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Abstract We study a class of dynamic decision problems of mean field type with time
inconsistent cost functionals, and derive a stochastic maximum principle to characterize
subgame perfect equilibrium points. Subsequently, this approach is extended to a mean field
game to construct decentralized strategies and obtain an estimate of their performance.
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1 Introduction

In dynamic decision making problems a policy is time consistent if whenever it is optimal
at time ¢, it remains optimal when implemented at a later time s > ¢. In optimal control
this is known as the Bellman principle. A time inconsistent policy need not be optimal at
later time s > ¢, even if it is optimal at time ¢. Time inconsistency occurs for example
when a hyperbolic discount rate is preferred to an exponential discount rate or when the
performance criterion is a nonlinear function of the expected utility such as the variance
in the standard Markowitz investment problem. For a recent review of time consistency in
dynamic decision making problems we refer to Ekeland and Lazrak (2006), Ekeland and
Pirvu (2008), and Zaccour (2008).
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In his work on a deterministic Ramsay problem, Strotz (1955) was the first to formu-
late the dynamic time inconsistent decision problem as a game theoretic problem where it
is natural to look for subgame perfect equilibria. Pollak (1968), Phelps and Pollak (1968),
Peleg and Menahem (1973) and Goldman (1980) extended this framework to discrete and
continuous time dynamics. The recent works by Ekeland and Lazrak (2006) and Ekeland
and Pirvu (2008) apply this game theoretic approach to an optimal investment and con-
sumption problem under hyperbolic discounting for deterministic and stochastic models.
Among their achievements, they provide a precise definition of the equilibrium concept in
continuous time, using a Pontryagin type “spike variation” formulation (that we recall in
Sect. 2 below) and derive among other things, an extension of the Hamilton-Jacobi-Bellman
(HJB) equation along with a verification theorem that characterizes Markov (or feedback
type) subgame perfect equilibria. Their work is extended by Bjork and Murgoci (2008) and
Bjork, Murgoci and Zhou (2014) to performance functions that are nonlinear functions of
expected utilities for dynamics driven by a quite general class of Markov processes. Hu et
al. (2012) followed by Bensoussan et al. (2013) characterize subgame perfect equilibria using
a Pontryagin type stochastic maximum principle (SMP) approach to a time inconsistent
stochastic linear quadratic control problem of mean-field type, where the performance func-
tional is a conditional expectations with respect to the history F; of the system up to time
t. They derive a general sufficient condition for equilibria through a new class of flows of
forward-backward stochastic differential equations (FBSDESs). The properties of this class of
flows of FBSDESs are far from being well understood and deserve further investigation. Both
the extended HIB equation provided in Bjork and Murgoci (2008) and Bjork, Murgoci and
Zhou (2014) and the sufficient condition suggested by Hu et al. (2012) give explicit expres-
sion of the equilibria only in very few cases. In a more recent work, Yong (2013b) studied
a class of linear-quadratic models with very general weight matrices in the cost, and time-
consistent equilibrium control is constructed by the stochastic maximum principle approach
and Riccati equations. Yong (2013b) also considered closed-loop equilibrium strategies by
discretization of time for the game.

In this paper we suggest an SMP approach to time inconsistent decision problems for
dynamics that is driven by diffusion processes of mean field type that are not necessarily
Markov and whose performance criterion is a nonlinear function of the conditional expecta-
tion of a utility function, given the present location of the state process. We do not condition
on the whole history F; of the system as in Hu et al. (2012) because for all practical pur-
poses, in the best conditions, the decision-maker can only observe the current state of the
system. She can never provide a complete and explicit form of the history F; (which is a
o-algebra) of the system, simply because this is a huge set of information, except in trivial
situations. Our model generalizes the one studied in Ekeland and Pirvu (2008) and Bjork et
al. (2008, 2014).

In the first main result of the paper the subgame perfect equilibria (not necessarily of
feedback type) are fully characterized as maximizers of the Hamiltonian associated with
the system in a similar fashion as in the SMP for diffusions of mean field type obtained in
Andersson and Djehiche (2010) and Buckdahn et al. (2011). This approach is illustrated by
several examples and the explicit solutions are obtained.

Next, we address the time-inconsistency issue in a mean field game of N players. The
players in such games are individually insignificant and interact via an aggregate effect
generated by the population. There has existed a substantial literature on this class of
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games. Huang, Caines, and Malhamé (2003, 2006, 2007) introduced an approach based on
consistent mean field approximations to design decentralized strategies where each player
solves a localized optimal control problem by dynamic programming. These strategies have
an e-Nash equilibrium property when applied to a large but finite population. Closely related
developments were presented by Lasry and Lions (2007) who introduced the name mean
field game, and Weintraub, Benkard, and Van Roy (2008) studied oblivious equilibria in a
Markov decision setup. Within the linear quadratic setup, various explicit solutions can be
obtained; see e.g. Huang, Caines, and Malhamé (2007), Li and Zhang (2008), Bardi (2012),
Bensoussan et al. (2011). Tembine, Zhu and Basar (2011) introduced risk sensitive costs for
mean field games, and analyzed the linear exponential quadratic Gaussian model in detail.
For games with dynamics modelled by nonlinear diffusions, Carmora and Delarue (2013)
developed a probabilistic approach, and Kolokoltsov, Li and Yang (2011) presented a very
general mean field game modeling framework via nonlinear Markov processes. Gomes, Mohr
and Souza (2010) considered games with discrete time and discrete states. For additional
information, the reader may consult an overview of this area by Buckdahn, Cardaliaguet,
and Quincampoix (2011), and Bensoussan, Frehse, and Yam (2012).

To display an overall picture of various past developments in a mean field context, we
briefly remark on the difference between mean field type optimal control and mean field
games. For the former (see e.g. Andersson and Djehiche (2010), Elliot, Li and Ni (2013),
Yong (2013a)), there is only a single decision maker who can instantly affect the mean of the
underlying state process. In contrast, a player in a mean field game with all comparably small
players (called peers) has little influence on a mean field term such as X(N) = LSV x,
An exception is games with a major player whose control can affect everyone notably; see
e.g. Huang (2010), Nourian and Caines (2013).

So far most existing research on mean field games deals with time consistent cost func-
tionals. The state feedback strategies based on consistent mean field approximations are
subgame perfect in the infinite population limit model and so no individual has the in-
centive to revise its strategy when time moves forward. In a recent work, Bensoussan, Sung
and Yam (2013) considered time-inconsistent quadratic cost functionals in a mean field game
with a continuum population and linear dynamics. A so-called time consistent optimal strat-
egy is derived based on spike variation which is followed by a consistency condition on the
mean field generated by an infinite population.

