sides of the above equation we investigate
the two summands on the right hand side separately.

First summand: Let us recall that X{") and X{* are F,-measurable, Xs(i)h =xM+
(Wegn — Ws), Wein — Wy is independent of F, and u is deterministic. These properties
imply

h 1
E[u(s—i—h X(_lghaX(Q))(Werh_Ws) s:| _/U<S+h,XS(1) +Z\/E,XS(2))7Z\/767§Z2 dz
R V21

d h 1,2
= [ —uls+h XY +2vh X(z)) —e 27 dz
e ( o ) Vo ’
R

which means

i L M x)
E%h]@{u(whxﬁh, )(W+h—W)

d
_ (1) x(2)
| = g (s X0 x2)
if ﬁu is continuous in the first two components on [0,7) x R2. Here we use that
—%u is bounded by ||¢' ||« according to the proof of Lemma 4.1. But even if — % u is
not continuous in the first two components, we can still at least control the value

’}ILE [ (S +h X(+th(2)> (Wen — W)

7|

by [|g'lloo-

Second summand: For the second summand we recall that « is Lipschitz continuous
in the last component with Lipschitz constant ||¢’||~, and Xﬁ)h =x® Jrf:Jrh Z2dr. These
properties allow us to estimate

]

1B [(o (51 X0 XY — (40 XU X)) (W~ 72)

1 1) () 1
< <E [Ju (542 X200 X3,) = (s + 0, XL XP) | Wai = Wl | 7]
1 / s 2 1 ! 2
< EE ”5 ”oo Zzdr | - ‘Werh - Fs| < EH(S ”ooh”Z”ooEHWs+h - WsHa
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which clearly tends to 0 as h — 0.
Conclusion: We have shown

1 . 1)y
Z, = lim L EYeen(Woen = Wo) B = lim 5B [u (s b X0, X)) (We = W) 7]
which is identical with ﬁu(s, xV, Xs@) a.s. if ﬁu is continuous in the first two
components on [0,7) x R? and bounded by ||¢| - otherwise. O

In order to formulate the weak solution of the Skorokhod embedding problem in
the next theorem, we use the notations of Section 2. As before we assume that 5 is
bounded away from 0. Under this condition H ! is well-defined and Lipschitz continuous.
Therefore, § = 6 o H™1 is Lipschitz continuous if 5 is Lipschitz continuous, which is
equivalent to a being bounded.

Theorem 4.3. Suppose g and § are both Lipschitz continuous with Lipschitz constants
L, and Ls. Then there exist a Brownian motion B, a random time 7 < H‘l(Lﬁ) and a

constant c € R such that c + fOT agds + fOT B, dB, has law v.

Proof. Using Lemma 4.1 FBSDE (2.3) can be solved and according to Lemma 4.2 the
corresponding Z is bounded by L,. Due to Lemma 2.2 there is a constant ¢ := Yp, a
Brownian motion B and random time 7 with the required properties.

Moreover, 7 = H!( fol Z? ds) is bounded by H~'(L2) since Z is bounded by L, and
H~! is increasing. O

Remark 4.4. 1t is a priori not clear that the random time 7 is also a stopping time with
respect to (J:sB)se[o w0) = (o(By,r € [0, s}))se[o_m) as also mentioned in Remark 1.2 in
[AHIOS8]. Therefore; we shall prove a sufficient criterion for this in terms of regularity

properties of the Markovian decoupling field w.

Remark 4.5. The boundedness of the stopping time solving the SEP has not been
investigated so frequently. However, very recently it gained attention in [AS11] and
[AHS15]. Especially, its economic interest comes from its applications in the context of
game theory (see [SS13]).

4.2 Strong solution

This subsection is devoted to the fourth step of our algorithm, i.e. to translate the
results of the preceding section into a solution of the Skorokhod embedding problem in
the strong sense.

Our main goal is to show that if ¢ and ¢ are sufficiently smooth, then 7 and B
constructed so far have the property that 7 is indeed a stopping time with respect to
the filtration (F7)_ cl0,0c) generated by the Brownian motion B, and thus a functional
of the trajectories of B. The same functional applied to the trajectories of the original
Brownian motion W will then provide the strong solution. For this purpose, we assume
that g and § are three times weakly differentiable with bounded derivatives. We also
require that g is non-decreasing and not constant. Our arguments shall be based on a
deep analysis of regularity properties of the associated decoupling field u. In the whole
subsection we denoted by u the unique weakly regular Markovian decoupling field to
the problem (4.1) as constructed in Lemma 4.1, assume for convenience 7' = 1 and use
the notation as in Section 2.

Theorem 4.6. Assume that ﬁu is R\{0}-valued on [0, 1) x R? and Lipschitz continuous

in the first two components on compact subsets of [0,1) x R2. Then 7 is a stopping time
with respect to the filtration (F?) = (FZ)cp0,00)-
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Proof. We consider the system (4.1) for t = 0 and M =23 =, According to Lemma
4.2 we can assume Z = Su(., xW, X.(2)) and, thereby, we have

s s 2
X£2) = / Z2dr = / (d d(l) u (7“, X,(l),X,(Q))) dr
0 0 €z

for all s € [0, T]. Hence, we can assume that X (1) starts in 0, and is Lipschitz continuous
and strictly increasing in s due to positivity of (%U)Q on [0,1) x R2. Therefore, for
every w € () the mapping H ‘1(X.(2)(w)): [0,1] — [0,00) is Lipschitz continuous and
strictly increasing in time and has a continuous and strictly increasing inverse function
on the interval [0, H (X @ (w))] = [0,7(w)]. It is straightforward to see that this inverse
is given by the process o from the proof of Lemma 2.2. Let us calculate the weak
derivative of o: Firstly, note (H ") (z) = (H'(H~'(z)))~"! and also H X2 (w) =ror
equivalently X((,ﬁ) (w) = H(r). So, we obtain

a 1 H'(r) - 82

Or = = 3 = 2
I wy (x82) 28 (gt (o0 x8 X2))T (@) 00 We H()
(4.5)

on {0, < 1}. Observe at this point that {0, < 1} = {r < Hil(Xf))} ={r < 7}. If we
define o, := 1 for r > 7, then o is still continuous and we have 7 = inf {r € [0,00) | o, > 1}.
It is also straightforward to see Z,_ = ﬁu (0r, Wy, ,H(r)) for r € [0,7).

Now, remember B, = [ idYas for r € [0,7] and also Y, — Yy = [; Z,dW, for
s €[0,1], so

" Bs "B 1 /T 1
dBS = - dYo’S - 720'5 dWO'S = Wo’,-'
0 Zo's 0 Z"'s ﬂs 0 Zas

So, if we define ¥, := W,,_, we have the dynamics

zrz/ _ Bs dB,,
0 @ (os,Xs, H(s))

for r € [0,7). Hence, to sum up ¢ and ¥ fulfill on [0, 7) the dynamics

r 2 r
o :/ 5 5 ds and X, :/ T Ps
0 (gd5u)” (04,55, H(s)) 0 moulos, S, H(s))

dB,

where r € [0, 7). Note that this dynamical system is locally Lipschitz continuous in (o, X2).
Moreover, for any K;, K> > 0 and K3 € (0,1) define a bounded random variable
TK1,K2,K3 via

Ty Ky K5 = K1 Adnf {r € [0,00) | |Z,] > K} Adnf {r € [0,00) |0, > K3}.

Note that ¢ and ¥ both remain bounded on [0, 7k, k, k,]. Therefore, on [0, 7k, i, K]
the pair (0, Y) coincides with the unique solution (0% K2 Ks ¥ K1.K2.K3) g g Lipschitz
problem, which is automatically progressively measurable w.r.t. the filtration (F?). Note
that

T, Ka, K, = K1 Ainf {r € [0,00]| | S E K| > |G L A dnf {r € [0, 00) |0’7{<1’K2’K3 > K3},

which is clearly a stopping time w.r.t. (7). Furthermore, due to continuity of ¥ and o
we Observe that

T = sup TK K, K3
K3€(0,1),K1,K5>0
which makes it a stopping time with respect to (F5). O
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In order to deduce sufficient conditions for Theorem 4.6 to hold, we need to in-
vestigate higher order derivatives of u. For this purpose we consider the following
system:

XM =M 4 / 1dW,, X® =@ 4 / (Zﬁ‘”)2 dr,
t t
T
Y = g(X7)) — 6(X7) ~ / 0 dw,, ul®(s, XV, X)) = Y[,

v =g (x{M) 7/ ZW aw, — / 220y 2>> ZMdr, M (s, XM, XP) =y D,

v =) [ 2@ aw, [ (22OVE) 2, e X0, X = v
S S

(4.6)
Lemma 4.7. Assume that g, 0, ¢’ and ¢’ are Lipschitz continuous. For the above problem
(4.6) we have IM = [0,T]. Furthermore, we obtain
d d
©) — 1 — (2) —
U u, U o) u and u dx(2) a.e.,

where u is the unique weakly regular Markovian decoupling field to the problem (4.1).
In particular, u is twice weakly differentiable w.r.t. x with uniformly bounded deriva-
tives.

Proof. The proof is in parts akin to the proof of Lemma 4.1 and we will seek to keep
these parts short.

Let u™, i = 0,1,2, be the unique weakly regular Markovian decoupling field on
IM  We can assume u(? to be continuous functions on I x R? (cf. Theorem

max* max

3.21). Lett € IM . For an arbitrary initial condition z € R? we consider the cor-
responding processes X1, X2, y(©) y (1) vy, 70 7z and Z® on [t, T]. Note that
XM x@ y©) 70) solve the FBSDE (4.1), which implies that they coincide with the

processes XV, XY, Z from (4.1) if we assume

2 2

sup T oo [|[ X P14 sup Fo ool [Val*J ]| Z oo+ ( sup Eo o[V P14]12°]|0) < o0,
i—1 SE[t.T] s€(t,T] i—0 SE[tT]

according to Lemma 3.18. This condition is fulfilled due to strong regularity and the fact
that we work with Markovian decoupling fields.

Now, V() =Y implies u(t,z) = ul®(t,z) forall t € IM = € R?, where I} is the
maximal interval for the problem given by (4.6). We now claim that Y) and Y(® are
bounded processes: Using the backward equation we have

v — B [0 k.| [ " (c2z0v®) 22 ar

S

and, therefore,

Y] < 0] +/ 202 | 2 ||oc s ||

[

for s € [t,T], which using Gronwall’s lemma implies

Y| =B, [[v2|] < 18'lloo exp (2T12V|ocl| 2P 1 ) -

EJP 20 (2015), paper 127. ejp.ejpecp.org
Page 20/38


http://dx.doi.org/10.1214/EJP.v20-3758
http://ejp.ejpecp.org/

An FBSDE approach to the Skorokhod embedding problem

This in turn automatically implies boundedness of Y(!) according to its dynamics. Fur-
thermore, Y, Z(1) and Y (?), Z(?) satisfy the BSDE which is also fulfilled by the processes
U, Z and V, Z from the proof of Lemma 4.1 (see (4.3) and (4.4)) and so in particular

L /.T (Z,(?) ) ZT) s 2/ 270 ((YT(Q)VT) 7@ L v, (Z§2> _ ZT)) dr.

S

Using the boundedness of Z(?), Z(2) and V this implies using Lemma A.4 that Y(?) — V is

0 almost everywhere. Therefore, after setting W, =W, — f: QZﬁo)VT dr, s € [t,T] we get

from the above equation fT (Z(z) Z ) dW, =0a.s. for s € [t,T]. Since W is a Brownian

motion under some probability measure equivalent to P we also have Z2) — Z =0 a.e.
Similarly, one shows that Y(*) and U as well as Z(!) and Z coincide so

YO =y, v@=v, zW =7 and z® =27 ae.

Now, remember U, = Tdmu(s,Xs(l),Xﬁ?)). Together with ™ (s, X", X)) = vV and
Y = U this yields uV(t,) = —%5u(t,-) and, therefore, uV) = —%5u ae. on IM .
Similarly, we get u(?) = —%;;u. Further, note that u(!) = —9u is continuous. This makes
Lemma 4.2 applicable, so

ZO=7=U=vW ae. (4.7)
Thereby Y (1) and Y@ satisfy the following dynamics:

;Q<1>:g/(X;1>)_/ ZM dw, — / —2Y, 1>Y2>)Z<1>d (4.8)
Y = 5(xP) - / 7 aw, - / (-2v V@) zPar, sefrT), 49

which implies using the chain rule of Lemma A.7:

d d T q
(1) — (1) 1 _ (1)
dx(i)YS (X ) ()X /s P (Z)Z dW,

dz
d d
_ = vy (1) (2) (1) (1)y(2) (1)
<(d()Y Y 2+ Y, d()Y )ZT + Y VY, d(7Z )d
and

d
dxz®

—enx) S x@ Cd e
dg® =T s dz®7T "