The novelty and main contributions of paper are summarized as follows.

i) Under the notion of sub-game perfect equilibrium control, we present a characterization of
time consistent control via a stochastic maximum principle for general nonlinear diffusion
models. The associated adjoint equations are indexed by the time-state pair which the
system has just evolved to.

ii) The notion of §x-sub-game perfect equilibrium is introduced for a mean field game of
N-players with time-inconsistent costs. By combining mean field approximations and
the SMP, we obtain strategies using only local information of a player. The performance
of the set of strategies is characterized via a éy-sub-game perfect equilibrium, which
implies, for large N, no individual player has notable incentive to revise its strategy
during its execution while interacting with other players.

iii) The computational aspect of our approaches is illustrated by various examples.
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The mean field game which we will analyze involves nonlinear dynamics and each player
is cost coupled with others by their average state X (—9) = ﬁ Zi\;z Xj. Time inconsistency
arises from the conditioning in the cost functional. Our approach for strategy design is to
use a freezing idea so that the coupling term is approximated by a deterministic function X.
This naturally introduces an optimal control problem with a time inconsistent cost which in
turn is handled by the SMP approach. After finding the equilibrium strategy for the limiting
control problem, we determine X by a consistency condition. The remaining important issue
is to analyze the performance of the obtained strategies when applied by N players.

The organization of the paper is as follows. In Sect. 2, we state the SMP approach for our
game problem and the associated adjoint equations. Section 3 characterizes the equilibrium
point by an SMP (Theorem 1). Section 4 is devoted to some examples illustrating the main
results. In Sect. 5 we extend the previous results to a system of N decision makers (Theorem
2). Section 6 provides the proof of Theorem 2. Section 7 presents explicit computations in a
mean field LQG game with time inconsistent costs.

To streamline the presentation, we only consider the one dimensional case for the state.
The extension to the multidimensional case is by now straightforward. For the reader’s
convenience, we make a convention on notation. The analysis of the mean field game uses
C' as a generic constant which may change from place to place, but depends on neither the
population size IV nor the parameter € of the spike variation.

2 Notation and statement of the problem

Let T > 0 be a fixed time horizon and (2, F,IF,IP) be a given filtered probability space
whose filtration F = {F,, 0 < s < T} satisfies the usual conditions of right-continuity
and completeness, on which a one-dimensional standard Brownian motion W = {W;}4>¢ is
given. We assume that IF is the natural filtration of W augmented by IP-null sets of F.

An admissible strategy w is an [F-adapted and square-integrable process with values in
a non-empty subset U of R. We denote the set of all admissible strategies over [0,7] by
ulo, TJ.

For each admissible strategy u € U[0, T'], we consider the dynamics given by the following
SDE of mean-field type, defined on (2, F,IF,IP),

{dX“(s) = b(s, X¥(s), E[X"(s)],u(s))ds + o(s, X"(s), E[X"(s)],u(s))dW(s), 0 < s < T,
X*(0) =z (€ R),
(2.1)
We consider decision problems related to the following cost functional

J(t,z,u)=FE /t h (5, XwhT(s), B[ X" (s)], u(s)) ds+g (X“’t’””(T), E[X“’t’x(T)]) ,

(2.2)
associated with the state process X parametrized by (¢,z) € [0,T] x R, whose dynamics
is given by the SDE

dX"0(s) = b(s, X0 (s), B[ X"5%(s)],u(s))ds + o(s, X 0% (s), B[ X“5%(s)],u(s))dW (s),
t<s<T,
Xuhe(t) =z (€R),
(2.3)
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where

b(svyaz7v)’ U(Sayazvv)’ h(svyazvv): [O7T] X R xR x U—>IR7
9(y,2): RxR — R, s€0,T,yeR,zeR,vel.

We note that X“0% = X% The mean of the state process appears in (2.1)-(2.3). This
mean field type model involves a single decision maker, and a motivating example is the
mean-variance portfolio optimization problem. And also because of its simplicity, in Remark
5 below, we mention possible extensions to more general classes of mean-field coupling. The
inclusion of the average state of a finite number of decision makers will be considered later
in Sect. 5. Under some conditions, such an average converges to a mean term as well.

The dependence of (2.2)-(2.3) on the term E[X“"®(s)] makes the system (2.3)-(2.2)
time-inconsistent in the sense that the Bellman Principle for optimality does not hold, i.e.,
the t-optimal policy u*(t, z,-) which minimizes J(t,z,u) may not be optimal after ¢: The
restriction of u*(t,z,-) on [t/,T] does not minimize J(,2’,u) for some t' > ¢ when the
state process is steered to ' by u*. Therefore, as noted by Ekeland, Lazrak and Pirvu
(2006)-(2008), time inconsistent optimal solutions (although they exist mathematically) are
irrelevant in practice. The decision-maker would not implement the t-optimal policy at a
later time, if he/she is not forced to do so. The review paper by Zaccour (2008) gives a nice
guided tour to the concept of time consistency in differential games.

Following Ekeland et al. (2006)-(2008), and Bjork and Murgoci (2008), we may view the
problem as a game and look for a sub-game perfect equilibrium point % in the following
sense:

i) Assume that all players (selves) s, such that s > ¢, use the strategy u(s).
ii) Then it is optimal in a certain sense for player (self) ¢ to also use ().

When the players use feedback strategies, depending on ¢ and on the position z in space,
player ¢ will choose a strategy of the form u(t) := ¢(¢, x), where ¢ is deterministic function,
so the action chosen by player ¢ is given by the mapping © — (¢, x). The cost to player ¢
is given by the functional J(¢, x, ). It is clear that J(t, z, ¢) does not depend on the actions
taken by any player s for s < t, so in fact J depends only on the restriction of the strategy
u to the time interval [t, T]. The strategy ¢ can thus be viewed as a complete description of
the chosen strategies of all players in the game.

If feedback strategies are to be used, a deterministic function ¢ : [0,7] x R — U is a
sub-game perfect equilibrium point when the following actions are performed:

i) Assume that all players (selves) s, such that s > ¢, use the strategy (s, ).
ii) Then it is optimal in a certain sense for player (self) ¢ to also use (¢, -).

Although the t-self is intuitively assigned the cost J(¢,x,u) for the initial time-state
pair (¢,z), one cannot obtain the equilibrium strategy in this continuous time model by
considering the unilateral perturbation of u(¢) while the controls of all s-selves, s € (¢,T]
are fixed. This is due to the fact that J(t,z,u) is insensitive to the modification of u(-) at a
single pint of time ¢. To characterize the equilibrium strategy @, Ekeland et al. (2007)-(2008)
suggest the following definition that uses a “local” spike variation in a natural way.
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Define the admissible strategy u® as the “local” spike variation of a given admissible
strategy 4 € U[0, T over the set [t,t + €],

u(s), se€lt,t+el,
uf(s) := (2.4)
a(s), selt,T]\[t,t+¢],

where u € U[0,T] and ¢ € [0,T] are arbitrarily chosen. We view [t,t + €] as an infinitesimal
coalition Colt,t + €] of s-selves which is associated with the dynamics (2.3) and the cost
J(t,x,u?(-)) and which is able to choose its strategy u(s), s € [t,t + ¢]. All future s-selves,
s> t+¢ affect J(t,x,u°(-)) by their controls on (¢t +¢,T]. Let U[r, s|] denote the restriction
of U[0,T] on [r, s] for 0 < r < s <T. Then the strategy space of Colt, ¢+ €] may be denoted
by Ult,t + €].