T
d d d
My (2) 1) (2) (2) Dy () (2)
+2/S <(d(Z)Y Y 4Y, d()Y )Z +Y Y, d(Z)ZT )dr,

for i = 1,2. Let us recall some statements about the forward process obtained in the
proof of Lemma 4.1:

d

d d
(2) ) — _ = x@
dx(Q)X > 0, ) =1, EPE) XYW =0, a.e,.,
and
d o\ Ty (4 @)
_ - x@ 1 _ 1 2 2
<dx(2)Xs > =1 /t 2y, (D Z( (dz(Q)XT ) dr, (4.10)
d s d
- x(@ _ (1) (1) 2)_~ x©@
EORS _/t 2Y, (Zr + 20— X >dr. (4.11)
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Using the chain rule of Lemma A.7 and the decoupling condition, we have

d . d . d 4 d
@) — ). x(D x(@ @) (. XD x(@ )
TV = a5 X, X)) + D (s, XV XP) 5 X2,
d d d
=@ @) = 5 (2)u<2>(s X§1>,X§2>)d (2)X<2> i=1,2.
X X
Let us set
d d d !
2. 9 g xm xoy - (L yo) (L @
Y2 = —au® (s, X[V, X )_(dx@)ys )(dm@)xs ) : (4.12)
d d d !
(22) ._ u® (s, XV, X2 = @) (2)
V) = s u® (s, X )_(dx@)ys )(dx@)Xs > :
vy = — 4w x X(2>)fL W _ya2_ 9 y@ 4.13)
ST o A AT = m T N g m '
d d
@) . @ xW x@y— 4y _yen_4 s
YR = a5, XU, X)) = — VP Y X (),

We can apply the It formula to deduce dynamics of Y(!2) and Y(*V) from dynamics of

dd@)y(l) (dzd() (2)) , dd YD and (1>X(2)

Let us define Z{!? .= ( d Z(l)) ( 5 X(Q)) , SO we can write using (4.12)

T
y(2) _ 07/ 202 aw, 7/ {(2) << dxd<2) Wy @ 4 ym dd(2 y<2>) 7

—1 —1
Lymye_d s 4 y@) _o 4 yoyoze (4 xeo dr
T T d T dx(z) S T T dx(2) T *

2(2) dz(2)
Using the definitions of Y(12), Y(22) and Z(12) we can simplify this to

T
Y;(12) =0 _/ Z’,(‘lQ) dWT

S

T
_ / (—2) ((ypz)yr(z) _|_yr(1)yr(22)) 7MW L yWy®@ 71 4 y(12)y 1) Zp)) dr.

Let us now define Zén) = da:d(U Zgl) — ZS(12) d;{l) X§2), so we can write using (4.13)

T
}/’5(11) :gI/(X,;l)) 7/ Zﬁll) de,«

S

T
d d d
_ — Dy (2) H_~ _y® (1) Dy @) _~ (1)
[ (o vy 20 sy 4 70)
d

—(~2) ((yTuz)yT@) + YT“)YT(”)) ZW 4+ yWy @ z(2) 4 Yr(lz)YT(l)ZT(Q)) WX@
x

v oy (70 Lz 4 @) Ly,
T T T T dl’(l) T
This can be simplified using (4.13) to

T
Ys(ll) :gu(Xg)) _/ ZT(-H) aw,

S

T
d d
_ _ (11)y(2) (1) (2 ) ~(1) Wy _ 2 »1)
/5{( 2)<(YT Y ¥ +Y, d(l)Y )ZT + YY) dx(l)ZT)

~(—2) <Y(1)Y(22)Z7§1) LYY @702 4 YT(12)§/*T(1)Z£2)> : d(l) X
X

s T

~v1 2.y (Zﬁ” + 23— L x® ) } dr.
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Similarly, we merged further terms using the structure of Y2V and Z('V to get

T
Y;(ll) :g”(X’J("l)) 7/ Zﬁll) dWr

T
_/ {(_2)(<yr(n>yr<2>+yr(1)yr<21>>zg)+yr(1>yr<2>Zr(n))

d d
_(—o vy z@ (@ _y(2) 9.y (70 L 79 v
( 2)(YT VAOYAS )dzu)XT y(12) . 2.y, (ZT + 20— XL )}dr

T
_/ (—2) ((y;myp) +YT(”YT(2”) ZW 4+ yWy® z(an +YTuz)YT(l)ZT(l)) dr.
Analogously to Y (*?) we can deduce dynamics of Y (22);

T
- [z

S

T
_ / (—2) ((y;u)yr(z) err(l)yr(??)) 2@ L yWy @z 4 vy ) Z§2>) dr.

S

From here we can, analogously to Y (*!), deduce the dynamics of Y (21):
T
YD =0 — / Z2) aw,

T
_/ (—2) ((yr(ll)yr(@ +YT(”YT(2”) Z@ 4 yWy® gz +YT(22)YT(”Z§”) dr.
And so we have finally obtained the complete dynamics of the 4-dimensional process
(Y(ij)), 1,7 = 1,2, which are clearly linear in it. Furthermore, remember:

« Y, Y2 are uniformly bounded independently of (t,z) due to the decoupling
condition, u(® = ﬁu, i=1,2 and Lemma 4.1,

« ZW), Z(2) are BMO(P) processes with uniformly bounded BMO(P)-norms inde-
pendently of (¢,z) due to (4.8), (4.9) and Theorem A.5,

« (Y()), i,j = 1,2 are bounded according to their definition (with a bound which
may depend on ¢, z at this point),

« (Z2W)), 4,5 =1,2 are in BMO(P) according to Theorem A.5,

. (YT(ij))i,j:Lg is uniformly bounded by ||g"||cc + [|0” ||cc < 0.

Therefore, Lemma A.4 is applicable and (Y(ij ))i,j=1,2 is uniformly bounded, independently

_ _d

of (¢,z). In particular, Yt(ij) = To uD(t,z), i,j = 1,2, can be controlled independently

of t € I, x € R?, while —$5u®(t,z), j = 1,2, has the same property as we already
know. This shows I, = [0, T] using Lemma 3.22. O
Lemma 4.8. Let g, 6, ¢’, &' be Lipschitz continuous functions. Let (uV)._  , be the

unique weakly regular Markovian decoupling field to problem (4.6) constructed in
Theorem 4.7.

Suppose that —%u'”, i = 0,1,2, has a version which is continuous in the first two
components (s,z(!)) on [t,T) x R? for some t € [0,T). Then for any initial condition
(X7, xP) = (2W,2®) = 2 € R? the associated processes Z®, i = 0,1,2, on [t,T]
satisfy

20w) = —u? (s X0 (@) XP W), =012,
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for almost all (s,w) € [t,T] x Q.
Furthermore, in this case the processes

d voo _d

dz(D) T dz @)

X®@  and (

can be bounded uniformly, i.e. independently of (¢, x).

Proof. The first part of the proof works analogously to the proof of Lemma 4.2. So we
keep our arguments short. For i = 0, 1,2 we consider %E[Ys(i)h(WHh — Wy)|Fs] for small
h > 0. As in the proof of Lemma 4.2, we use It0’s formula applied to (4.6) to obtain

) s+h ] s+h )
YO Wen - W) = [ O aw,+ [, - wz0aw,
’ s+h ’ ) s+h )
+ / (W, — W) (—2Z§O)Y,52>) Z0 dr + / Z® dr,
S S
and also

s+h s+h s+h
Y (Wein — W) = / YO qw, + / (W, — W) Z©O dw, + / ZO) dr,

s+h
E / zO dr|F,

E /Hh Z(9 (1 — oW, — W) (ZT(O)YT@))) dr

which leads to

— 279 for h—o0,

S

1
SB[V, (W = Wo)IF] =

and

1

E[YS(-l-)h(WSJrh - WS)|‘FS] = E — Zél)

h Fs

as h — 0 for i = 1, 2. The arguments are valid for almost all s € [¢,T.
On the other hand we can use the decoupling condition to rewrite

Ys(-i—)h(W9+h — W) =u? <5 + h’X(-li-)Fw X )> (Wstn — Ws)

+ (@@ (s + b, XY, XD

st h S+h) (l)(s—i-hX

+ho X§2)))(W8+h - WS)

Let us deal separately with the two summands. For the first one recall that X 51) and
XS( ) are Fs-measurable, X(i)h = X(l) + (Wsipn — Wy), Weyp — Wy is independent of F,
and u is deterministic, i.e. is assumed to be a function of (s,z"),2(?) € [0,7] x R%. A
combination of these properties leads to

1 .
lim > E [u(’) (5 +h, XY, X <2>) (Wipn — Ws)

ol (30, 9).

if e (1) u(?) is continuous in the first two components on [t,T') x R?, where we use that
—$ul? is bounded.

For the second summand recall that «(? is also Lipschitz continuous in the last
component with some Lipschitz constant L and X(Q)h = xP + th (Z(O)) dr. These
properties allow us to estimate

]

7 ’E [( (5 th Xii)thﬁ)h) ul® (5 +h, Xy XL )) Win = Ws)
f] L B ZOJZBW, 0 — 7,

1 s+h 9
< E|L- / (Z39)"dr | - [Wasn —
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which tends to 0 as h — 0.
Therefore, we can conclude

) 1 i
Zgl) = l}grol EE[Y( ) (Ws+h - WS)|-7:S] =

4 dl)uu) (s,X§1>,X§2>)

dax(

if ﬁu(i) is continuous in the first two components on [t,T) x R?, fori = 0,1, 2.
Now recall (4.10) and (4.11) from the proof of Theorem 4.7:

d o\ Ty 4 @)
_ 1
(dx(Q)XS ) =1 /t2yr Z! <dx<2>X’" ) dr,

d s
(2) — ) [ 7(1) (2) (2)
x(1)Xs = /t 2Y, (ZT + Z, Y X, ) dr,

a.s. for s € [t, T]. The first equation implies

d -t s
x@) = f/ 2y M z@ ar ).
() = [z

Using Z? = —45u@ (-, XM X3, vy = 20 = 40 xM x®)) (see (4.7) in the

proof of Theorem 4.7) and uniform boundedness of Td(l)u(i) for+ = 0,1,2 we see that

d y(@)h—1 . d (2
= Xs”) " and its inverse —{5 X7,

this implies uniform boundedness of (
Furthermore, we have

d s d
(2) (1) (1) (1) 7(2) (2)
‘dx(l)XS <27||yWz Hoo+/t 2|lyWz w’dx(l)XT dr.
By Gronwall’s lemma together with uniform boundedness of Z(!) = dﬁl) u® (- X.(l)7 X‘(Q)),
Z® and Y implies the uniform boundedness of —4X®). O

For the subsequent results we employ the following notation:

* For a real number H > 0let xy : R — R be defined via xy(z) := (—H)V (z A H)
for z € R. In particular, xy is bounded, Lipschitz continuous and coincides with
the identity function on the interval [-H, H].

+ For real numbers y(“/) and 5(*) we denote by y(“)"# and 3V the values x y (y(¥))
and yz (y®) fori,j =1,2.

To prove sufficiently regularity properties of the decoupling field u, we need to
consider for H > 0 the following even higher dimensional system of equations:

XM =0 +/51dWT, X® =2® +/S (Zﬁ‘”)2 dr
t

t
with backward equations
T
YO = g(xp)) - a(x57) - / 7 aw,, u® (s, XM, X)) =¥0,
T ) T
Y,“):g’(X(T”)—/ Z§1>dW,.+/ 22Oy @ zMWdr,  wW(s, XM, x@) =y,

T T
Y = —o(X)) - / Z» aw, + / 220V P2 dr, u® (s, XV, X)) =V,

S
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and

T T
Ys(u) =g”(X:(p1)) _/ Zﬁn) dw, +/ 2{ (Yr(H)AHYr(Q)AH + YT(I)AHY,«(QDAH) Z,(})
s S

+ YT(I)/\HYT(Q)/\HZ,,(‘ll) 4 KA(12)/\HYT(1)/\HZ,,(‘1)} d’l",

s T

T T
Y12 g 7/ 202 qw, +/ 2{ (Y(12)AHy(2)AH +YT(1)/\HY’T(22)/\H> Z
4 YT(l)AHYr(2)/\HZ7E12) 4 }/7,.(12)AH){,§1)AHZ£.2)} dT‘,
T T
Ys(zl) -0 _/ Z,(.Ql) aw, +/ 2{ (YT(M)AHYT(Q)AH +Y,.(1)AHY,.(21)AH> ZT(;)
+ Yr(l)/\HYr(Z)/\HZ,,(?l) + }/;(22)/\HY,~(1)/\HZ,,E1)} dT,

T T
Ys(22) _ 6”(X;2)) _/ ZT(22) aw, +/ 2{ (Yr(12)/\Hy;(2)/\H +YT(1)AHYT(22)AH) Zr(g)

S S

+ YT(I)/\HYT(Q)/\HZ7E22) 4 Yr(22)/\HYT(1)/\HZ,,E2)} d’l",

and with the decoupling conditions
u(u)(s,Xgl),Xs(Q)) - ys(ll)7 w(12) (s,XLSl),XgQ)) - ys(12)7
u(21)(s,X§1),X§2)) = Ys(zl), u(22)(s,X§1),XS(2)) = YS(22). (4.14)

With (4.14) we will always refer to all the above equations.