Hu et al. (2012) suggest the following open-loop form of the local spike variation:

u(s) :=a(s) + vl 4e(s), s€t,T], (2.5)

where v € Lz(Q,}},lP;lRl) is arbitrarily chosen. This form is suitable only when U is a
linear space.
For either form of local spike variation, we have the following

Definition 1 The admissible strategy 4 is a sub-game perfect equilibrium for the sys-
tem (2.2)-(2.3) if
A\ e
lim J(t,x, ) — J(t, z,u®)
€10 €

<0 (2.6)
for all u € U[0,T], x € R and a.e. t € [0,T]. The corresponding equilibrium dynamics solves
the SDE

{d){%) = b(s, X%(s), E[X%(s)],4(s))ds + (s, X(s), E[X%(s)],a(s))dW (s), 0 < s < T,
XU(O) = Z9-
(2.7)

If feedback strategies are to be used, the previous definition reduces to the following

Definition 2 A deterministic function ¢ : [0,7] x R — U is a sub-game perfect equi-
librium for the system (2.2)-(2.3) if

lim J(t,z,a) — J(t, z,u)
€10 €

<0 (2.8)

for all u € U[0,T], # € R and a.e. t € [0,T], where d(s) := ¢(s, X(s)), 0< s < T and X is
given by (2.9). The associated equilibrium dynamics solves the SDE
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For brevity, sometimes we simply call & an equilibrium point when there is no ambiguity.

The purpose of this study is to characterize sub-game perfect equilibria for the system
(2.3)-(2.2) by evaluating the limit (2.6) in terms of a stochastic maximum principle criterion.
We will apply the general stochastic maximum principle for SDEs of mean-field type derived
in Buckdahn et al. (2011) [11].

The following assumptions (imposed in [11]) will be in force throughout Sect. 2-3. These
assumptions can be made weaker, but we do not focus on this here.

Assumption 1

(i) The functions b,o,h, g are continuous in (y, z,u), and bounded.
(i4) The functions b,o,h,g are twice continuously differentiable with respect to (y,z), and
their derivatives up to the second order are continuous in (y,z,u), and bounded.

Although we are interested in characterizing sub-game perfect equilibrium points by
considering the action of player ¢ at a deterministic position x, we perform the analysis for
the more general case where player ¢ has a random variable ¢ € L?(£2, F;,IP;R) as a state.

For a given admissible strategy u € U[0,T], if player t has ¢ € L%(2, F;,IP;R) as its
state, (2.3) becomes

dX®HE(s) = b(s, XWHE(s), B[ X®EE(s)],u(s))ds + o(s, X4 (s), E[X%0E(s)], u(s))dW (s),
t<s<T,
Xwhe(t) =€,
(2.10)
and the associated cost functional (2.2) becomes

T
J(t,&u)=E /t h (s, X""4(s), EIX""4(s)],u(s)) ds + g (X“5(T), B[X""*(T)))

(2.11)

Remark 1 Definitions 1 and 2 can be accordingly generalized by replacing (¢, ) by (¢, ) and
the inequality condition takes the form

i 26D =SB 6w (2.12)
€l0 3

for all w € U[0,T], £ € L*(2, F;,P;R) and a.e. t € [0,T].

It is a well-known fact, see e.g. Karatzas and Shreve ([25], pp. 289-290), that under
Assumption 1, for any u € U0, T], the SDE (2.10) admits a unique strong solution. Moreover,
there exists a constant C' > 0 which depends only on the bounds of b,0 and their first
derivatives w.r.t. y, z, such that, for any ¢ € [0,T], u € U[0,T] and &,¢" € L?(02, F;,IP;R),
we also have the following estimates, IP — a.s.

Blsup;<,cr | X5 (s)P| ] < C(1+ € + E[IE]),

Efsupycocr [X"HE(s) = XU () |7 < O(I€ — €' + E[I€ — €')). (2.13)

Moreover, the performance functional (2.11) is well defined and finite.
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For convenience, we will use the following notation throughout the paper. We will denote
by X% := X%'¢ the solution of the SDE (2.10), associated with the strategy u, and
accordingly, X*¢ := X®t¢ associated with .

For ¢ = b,0,h, g, we define

561€(5) = pls, X4(5), BIX“S(5)], u(s)) — (s, X4(5), BIX“(5)), 4(5)),
PS(5) = 22(s, X1 (s), BIXUE(s)],5)), @l (s) = 92 (s, X5(5), BIX*(s)], (s
PA(s BIX*S

= 52(s, X4 (s), E[X 4 ()], a(s)),  @LS(s) = G5 (s, XM (s), BIX"(s)], a(
Let us introduce the Hamiltonian associated with the r.v. X € L'(£2, F,P):

H(s,X,u,p,q) :=b(s,X,E[X],u)p+o(s, X, E[X],u)q — h(s, X, E[X],u). (2.15)

3 Adjoint equations and the stochastic maximum principle

In this section we introduce the adjoint equations involved in the SMP which characterize
the equilibrium points @ € U[0, T] of our problem.

The first order adjoint equation is the following linear backward SDE of mean-field type
parametrized by (t, &) € [0, T]x L?(£2, F;,IP; R), satisfied by the processes (pt¢(s), ¢"¢(s)), s €
[t, 77,

dp"*(s) = —{H*(s) + E [H*(s)] }ds + ¢"*(s)dWs,
t,x T) = — t,€ T — E t,& T (31)
pH(T) = —g,*(T) = Elgz*(T)],
where, in view of the notation (2.14), for j =y, z,
t,§ . ptg t.§ t,€ t,€ t,€
Hp~(s) == b2 (s)p(s) + 037 (s)g " (s) — hy™ (). (3.2)

This equation reduces to the standard one, when the coefficients do not explicitly depend
on the expected value (or the marginal law) of the underlying diffusion process. Under
Assumption 1 on b,0,h,g, by an adaptation of Theorem 3.1. in Buckdahn, Li and Peng
(2009), by keeping track of the parametrization (¢,&), equation (3.1) admits a unique IF-
adapted solution (p*¢,q"¢). Moreover, there exists a constant C' > 0 such that, for all
t €[0,T) and &,¢ € L2(02, F;,IP;R), we have the following estimate, P —a.s.,

B [supsepo) S0P + [T a5 (6)P dsl B < CO+ [P+ B, (33)