Lemma 4.9. Let g, 4, ¢’, &', ¢g", " be Lipschitz continuous functions. For sufficiently
large H > 0 the above problem (4.14) satisfies I, = [0,T] and in addition

max

2
P ) LYY S
EPE) dz® (dz(D)
d d d d 42
ap__d4 d - eny__d d ey A
v 2@ dzm dz® dz@ Y (@) T

where u is the unique weakly regular Markovian decoupling field to the problem (4.1).
In particular, u is three times weakly differentiable w.r.t. x with uniformly bounded
derivatives.

Proof. The proof is in parts akin to the proof of Lemma 4.1 and we will again seek to
keep these parts short.

Assume M = (tM T]and t € IM . Let vV and uU*), i = 0,1,2, j,k = 1,2, be
the associated weakly regular decoupling field on I . We want to control %u(i)u(t, ),
d%u(j’“) (t,-),1=0,1,2 and j,k = 1,2, independently of ¢ to create a contradiction with
respect to Lemma 3.22.

For this purpose we consider the first three components of the decoupling field.

Since (u(i))i:&1 , is clearly a weakly regular Markovian decoupling field to the problem
(4.6) the mappings (u(i))izo 1o in (4.6) and in (4.14) are identical according to Theorem

3.17 and the processes X, X@, y(@) z@ ;=0,1,2, in (4.6) must coincide with the
identically denoted processes in (4.14) according to strong regularity. This is true for

every t € IM and initial condition z € R%. Hence, we can apply Theorem 4.7 and get
d
0) — L = 2 _ % M
U u, U D u, U @ u on I
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In particular, the last two functions are uniformly bounded.

Furthermore, we saw in the proof of Theorem 4.7 that Y() and Y® are uniformly
bounded independently of (¢, z) and Z(") and Z(?) are BMO(P) processes with uniformly
bounded BMO(P)-norms independently of (¢, z). Especially, Y ()" = Y for i = 1,2 if
we make H large enough. We will make this assumption from now on.

The processes Y%, j k= 1,2, satisfy

T
ys(jk) :Y:ﬁjk) _/ Zr(jk) dw,

S

T
,/ < Z oIk Y(l1)z(l2)y(l3l4)/\H+Y(1)y(2)Z(jk)) dr
l1,127l37l4 r T T T [d r )

s l1,l2,l3,l4=1,2

(4k)

where O 12,1314

is always either 0 or —2. Since due to the structure of the terminal

condition YT(j k) are uniformly bounded, we can apply Lemma A.4 to obtain uniform
boundedness of YU*) as processes on [t, T] independently of (¢, z).

In particular, YW = Y (GF) for j k = 1,2 if we make H large enough. We will make
this assumption from now on.

This implies that the processes Y'/%), j k = 1,2, coincide with the identically denoted
processes in the proof of Theorem 4.7 since they satisfy the same stochastic differential
equations with the same terminal condition and we can apply Lemma A.4 to the difference
of these four-dimensional processes obtaining that this difference must vanish. This
implies however that Y,/") = —druld) (2™, 2?) for almost all (z1), 2(?)). So we obtain
ulik) = dﬁk) u9), j k =1,2 a.e and these functions are uniformly bounded according to
Theorem 4.7.

According to Remark 3.14, the functions ﬁu =4 and ﬁu(i) =, §=1,2,
are continuous on [t,7] x R? and we can apply Lemma 4.8 to get

d
dzM

Z® = u® (-, xM xPY) fori=0,1,2.
Hence, Z() are uniformly bounded for i = 0, 1, 2.

Let us now analyze higher order derivatives {7 ul/* for i, j,k = 1,2. As usual this is
done by investigating equations characterizing the dynamics of 7Y U" fori, j,k = 1,2.
Using strong regularity we obtain

d . d - T q 4
(k) _ (k) _ GR) QW
da:(i)ys _dx(i)YT L dx(i)ZT dw:

T . )
S A CEaRD I A B

l1,l2,l3,l4=1,2

where
Hﬁx(jk),h,lz,lg,lz; — %Yr(ll)zﬁlz)y;(hh) + Yr(ll) %Zﬁlz)m(hh) + Yr(l1)Z£l2) %Kﬂ(hh)’
o d . d . d .
i,(jk) — L)y (2) 7(3k) (1) (2) 7(5k) 1)y (2) (3k)

This already implies that ﬁYU’“), 1,7,k = 1,2, is uniformly bounded according to

Lemma A.4. The lemma is applicable since

R O Y,7" is either 0 or has the structure ¢ (X)) 4 X or —s®(xP) 4 X

which is uniformly bounded due to the Lipschitz continuity of ¢”,” and Lemma
4.8,
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o -4 X is also

. dﬁl)y(l) =45 U(l)(T X(l) X(2)) — (z)X(l) + (l)(T', X,gl),XT(Q))
uniformly bounded according to Theorem 4. 7 and Lemma 4.8,

o YO = R (e x D X)) xR (o, x (Y X)X P s a
bounded processes on [t, T according to Lemma 4 8 (but not necessarily uniformly

in t at this point),

* d;()Z(l) = ul! (r»Xﬁl)7 7(‘2)) -

o Yihal2), Y(l), Z® are always uniformly bounded as was already mentioned,
« Z(il2) are BMO(P)-processes with uniformly bounded BMO(P) - norms according
to the equations describing Y (“/2) and Theorem A.5.

45 foralll = 1,2,

Let j, k € {1,2}. As a consequence of the decoupling condition together with the chain
rule of Lemma A.7, we have

d d

, d A ,
Gk — 4 o0 xO x@ G (. x (D x (@) (2)
T YWY = uP o X X)) + b o, X, X)) s X
d d d
(k) — GR) (. X (D X ()
T WY = et X X)X P,

Using the boundedness of (%5 X (%) ~! the last equation implies that

dz(2

. 5 (1,2, o)
X

is bounded for almost all (1), {E(2) by a uniform constant. Now the first equation together
and —% Y(J *) implies uniform boundedness of

P il)u( %) as well.
Considering Lemma 3.22 we have a contradiction and the proof is complete. O

Theorem 4.10. Let T =1and g, §, ¢, &, g”', 8" be Lipschitz continuous functions. Sup-
pose additionally that g is increasing and not constant. Then the Markovian decoupling
field u from Lemma 4.1 fulfills the requirements of Theorem 4.6.

Proof. Let (u(®,u™®, u® 40D 402 42Y 4(22) be the unique Markovian decoupling
field to the problem (4.14) on [0, T]. We have u(®) = u, u(!) = ﬁu, etc. according to
Theorem 4.9.

Let us show that ﬁu is Lipschitz continuous in the first component. For this
purpose we consider for a starting time ¢ € [0,7] and initial condition z € R? the
associated FBSDE (4.14) on [t, 1]. Recall that

v = %u(s,xp,x@), s e[t 1], (4.15)
satisfies
vy =y / s (—220v,®) 20 ar + / ZMaw,, se ), (4.16)
¢ t
where

« 70 = S5u® ( xW X(Q)) = Y ae. according to Lemma 4.8, which is

applicable since (g mul”),_ , = (ulV),_, ) and G5u® = ul) are continuous
on [t, 1] according to Remark 3.14,

e 70 = Y(l) and Y are bounded by || rfmul|  and || z5ul .

A u(l)( X.(l)7 X‘(Q)) a.e. according to Lemma 4.8, which is applicable as
already mentloned. So Z") is bounded by || 47 ulV) HOO
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Let s € (t, 1]. Using the triangular inequality we obtain

d d d d
’d;g(UU(s,x) - o) < ‘dx(l)u(s,x) ~E [d:c(l)u(s’Xél)’Xs@))] ‘

u(t,x)|.

d
- 1) x @)y _
+ ‘IE {dx(l)u(s,XS , X )]

da(M

Applying the triangular inequality for a second time together with (4.15) we get

d d
‘dx(l)u(s’x)_ dx(l)u(t’x)

d
< ‘Du(s,x(l),x@)) -E [

dz u(s,Xs(l),x(z))} ‘
x

dz(®)

d
u(s,Xs(l)m(?))] -E {u(s,Xs(l),Xs(z))} ‘ + ’E {Ys(l) — }Q(l)] ’ .

d
dz(® dz(M)

[e]
Let us now control the three summands on the right-hand-side separately.
First summand: Let us define
d
p(z) = Az

u(s, 2, 2?) — u(s,z™ + 2,2?), zeR,

dx(®)

and note:

ﬁu(s, AN ICN I ) {dzdmu(s,Xs(l),x@))] ‘ = ‘ngo(\/s — tz)\/%e*%z2 dz

as XM =20 W, — W, ~ N (zW, s —1t),
*  is Lipschitz continuous with Lipschitz constant L,u), which is the Lipschitz
constant of —45u = u") w.rt. the last two components, and ¢(0) = 0,
» ' is Lipschitz continuous with Lipschitz constant L,1), which is the Lipschitz

constant of —%L 4 = 411 w.rt. the last two components.
(dx(l))

And so using Lemma A.6 we obtain

(5,2, @) — B { u(s, Xgl),x@))} ‘ < —(s—1t)  Lyan.

N | =

‘ Az

Second summand: One sees that

d d
‘E[ x(1)u(S7Xs , T )} E[ x(l)u(s,Xs , X, )H

dz()

d
<E H dx(l)u(s,Xs(l),x(Q)) - d:n(l)u(S’Xs(l)’X‘gQ))H <L,nE HXS@ - x(2)H )
while
s 2 2 2
’X@) - w(2)‘ = (Z(0)> dr| < (s—t)- HY(I)H <(s—t) ||=—=ul as.,
s t r () dx(l) 0o
where we used Z(® = Y@ ae.
Third summand: Using (4.16) we have
1) _y® PR N S| R | | N G
el v <2- -0 g |Gl [
Conclusion: We have shown
d d
WU(&@ - Wu(t,x) <Cls—1,
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with some constant C' € [0, c0), which does not depend on ¢, x or s. In other words ﬁu
is Lipschitz continuous in time. Since it is also Lipschitz continuous in space, it is a
Lipschitz continuous function on its whole domain [0, 7] x R2.

It remains to show that ﬁu is R\{0}-valued on [0, 1) x R?: Clearly ¢’ is non-negative
and does not vanish. Let ¢ € [0,1), z € R?. Consider the associated FBSDE on [t, 1].
Using (4.16) we can write

4 _gxmy [ g0 ' Wy @
Lo s ) =9'(Xy )—/t zMd W,.+/t (—QYK | )dn ,

So there is a probability measure Q ~ P such that —$5u(s,z) = Eq [g’(Xq(}))] > 0. Now
note that X;l) =z + Wr — W, has a non-degenerate normal distribution w.r.t. P.
Therefore its distribution is equivalent to the Lebesgue measure. But since @ ~ P the
distribution of X(Tl) w.r.t. Q must also be equivalent to the Lebesgue measure. This
shows

d 1
7dx(1)u(s,x) =Eq [g’ (X(T)ﬂ >0
since otherwise ¢’ = 0 a.e. would hold. O

In Theorem 4.10 we implicitly solved the Skorokhod embedding problem. To obtain a
strong solution is now an immediate consequence.
Corollary 4.11. Provided Gy, o and 3 as in (2.1) together with a probability measure v
such that the corresponding g and § fulfil the requirements of Theorem 4.10. Then, there
exists a bounded stopping time T and a constant ¢ € R such that ¢ + G has the law v.

A BMO-Processes and their properties

Let (22, Fr, (Ft)tejo,1], P) be a complete filtered probability space such that the fil-
tration satisfies the usual hypotheses. Moreover, we assume that there exists a d-
dimensional Brownian motion W on [0, 7] independent of F, and that F; = o(Fo, F}V),
where FW is the natural filtration generated by W and F; contains all null sets.

For a probability measure Q and any ¢ > 0 and m € IN we define H4(R™, Q) as the
space of all progressively measurable processes (Zt)te[O,T] with values in R™ such that
12018, = Bo[( J 12512 ds)”?] < oo
Definition A.1. Let Q ~ P be an equivalent probability measure and define

BMO(Q) :={Z:[0,T] x Q| Z is progressively measurable and vector-valued s.t.
T
3¢ > 0%t € [0, 7] : EQ[/ Z.2ds|F] < C as).
t

By vector-valued we mean that Z assumes values in some normed vector space.

The smallest constant C' such that the above bound holds is denoted by HZHQBMO(Q).
For processes Z ¢ BMO(Q) we set || Z|| gyo(q) := oo. Furthermore, we call a martingale
M a BMO-martingale if

t
Mt:Mo+/ ZSdWS :ZM()—F(Z.W)t
0

with some R'*?-valued Z € BMO(P).

Also, if a progressively measurable process Z is only defined on a subinterval of
[0, 7], the statement Z € BMO(Q) means that its natural extension to [0, 7], obtained by
setting it equal to 0 everywhere outside its initial domain, is in BMO(Q).