The second order adjoint equation is the classical linear backward SDE, parametrized
by (t,€) € [0,T] x L?(£2, F;,IP;R), which appears in Peng’s stochastic maximum principle
(see Peng (1990)):

AP (s) = — (2b§/’5(s)Pt75(s) + (01€(s))” PHE(s) + 205 (5) Q1< (s) + H;;’(s)) ds + Q4 (s) AW,
PHE(T) = ~glS(T),
(3.4)
where in view of (2.14),

HEE(s) = bE5(s)p"E(s) + o5 (s)g" (s) — hES(s). (3.5)
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This is a standard linear backward SDE, whose unique F-adapted solution (P%¢, Q%¢) sat-
isfies the following estimate: There exists a constant C' > 0 such that, for all ¢ € [0, 7] and
£7€l € L2(97Ft7P;R)7

B [super) P2 + [ 1QU ()2 ds| 7] < OO+ 2+ BIE), P-as. (36)

The SDEs (3.1) and (3.4) have a unique solution for any fixed control u € U[0,T] and
the corresponding estimates (3.3) and (3.6) hold. However, for Theorem 1 below, only the
equilibrium control 4 is substituted into the two equations. The following theorem is the
first main result of the paper.

Theorem 1 (Characterization of equilibrium strategies) Let Assumption 1 hold. Then
is an equilibrium strategy for the system (2.10)-(2.11) if and only if there are pairs of TF-
adapted processes (p,q) and (P,Q) which satisfy (3.1)-(3.8) and (8.4)-(3.6), respectively,
and for which

H(t,&v,p (1), ¢ (1)) — H(t, &, a(t),p"* (1), ¢4 (1))
+%Pt’£(t) (J(tv ga E[f]v U) - U(tu 5» E[{], a(t)))Z é 07 (37)
for allv e U, € € L*(2, F;,P;R), ae. t €[0,T], P—a.s.
In particular, we have

H(t,z,v,p"(t),q"*(t)) — H(t,z, a(t),p""(t), ¢"*(t))
+%P ’w(t) (U(t,x,x,v) - (tvx7x7ﬁ(t)))2 <0, (3 8)
forallveU, x € R, a.e. t €[0,T], P—a.s.

For feedback strategies, the deterministic function @ : [0,T] x R — U is an equilibrium
strategy for the system (2.11)-(2.10) if and only if there are pairs of F-adapted processes
(p,q) and (P, Q) which satisfy (3.1)-(3.3) and (3.4)-(5.6), respectively, and for which

H(t,z,v0,p""(t),q"* () — H(t,z, §(t, x),p"" (1), ¢"* (1))
+APYE(t) (o(t, z,2,0) — o(t, 2,2, 4(t,2)))? <0, (3.9)
forallveU, z€R, ae. t€[0,T], P—a.s.
Proof Denote
SHS(s) == H(s, X"%(s),u(s), p"(s), 4" (5)) — H(t, X" (s), als),p"*(s), 4" (5))  (3.10)

where the Hamiltonian H is given by (2.15). By Theorem 2.1 in Buckdahn et al. (2011),
keeping track of the the parametrization (¢,¢), the key relation between the cost functional
(2.11) and the associated Hamiltonian (2.15) reads

J(6,0) = (L€ uS) = B | [[1 0 (s) + LPHE(s)(014())? ds| + R(e), (3.1
for arbitrary u € U[0,T] and (¢,&) € [0,7] x L*(£2, F;,IP; R), where
[R(e)| < eple),
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for some function p : (0,00) — (0, 00) such that p(e) | 0 as € | 0; see Eq. (3.53) of Buckdahn
et al. (2011) for a similar upper bound estimate of the error term R(e).

Dividing both sides of (3.11) by e and then passing to the limit € | 0, in view of Assump-
tion 1, (3.3) and (3.6), we obtain

llﬁ)l J(t7£aﬁ) ;J(t7§7u6) —E (SHt’é(t) + %Pt’g(t)(éat’é(t))z . (312)

Now, if (3.7) holds, by setting v := u(¢) for arbitrary u € U[0,T], we also have

H(t, & ult), ph(t), g (t )) H(t, &, a(t), p" (1), q"4(t)) ,
+3 (1) (o(t, €, BIEL u(t) — o(t, & ElE], a(1))” <0, P-a.s.

Therefore, by (3.12) we obtain (2.12), i.e. @ is an equilibrium point for the system (2.10)-

(2.11).
Conversely, assume that (2.12) holds. Then, in view of (3.12), we have

E|sH () + %Ptvﬁ(t)(aotf(t))? <0, (3.13)

for all u € U[0,T], € € L*(2, F;,P;R) and a.e. t € [0,T]. Now, let A be an arbitrary set of
Fi and set

u(s) :=vlla+a(s) g, t<s<T,

for an arbitrary v € U. Obviously, u is an admissible strategy. Moreover, we have, for every
s € [t,T],

SH(s) = (H (s, X"€(s),0,p"(s), 4" (5)) — H(s, X" (), (5), (). 4" (5))) ) L,
and
604(s) = (s, X4(), BIX"(5)],0) = o5, X€(5), BIX"(s)],(s)) ) L.
Hence, in view of (3.13), we have
B[(H(t X0E(8),0,p€(8),q"<(0) = H(t, X€(0), (1), p1€(8),q"(1))) L]
F3B[P0) (ot X140, BIRE(0)].v) - ot K€1), EIRS(0)] a(1)) " 1a] <0,
which in turn yields inequality (3.7) since v € U and the set A € F; are arbitrary.

Finally, both (3.8) and (3.9) follow from (3.7), by replacing ¢ € L?(£2,F;,P;R) with
z € R. O

Remark 2 Theorem 1 does not address uniqueness. It is possible to have multiple controls
to satisfy (2.10), (3.1)-(3.7), and then each control is an equilibrium strategy.
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Remark 3 Define the so-called H-function associated with (a(t), p*¢(t), ¢"¢(t), P45 (t))

H(t,€,0) = H(t,€,0,p (1), "5 () — S PHE()o%(t, €, E[€], a(t))
+EPUE(L) (o (t, €, BIE) v) — o(t, & ElE] a(t)))” .