In the following we provide auxiliary results concerning BMO-processes.
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Lemma A.2. For a probability measure Q ~ P let Z € BMO(Q) be R™-valued. Then
Z € Hzn(Rm, Q) for alln € IN and ||Z||H2n(]Rm’Q) < 2% ||Z||BMO(Q)-

Proof. Let us define A, := fg |Zs|*ds, t € [0,T], which is progressively measurable,
non-decreasing, starts at 0 and satisfies Eq[Ar — A¢|F;] < \|Z||QBMO(Q) for all ¢t € [0,T].
Therefore, using energy inequalities we have

Eql(4r)"] < ! (1121300 -

which implies the assertion. O

Lemma A.3. For all K > 0 there is a constant C' > 0, which is increasing in K, such that

EQ[exp </tT|Zs|ds>

all probability measures Q ~ IP and all Z € BMO(Q) such that || Z|| gyoq) < K.

ft} <C a.s., forallte[0,T],

Proof. We apply Lemma A.2 to estimate

Fi

k 1
o T o T kN2

SZE Eq (T/ |Zs|2ds> ’]—"t <> o (k! (”ZHJQBMO(Q)) )
k=0 ! .

We use .
kE+1 k - 1
T =2 T2 T2
—— Kk Kk = K—0, k— oo,
( (k+1)! V! vVEk+1
to see that the series converges absolutely and is monotonically increasing in K. O

Lemma A.4. For some N € N let Y be an R'*"-valued progressively measurable
bounded process on [0,T], the dynamical behavior of which is described by

T T d
Y, =Yy _/ dw,! z, —/ <ar +Y, (6, In + Br) + > Zini +,,JZT> dr, s€[0,T],
s s i=1
(A.1)
where

e Yr is R**N.valued, Fr-measurable and bounded,

e 7 is some R¥¥ -valued progressively measurable process s.t. fOT |Z|2dr < < a.s.,
which can also be interpreted as a vector (Zi)izlw’d of R™¥ .valued progressively
measurable processes Z',i=1,...,d,

e « is an R ¥ -valued BM O(TP)-process,
* § is some non-negative progressively measurable process with fUT dsds < o0 a.s.,
e Iy € RN¥*¥ js the identity matrix,
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e B is an RV*¥ .valued BMO(P)-process,
e ~',i=1,...,d, are progressively measurable and bounded R"*" -valued processes,
e u is an R¥-valued BMO(P)-process.

ThenY is bounded by ||Y||cc < C1-||Y7||oo +C2- ||| Brror) With constants C1,Cs € [0, 00)
which depend only on T, ||B|snmo). ||t smow) and |79, i@ = 1,...,d, and are
monotonically increasing in these values.

Proof. In order to get rid of the term 1,' Z, we define a Brownian motion with drift on
[0,T] via

Ws = VVS +/ M d’r‘7 s € [OvT]
0

Using a standard Girsanov measure change W is a Brownian motion w.r.t. to some
equivalent probability measure Q. Furthermore, using (A.1) the process Y has dynamics

T T d
Y8:YT—/ dW:ZT—/ <ar+n(5TIN+ﬁr)+ZZ};7;L> dr, s€][0,T].

i=1

Now, choose a t € [0, T]. We want to control Y;. For that purpose define

s s d
Fs:zexp<—/ (&-Imﬂr)dr—/ D AWy Z—*/ 7y d ) s €[t,T].
t toi=1 t1 =1

According to the It6 formula I" has dynamics

T d T
I, =T7r +/ > dWAiL, +/ (6,In + B,) T, dr,

for s € [t,T]. Now, we apply the Itd formula to Y,I'; to obtain

Y,T, _YTFT—/ ZdWl (ZIT, — Y,~T,)

d

T d

=1 i=1

A few terms cancel out and we end up with
T
Y.y = YyIr — / Z AW} (ZiT, = Yoril,) — / a, I, dr. (A.2)

We now want to control sup,¢, 71 |I's|: Observe that due to 6 > 0 we have forall p > 1
ft]
exp< /5dr—/ﬁTdr—/ 2%_,/ yiykd ) ft]
p
oo S a4 | [ Soisiar ) |

sup exp( / |6r| dr + T||’yH2 ) - sup exp (p Z AWint ) ’.7-}]7
sElt,T) s€(t,T) t i
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which using Cauchy-Schwarz inequality can be further controlled by

1
T s d 2
(EQ exp (/ 2p|B,| dr +pT7||§o> ‘ft up exp <2p / > dWﬁvﬁ) ’ED
t selt,T t

Due to Lemma A.3 the first of the two factors above can be controlled by a finite constant,
which depends only on p, ||| srmo(q),
these values. Notice, that ||3||pro(q) can be controlled by ||3| garor) and ||u|| prror) by
Theorem A.1.6 in [Frol5] (or see [Kaz94], Theorem 2.4. and Theorem 3.6.).

The second factor can be estimated using Doob’s martingale inequality:

Eq

0 s d k
Eq [exp (2p sup / Z AWi~: )’}}] < Z %EQ {( sup / Z dw? (2p77) ) ]:t}
s€t,T] k=0 " s€(t,T] toi=1
<1+4+E / 2pdW, }
Lo | [ 3
0o 1 k k T d o . k

Using Cauchy-Schwarz inequality and Doob’s martingale inequality again, the above
value can be controlled by

1
rod 2 ERN k
. . 1
142 | Eq / Z AW} (2pvy) ‘]—} + Z E4EQ ‘/ Z dW‘ 2p%) ’ft

to=1 k=2

T d ~

< 10Eq |exp <2p / Z dWiyt ) ’ft
=1

This value is bounded by a finite constant, which depends only on p, T' and |||/~ and
is monotonically increasing in these values: For instance use Theorem 2.1 in [Kaz94]
by applying it to finitely many sufficiently small subintervals of [¢,T] such that 2p||7y|c
multiplied by the square root of the size of every subinterval is smaller 1/5. Also, use the
triangle inequality and the tower property after splitting up the stochastic integral. One
implication of the above control for sup,¢(; 1 ITs| is that the stochastic integral in (A.2)
represents a uniformly integrable martingale with respect to Q since