Then, it is easily checked that inequality (3.7) is equivalent to

H(t, & a(t)) = mea[}(’;'{(t,é“,v), for all ¢ € L*(2, F;,IP;R), ae. t € [0,T], P—a.s. (3.14)

For all practical purposes, it would be nice to find or characterize equilibrium points,
through only maximizing the Hamiltonian H, which amounts to only solving the first order
adjoint equation (3.1). In fact, this happens in the special case where the diffusion coefficient
does not contain the control variable, i.e.,

o(s,y,2,v) =0(s,9,2), (8,9,20) €[0,T] xRxRxU,
whence, manifestly, inequality (3.7) is equivalent to

H(t, & at), p"4 (1), ¢"5(t) = max H (¢, , v, p"E(t), g5 (t)),

for all ¢ € L2(02, F,IP;R), ae. t € [0,T], P—a.s.
Another very useful case, which we will use in some examples below, is described in the
following

Proposition 1 Assume that U is a conver subset of R, and the coefficients b,o and h
satisfy Assumption 1, and are locally Lipschitz in w. Then, the admissible strategy U is an
equilibrium point for the system (2.10)-(2.11) if and only if there is a pair of F-adapted
processes (p™*, q"%) that satisfies (3.1)-(5.3) and for which

H{(t, & a(t), p(t), ¢ (1)) = max H(t, & v, p<(1), "4 (1)),

for all ¢ € L?(92, F,IP;R), a.e. t € [0,T], P—a.s.

Proof In view of (3.14) it suffices to show that H and H have the same Clark’s generalized
gradient in @. But, this follows for instance from Lemma 5.1. in Yong and Zhou (1999), since
U is a convex subset of IR and the coefficients b, ¢ and h are locally Lipschitz in u and, by

Assumption 1, their derivatives in y are continuous in (y,u). Hence, @ is a maximizer of
H(t, &, -, phe(t), ¢4 (1)) if and only if it is a maximizer of H(t,&, -, pt<(t), ¢4 (t)). 0

Remark 4 In fact both Theorem 1 and Proposition 1 extend to the following cost functionals
parametrized by (t,&) € [0,T] x L%(£2, F,IP;R) :

T
J(t,§u) = E /t h(t,€ 5, X"4(s), BIX"(s)], u(s)) ds + g (t,&, X"S(T), E[X"*(T)]) | ,

where both h and g are allowed to explicitly depend on (¢, ). This is due to the fact that
the spike variation and the subsequent Taylor expansions that are used to derive (3.11) are
not affected by this extra dependence of h and g on (¢,£).
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Remark 5 Theorem 1 and Proposition 1 extend to more general mean-field couplings than
the mean. For couplings of the form E[¢(X"¢(s))] with sufficiently smooth functions ¢, the
SMP developed in Andersson and Djehiche (2011) may be used to derive similar results.
For the more general coupling involving the probability distribution £(X%¢(s)) of X*(s),
the SMP derived in Carmona and Delarue (2013)[14] together with the flow properties of
solutions of (2.3) obtained recently by Buckdahn et al. (2014) [12] are to be used to obtain
a similar characterization of the sub-game perfect equilibrium points.

4 Some applications

In this section we illustrate the above results through some examples discussed in Bjork and
Murgoci (2008) and Bjork, Murgoci and Zhou (2014), using an extended Hamilton-Jacobi-
Bellman equation. In these examples, we look for equilibrium strategies of feedback-type i.e.
deterministic function ¢ : [0, T] xR — U which satisfy (3.9). The corresponding equilibrium
point is @(s) := (s, X(s)), where, X is corresponding to the equilibrium dynamics given
by the SDE

{df((s) = b(s, X (s), E[X(s)], 0(s, X (5)))ds + o(s, X (s), E[X (s)], (s, X (5)))dW (s), 0 < s < T,
X(O) = Zg-.

Although Assumption 1 does not hold for the cost functionals (for instance, the quadratic
cost) of this section, the stochastic maximum principle in Theorem 1 can still be proved in
a similar manner by exploiting the current linear dynamics. These details are omitted here.

4.1 Mean-variance portfolio selection with constant risk aversion
The dynamics over [0,7] defined on (£2, F,F,P) is given by the following SDE:
dX(s) = (rX(s) + (o — r)u(s)) ds + ou(s)dW (s), X(0) =z (e R), (4.1)

where 7, @ and o are real constants, and « > r.
The cost functional is given by

J(t,x,u) = IVar(XH*(T)) — E[X"*(T)]

= 5 (3(x(0) - Xt2(1)) - 3 (BIX (), 42

where the constant v > 0 is the risk aversion coefficient. The associate dynamics, parametrized
by (t,z) € [0,T] x R is
dX"*(s) = (rX"*(s) + (a = r)u(s)) ds + ou(s)dW(s), t <s < T, XU*(t) = 2. (4.3)
The Hamiltonian associated to this system is

H(t,x,u,p,q) = (7‘13"‘ (a—r)u)p—!—cruq,
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and the H-function is
H(t,z,v) :== H(t,z,v,p,q) — 3P(cp(t,z))? + L Po? (v — @(t, x)).
The equation for P takes the form
dP"*(s) = —2rP"*(s)ds + Q" (s)dWs, (4.4)

where PH%(T) = —y. We obtain P*®(s) = —ye?"(T=%) for s € [t,T).
In view of Remark 3, ¢ is an equilibrium point if and only if it maximizes the H-function.
Such a maximum exists if and only if

(a=r)p+og=0. (4.5)

Therefore, to characterize the equilibrium points, we only need to consider the first-order
adjoint equation:
dpt®(s) = —rph*(s)ds + ¢-*(s)dW (s),

) R (4.6)
pho(T) = 1= (X02(T) - B[X*(T)]).
We try a solution of the form
p(s) = Cy = A, (X7(s) = EIX™(5)]) (4.7)
where Ay and Cy are deterministic functions such that
Ar =, Cr=1
Identifying the coefficients in (4.3) and (4.6), we get, for s > ¢,
(204, + Ag) (X7(s) = BIX"(5)]) + (@ — 1) Ay (@(s, X (5)) = El@(s, X" (5))))
=C,+ 10, (4.8)
¢4 (s) = —Azop(s, X17(s)). (4.9)
In view of (4.5), we have
(@ —7r)p"®(t) + og"*(t) = 0. (4.10)
Now, from (4.7), we have
pt7$ (t) = Ct7
which is deterministic and independent of z. Hence, from (4.5) we get
a—r
qt’m(t) = — p Ct~
In view of (4.9), the equilibrium point is the deterministic function
R a—1Cy
&(s) == pa 0<s<T. (4.11)

It remains to determine A, and Cs.
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Indeed, inserting (4.11) in (4.8) we obtain
(A, 4 2rA) (X (s) — E[XP"(s)]) = Cs + 1O,
giving the equations satisfied by A, and Cf

As +2’I“A5 =0, AT =7,
Cs+r05:0, CT:]..

The solutions of these equations are
Ay = 'ye%(T*S), C, = eT(T*S), 0<s<T.

Whence, we obtain the following explicit form of the equilibrium point:

1 —
o Tefr(Tfs)7

5(s) = — 0<s<T
P(s) Bo— <s<T,

which is identical to the one obtained in Bjork and Murgoci (2008) by solving an extended
HJB equation.