/Zdwz ZiT, — Y,~'T,) = YSFS—YtFt—/ o, T, dr as., foralls € [t,T],
t

and, therefore, using triangle inequality, Cauchy-Schwarz inequality and simple estimates

ol | [13 awi i~ visie) |
s€(t,T] )
<2|Y||oEq | sup |Ts|| +Eq | sup /oszrdrl
| sE[t,T] set,T) |/t
i ] T
<2|Y||Eq | sup |Ts|| +Eq | sup |F\ |a| dr
_sE[t,T] s€ft,T]
_ ] 1
T 2
<2V |Eq | sup [L|| + (Ea | swp NP\ Eo |7 [ jazar|)
_sE[t,T} i s€t,T] t
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which is finite due to « € BMO(IP) and Theorem A.1.6 in [Frol5]. We can finally estimate
using (A.2) and Cauchy-Schwarz inequality:
T
/ o, I', dr
t

e

Yi| = [Eq [Yil'y| ]| = |Eq [YrT'r|Fi] — Eq S

)

T
T/ o |2 dr
t
1
2
< Y7 llooy/Eq (L7121 F:] + VT e aoco) (EQ ft})
1
2
< |Yrlleoy/ Eq [ITr[?[F] + Killal samoe) (EQ Ft]) ;

where we again used Theorem A.1.6 in [Frol5]. K, depends only on ||| pyocp) and
T. O

< |YrllooEq (U7l ] + (EQ

sup |FS|2‘}}
s€t,T]

sup |Ts[?
s€t,T]

sup |y [?
s€t,T]

The following theorem is an extension of a result from [BE09].

Theorem A.5. LetY, Z, X, ¢, ¢ be some progressively measurable processes on [0, T]
such that Y is real-valued and bounded, Z is R'*“-valued with fOT |Zs]? < o0 a.s., 1 and ¢
are real-valued and in BMO(P), and X is real-valued and satisfies X < ¢?+ |Z|¢+C|Z|?
with some constant C > 0. Furthermore, suppose that

T T
Yt:YT+/ Xsds—/ Z,dW, a.s., tel0,T).
t t

Then we have || Z||gyop) < K < oo for some constant K, which only depends on Y ||,
C, gp||BMo(]p), w||BMO(]p) and is monotonically increasing in theses values.

Proof. Clearly, we see X < ¢ +|Z|p 4+ C|Z|* < (¥% + 1¢?) 4+ (C + 1)|Z|%. Let us set
P = (2 + 1p?)Y2 € BMO(P), C := C + 1, and write

t t
;=Y —/ Xsds+/ Zs dW.
0 0
Let 8 € R be some constant specified later. Using It6’s formula we get
exp(BYy)
t t 62 t
= exp(8Yy) — / Bexp(BY;)Xsds + / Bexp(BY;)Zs AW, + ?/ exp(BYs)| Z,|* ds.
0 0 0
So for every stopping time 7 € [t, 7] we can write

exp(BY1)

T T 2 T
:exp(BYT)—&-/t ﬁexp(BYs)Xsds—/t Bexp(BYs)Zs dWS—i/t exp(BYs)| Z,|* ds,

which can be rearranged to

8 [ exp(sv) (5122 - X.) ds = exp(8¥) — exp(5) — [ rhexp(6v.) 2, .
t

t
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or again to
5 [ exploviy (G127 + 3 - x.) as
— exp(BY;) — exp(BY:) + B / exp(BY.)72 ds — / B exp(BYs)Zs AW,
t t

Setting 3 := 2C +2 = 2C + 3, we have | Z,|* < 5| Z,[?> + ¢? — X,. Now choose a localizing
sequence of stopping times 7,, € [t,T], n € N, such that E [ [/ |Z,|?ds] < oo for every
n € IN while 7, T T for n — oo. Applying conditional expectations we have

E {/3 /t " exp(BYL)| Zs[? ds

7l <e s [ ey (512243~ x.) 0

< B[ exp(a1;,) — exp(31) + 5 [ exp(BY)(02 + 5% ds
t

‘Ft:|a

which we can rewrite as

]E|:/Tn exp(ﬁys)|25|2d8 ]:t:|
t
eXp(BYTn) _ eXp(BYt) Tn 9 1 )
<E [ BYy — BY, (Yr, —Y) +/t exp(BYs)(y* + 59 )ds ]_-t}
Y,,) — exp(8Y; 1
< exp(ﬁﬁyﬂ? - f;;z(ﬁ t) Lo 1Yz, — Yilloo +exp (B]Y]|0o) (HwH%NIO(]P) + §||50||2BM0(]P))'

Finally, note that the exponential function is Lipschitz continuous on any interval [a, b]
with exp(a V b) as Lipschitz constant, so

exp(BYr,) — exp(8Yy)
BYTTL - BY;S

NYr, = Yilloo < exp(BlY][oo) - 2+ IV ][ oo-

‘ o0

We obtain by monotone convergence

T Tn
/ | Z,|? ds = lim E [/ |Z,* ds
+ n—oo t

< lim exp(8Y ) E [ [ eirizas
n—oo t

E Fi

7

]—'t}
1
< 2exp(BIY o ¥ e + ex0 817 ) (141 w0 + 2|¢||2BMO(P))
1
— 2exp(2(2C + Y ) e + ex0 22 + 3)Y o) (1lBrarore) + 3 lelsnnoey )

which is finite and increasing in ||Y||s0, C,

ollBaropy and ||| paro(p)- O

Miscellaneous
Finally, we collect here elementary properties of weakly differentiable processes.

Lemma A.6. ([Frol5], Lemma 4.3.11) Let ¢: R — R be twice weakly differentiable such
that ¢(0) = 0 and ||¢"||cc < co. Then one has

1 1
/go(a.z) e dz| < 502H90”Hoo for all o € [0, 00).
R

EJP 20 (2015), paper 127. ejp.ejpecp.org
Page 35/38


http://dx.doi.org/10.1214/EJP.v20-3758
http://ejp.ejpecp.org/

An FBSDE approach to the Skorokhod embedding problem

Lemma A.7. ([AD90], Corollary 3.2, and [Frol5], Lemma A.3.1) Let N,m € IN and let
g: RN — R™ be Lipschitz continuous. Moreover, let X: R" — RY, n € N be weakly
differentiable. Then one has that g(X) is also weakly differentiable, the restriction g|T;(
of g to the affine space

T;\X = {:CGRN

z=X(\)+ (%\X(A)v, for some v € ]R”}

is differentiable at X (\) for almost every A € R"™, and

d d d .
ag(X)()\) = angg (X(/\))EX(A) for almost all \ € R™.

In particular, this implies:

* Ifn = N and the matrix -5 X () is invertible for a.a. ), then TyX = RN for a.a. A
and {5g(X) = (Lg) (X)45X a.e., where L g is a weak derivative of g.

e If g is differentiable everywhere then —5g(X) = (-Lg) (X)5 X a.e.

e If g is only locally Lipschitz continuous rather than Lipschitz continuous, but
differentiable everywhere, while X is bounded, then still -5g(X) = (-Lg) (X)X

a.e.
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