4.2 Mean-variance portfolio selection with state dependent risk aversion

Consider the same state process over [0,T] as in Sect. 4.1. Namely,
dX(s) = (rX(s)+ (o —r)u(s)) ds + ou(s)dW(s), X (0) = xo, (4.12)
where r, @ and o are real constants. The modified cost functional takes the form
J(t,2,u) = B2 Var(X57(T)) — E[X5(T)],

where the risk aversion coefficient v(x) > 0 is made dependent on the current wealth x. We
refere to Bjork et al. (2011) for an economic motivation of this dependence.
The associated dynamics, parametrized by (¢,z) € [0,7] x R is

dX""(s) = (rX"*(s) + (e —r)u(s)) ds + ou(s)dW(s), t <s < T, X4E(t) = x. (4.13)

Now, since () is assumed strictly positive for all z, the equilibrium points of J are the
same as the ones of the the cost functional

J(t,z,u) = %Var(Xt’z(T)) — (@) E[X5(T)). (4.14)

Therefore, we will find feedback equilibrium points associated with (4.14).
The Hamiltonian associated to this system is

H(t,a:,u,p,q) = (T’I + (O[ - T) U’)p+ auq.
and the H-function is

H(t,@,v) = H(t,2,0,p,q) = 3 P(0@(t,))* + 3P0’ (v — p(t,2))".
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Again, in view of Remark 3, ¢ is a equilibrium point if and only if it maximizes the H-
function. Such a maximum exists if and only if

(a=r)p+og=0. (4.15)

Therefore, to characterize the equilibrium points, we only need to consider the first-order
adjoint equation:

dp"®(s) = —rp"®(s)ds + ¢"" (s)dW (s),

A A (4.16)
P(T) = 47 () — (X0(T) - BIK(T))),
We try a solution of the form
p"(s) = Coy M) — A, (X17(s) = BIEM(s)]) (4.17)

where Ag, B and Cy are deterministic functions such that

Identifying the coefficients in (4.13) and (4.16), we get for s > ¢,

(A, + 2rA,) (Xtvr(s) — E[Xt*z(s)]) + (=) A, (cﬁ(s, Xt (s)) — E|
= (Cs + TCS)’y_l(x),

Sy
—~
o
e
8
—~
»
~
=
—

) (4.18)
¢ (s) = —Asop(s, X" (s)), (4.19)
and, by (4.15), we have
(@ —7r)p"®(t) + og"*(t) = 0, (4.20)
But, from (4.17) we have
pHe(t) = Coy ™ (2).
Therefore, we get from (4.20)
- a—r _, _
¢""(t) = ———Ciy (@), (4.21)
which together with (4.19) suggests an equilibrium point ¢ of the form
. a—rCs _
P(s,y) = o2 A '(y), 0<s<T. (4.22)

It remains to determine A, and Cj.
Indeed, inserting (4.22) in (4.18) we obtain,

O 0, (771 (& (9) — B (K (9))
= (Cs +rCs)v~ (). (4.23)

(As +2rA,) (X”:(s) _ E[Xtm(s)o n (c

Manifestly, from (4.23) it is hard to draw any conclusion about the form of the deter-
ministic functions A5 and Cs unless we have an explicit form of the function y(z). In fact, a
closer look at (4.23) suggests that a feasible identification of the coefficients is possible, for
instance, when y(z) = Z. Let us examine this case.
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The case y(z) = 1

xr
Let us consider the particular case when

Aa) = 1.

In this special case, (4.23) becomes

(As + 204, + 232C,) (X15(s5) — BIX5(s)]) — (Cy +7C5) £ = 0.

yo?
This suggests that the functions Ay, By and Cy solve the following system of equations:

Ay +2rA 4+ 0, =0,

. Y
Cy+1C, =0, (4.24)
AT = CT = 1,

which admits the following explicit solution:

2
P (2T =T 0 =T, 0<s<T.
ryo

Hence, the equilibrium point ¢ explicitly given by

Q

a—rT

@(S,Q) = yo-Q Azy
. —g —r)? —8 -1
_a-r (er(T ) 4 Lot (gr(r >_1)) y,  (s,y) €[0,T] x R.

yo?

Q

4.3 Time-inconsistent linear-quadratic regulator

We consider the following variant of a time-inconsistent linear-quadratic regulator discussed
in Bjork and Murgoci (2008). We refer to recent work by Bensoussan et al. (2013), Yong
(2013a), and Hu et al. (2012), where more general models are considered. The state process
over [0,7] defined on (£2, F,IF,IP) is a scalar with dynamics

dX(s) = (aX(s) +bu(s))ds + cdW(s), X(0)= zo, (4.25)

where a,b and o are real constants. The cost functional is given by

/tT u?(s)ds

where 7 is a positive constant. The associated dynamics, parametrized by (¢,z) € [0,7] x R
is

1
J(t,x,u) = §E

+ %E [(XW(T) —xﬂ :

dXH(s) = (aXt’“”(s) + bu(s)) ds + odW(s), t <s<T, X0E(t) = . (4.26)

As mentioned in Bjork and Murgoci (2008), in this time-inconsistent version of the linear-
quadratic regulator, we want to control the system so that the final state X**(T') stays as
close as possible to X %% (t) = x, while at the same time we keep the control energy (expressed
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by the integral term) small. The time-inconsistency stems from the fact that the target point
X%*(t) = z is changing with time.
The Hamiltonian associated to this system is

H(s,,u,p,q) = (az + bu) p + oq — hu. (4.27)

and the H-function is
H(t, z,v) := H(t,z,v,p,q) — %Poz.

Again, in view of Remark 3, ¢ is a equilibrium point if and only if it maximizes the H-
function. Such a maximizer is
@ = bp. (4.28)

Therefore, to characterize the equilibrium points, we only need to consider the first-order
adjoint equation:
dpt®(s) = —ap®®(s)ds + ¢*(s)dW (s),

(4.29)
pH(T) = y(z — X5*(T)).
We try a solution of the form
ph(s) = Bsw — ath’x(s), (4.30)
where o and (B, are deterministic functions such that
ar = fBr =17.
Identifying the coefficients in (4.26) and (4.29), we get, for s > t,
(drs 4 2a05) X5 (5) + basp(s, X4 (s)) = (Bs + afBs), (4.31)
and
" (s) = —oas.

On the other hand, in view of (4.28)
p(t,x) = bp" ().
Thus, by (4.30), the function ¢ which yields the equilibrium point has the form
@(s,y) = b(Bs —as)y, (s,9) € [0,T] x R. (4.32)
Therefore, (4.31) reduces to
(& + (20 + b2B5)as — b2a?) X% (s) = (B, + afs)z,
suggesting that (as, 8s) solves the system of equations

Bs + aﬂs =0,
s + (2a + b285)ay — b2a2 = 0, (4.33)
o =7, 5T =7.
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The first equation in (4.33) yields the solution

Bs — ,yea(T—s) )

The second equation is of Riccati type whose solution is a := 2=, where (v,w) solves the
following system of linear differential equation:

()= G ) () (2)-(0)

which is obviously solvable.

5 Extension to mean-field game models

In this section we extend the SMP approach to an N-player stochastic differential game of
mean-field type where the i-th player would like to find a strategy to optimize her own cost
functional regardless of the other players’ cost functionals.

Let X = (Xi,...,XxN) describe the states of the N players and v = (uy,...,uy) €
Hf\il U;]0,T) be the ensemble of all the individual admissible strategies. Each u; takes values
in a non-empty subset U; of R and the class of admissible strategies is given by

U;0,7) = {ui :[0,T] x 2 — Uy;; w;is F-adapted and square integrable}. (5.1)

To simplify the analysis, we consider a population of uniform agents so that U; = U and
they have the same initial state X;(0) = zy at time 0 for all ¢ € {1,..., N}. In this case,
the N sets U;[0,T] are identical and equal to U[0,T] . Let the dynamics be given by the
following SDE:

dX,(s) = b(s, Xi(s), E[X;(s)], us(s))ds + o (s, Xi(s), E[X;(s)])dW;(s), (5.2)

where the strategy u; does not enter the diffusion coefficient o.

For notational simplicity, we do not explicitly indicate the dependence of the state on
the control by writing X' (s). We take F to be the natural filtration of the N-dimensional
standard Brownian motion (Wi, ..., Wy) augmented by P-null sets of F.

Denote

(u_i,v) = (ul, ey Up—1, U, U1,y - - .,uN), 1= 1, .. .,N.

Then, the i-th player selects u; € U[0,T] to evaluate her cost functional
v TNt xgu_g,v) = TNV (g, w1, U Ui, UN ),
where
TN (i) = B [ [ (s, X0 (5), BIXP™ ()], X0 (5), ui(s) ds
T g (X5 (1), BIXE (1)), X)(T))].

i

(5.3)

The associated dynamics, parametrized by (t,x;), is
dX" () = b(s, X7 (), BIX[" (5)], wi(s))ds

+o(s, XP%(s), E[X)" (s)])dWi(s), t<s<T, (5.4)
Xt’xi (t) = Z;.
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The i-th player interacts with others through the mean-field coupling term

N

(=) _ ﬁZXk ie{l,...,N},
k#i

which models the aggregate impact of all other players.

Note that the i-th player assesses her cost functional over [¢,T] seen from her local state
Xi(t) = z; and she knows only the initial states of all other players at time 0, (X%(0) = o,
k # i). Thus the game may be cast as a decision problem where each player has incom-
plete state information about other players. The development of a solution framework in
terms of a certain exact equilibrium notion is challenging. Our objective is to address this
incomplete state information issue and design a set of individual strategies which has a
meaningful interpretation. This will be achieved by using the so-called consistent mean-field
approximation.

For a large N, even if each player has full state information of the system, the exact
characterization of the equilibrium points, based on the SMP, will have high complexity
since each player leads to a variational inequality for the underlying Hamiltonians similar
to (3.7) which is further coupled with the state processes of all other players. Therefore, we
should rely on the mean-field approximation of our system.

We note that J»Y depends on not only u;, but also all other players’ strategies u_;
through the mean-field coupling term X (~%). This suggests that we extend Definition 1 to
the N-player case as follows.

Definition 3 The admissible strategy & = (41, ...,4y) is a dy-sub-game perfect equilib-
rium point for N players in the system (5.2)-(5.3) if for every ¢ € {1,..., N},
i\N oY i N o
lim JON (b xy0) — TN (Exg G, u

el0 3

) < o), (5.5)

for each given u; € U;[0,T], z; € R and a.e. ¢t € [0,T], where u$ is the spike variation (2.4)
of the strategy ; of the i-th player using u; and 0 < dy — 0 as N — oo.

The error term O(dy) is due to the mean field approximation to be introduced below for
designing .

5.1 The local limiting decision problem

Let X(=% be approximated by a deterministic function X(s) on [0,7]. Denote the cost
functional

Jit, wu) = B [ftT h (s, X% (s), E[X2 ()], X (5), ui(s)) ds 56)
+g (X77(T), E[X;"(T)], X(T))]

which is intended as an approximation of J &N Note that once X is assumed fixed, J* is

affected only by w;. The introduction of X as a fized function of time is based on the freezing

idea in mean field games. The reason is that X (=% = ﬁ ZkN# X, is generated by many

negligibly small players, and therefore a given player has little influence on it.
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The strategy selection of the i-th player is based on finding a sub-game perfect equilibrium
for J* to which the method based on the Stochastic Maximum Principle (cf. (3.8)) of Sect.
3 can be applied under the following conditions:

Assumption 2

(i) The functions b(s,y, z,u),0(s,y, z), h(s,y, z,w,u), g(y, z,w) are bounded.
(ii) The functions b,o are differentiable with respect to (y,z). The derivatives are Lipschitz
continuous in (y, z,) and bounded.
(#it) The functions h,g are differentiable with respect to (y,z,w), and their derivatives are
continuous in (y,z,w,u) and (y, z,w), respectively, and bounded.

Let @; € U[0,T] be a sub-game perfect equilibrium point for (5.3)-(5.4) and denote the
associated backward SDE

YWM@=—U@W$+ﬂ&m@m%+¢w@MM@’ (5.7)
pt,xi (T) _ _gz,xi (T) _ E[g?xi T)]’ .
where for ( =y, z,

HE () = b (s, XE7(5), BIXE™ (3)], )™ () + (s, X174 ), BIXE™ ()" (5)
—he(s, X7 EIX]™], X (s), @),

for which
H(t, w3, 0,p"% (1), ¢ (1)) — H(t, xi,05(t), p"7 (1), ¢ (1)) < O, (5.8)
YoeU, z; €R, ae te€[0,T], P—a.s. '
The closed-loop equilibrium state associated to #; of the i-th player is given by
dX;i(s) = b(s, Xi(s), E[X;(s)],4(s))ds + o (s, Xi(s), E[X;(s)])dW;(s). (5.9)

We call 4; a decentralized strategy in that it has sample path dependence only on its local
Bronian motion W;. The processes {i,1 < k < N} are independent. Further, we impose

Assumption 3 All the processes {t,1 < k < N} have the same law.

This restriction ensures that {Xl-,l <4 < N} are i.i.d. random processes. Since each ; is
obtained as a process adapted to the filtration generated by W;, it can be represented as
a non-anticipative functional F({W;(s)}s<;) of W;. For a given X, if non-uniqueness of ;
arises, we stipulate that the same functional F is used by all players applying their respective
Brownian motions so that all the individual control processes have the same law. This means
some coordination is necessary for the strategy selection under non-uniqueness. By the Law
of Large Numbers, the consistency condition on X reads

X(s) = E[Xi(s)], Vse€l0,T]. (5.10)

A question of central interest is how to characterize the performance of the set of strate-
gies & = (4, ..., Gn) when they are implemented and assessed according to the original cost
functionals {J%" 1 <i < N}. An answer is provided in the following theorem for which the
proof is displayed in the next section. This is the second main result of the paper.
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Theorem 2 Under Assumptions 2 and 3, suppose there exists a solution to (5.7), (5.9) and
(5.10). Then we have

Ji’N(t,xi;ﬁ) - Ji’N(t,xi;ﬁ,i,uf) = jz(t,xz,ﬁl) - jz(t,xl,uf) + (@) <€) . (511)

N -1
Moreover, 4 = (t1,...,04N) € Hﬁilu[O,T] is a dn-sub-game perfect equilibrium for the
system (5.2)-(5.3) where 5y = C//N and C depends only on (b,o,h,g,T). O

If there exists a unique solution (X, ;) to (5.7), (5.9) and (5.10), each player can locally
construct its strategy. When there are multiple solutions, the players need to coordinate to
choose the same X and further ensure that {@;,1 <4 < N} have the same law.

6 Proof of Theorem 2

This section is devoted to the proof of Theorem 2. We first establish some performance
estimates which will be used to conclude the proof of the theorem.

6.1 The performance estimate
We have

TN (t,2450) = By g, [ L5 h(s, X (s), BIXP™ (s)], XCO(s), i(s))ds
+g(X[7HD), EXT (D) X C0(T)].

Now we fix i € {1,..., N} and change 4; to u$ when all other players apply %_;, where

e n . Juil(s), s€t,t+e],
ui (s) = {di(s)7 set, TI\[t,t +¢],

and u; € U[0,T]. We have
TN (i) = B [0 (s, X070 (), EIXP" ()], X0 (5), 0 (5)) ds
sy W—ay Wg ) — t ) '3 9 7 9 )y g (61)
g (X7 (T), BIXP (D), X)(D))]

where X Zt " is the solution of (5.4) with admissible strategy u$. The following estimates will
be frequently used in the sequel.

Lemma 1 For the i-th player, let X; and X; be the state processes corresponding to u; and
u; respectively. Then

E[ sup | X1 (s) —Xf’zf(s)ﬂ <0,

t<s<T

where C' does not depend on (t,x;).



22 Boualem Djehiche, Minyi Huang

Proof Using the SDEs (5.4) for the two state processes, we have
X () = X ) = [ {b (s, X0 (9 BXE™ (9,03 (9) = b (5, 07 (5), ELE ™ (5)) () } s
t
[ {o (X070, B (0)]) - o (5. X074 (6), B (9)]) } Wi o),
t

By Burkholder-Davis-Gundy’s inequality, we have
Elsup, <, <7 | X7 (1) = X7 (7)) ,
<CE {( S (0 X7 (), BLXP™ ()] 0 (5)) = b (5 K07 (5), BIX™(9)], i) ) | ds) ]
N . 2
+08 || (s, X1 (9, B (9)]) = o (5, X1 (9, B 0]
=: C(Ib + IU),

where C' is a positive constant.
Noting that, in view of Assumption 2-(i), if the positive constant C' denotes the bound
of b, we have

b (5, X07 (), BIXI™ ()], u5(s) ) = b (5 %07 (5), BIX)™ (s)], 1) ) |

= [b (s, X0 (5), BIX™ ()] wi(s)) = b (5, X0 (5), BIXP*(3)], () ) [ g1 (5)
< Ol yq4(s),

Thus, since b is Lipschitz in (y, z), by Assumption 2-(ii), we have

b (s, X3 (), E[X;"(5)], ui (5)) —b(8,f(f’“”"(s)7E[Xf’“(s>],ai(s))
< |b (s, X7 (s), BIX]" (s)], us(s)) — b (s, XD (s), B[X]" (s)
b (5, X0 (), BLXD" ()], w5 () = b (5, X0 (5), X (5)]
<C (IXf”“ (s) = X (s)] + Bl X7 (s) = X7 (8)|] + Wpppeg (s

The Cauchy-Schwarz inequality yields
. T 2
I, < C(T —t / E[IXI (s )—Xf’””"’(s)|2]ds+CEK/ ]l[t7t+e}(s)ds) ]
t
<C E [ sup | XD (n) — XP" (n)|?]ds + Ce2. (6.3)
t<n<s
In a similar fashion, since o is Lipschitz in (y, z), by Assumption 2-(ii), we obtain
T
1, < C'/ E sup | X" () — )A(f’m"(nﬂﬂ ds. (6.4)
t<n<s

Therefore,

T -t T T -t
Blsupyc,r [X07 () = X7 ()] < O J)7 [Blsup,ce, | X0 () = X0 () PJds + O

?

The lemma follows from Gronwall’s lemma. O
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Lemma 2 We have . .
B[ sup [ X:(s)*] < CE[I%(0)2 + 1]
0<s<T

Proof We write

Ki(s) = Xu(0) + / b(r, Xi(r), BLX ()] (7)) + / o (r, Xi(r), ELX (7)) dWi(7)(6.5)

Then, by Burkholder-Davis-Gundy’s inequality, we have
2

A A T A A
Bl swp [K(s)) < CELGOP + B[ [ (s Xilo), ELKi(5)). ts(s)ds] )
0<s<T 0

T
+CE / lo(s, Xi(s), E[X;(s)])[2ds.

By the Lipschitz condition on b and o (their derivatives w.r.t (y,z) being bounded), wi
further obtain

A A T A
Elsupg<,<r [Xi(s)]?] < C(EIXi(0)* + 1+ f; Elsupg<,< [Xi(n)[)
which combined with Gronwall’s lemma yields the desired estimate. ad

Corollary 1 We have, for N > 2,

sup E[IXI(s) — X(s)P) < ~2—,
0<s<T N -1

where C' does not depend on N.

Proof Thanks to Assumption 3, X1,... Xy are i.i.d. processes. The estimate follows from
Lemma 2. 0O

6.2 Proof of Theorem 2

In order to estimate JN (¢, x4 4) — Ji*N(t x4 Uy, us), we introduce some notation. Let
An(s) = h (5, X0 (3), ELXI* ()], X 0(s), i)
~h (s, X7 (), E[X”“( )X ”<s>, (s ))
Ay = g (X7, BIXP™ (), XT) ) = g (XP7(1), BIXP™ (1), X(T)).
We have
Anls) = [ (s X0 (), BIXD™ ()], X(s), () ) = b (5, X074 (5), BX[™ (5)], X (5), ui ()]

+{ [1 (5, X074 ), BIXE™ (5)), X0 (8), 1i(s) ) = B (s,Xf’%),E[Xf’“ (), X0 (s), i (s) )|

= [0 (5 X7 (), BLSP™ ()], X (), a(s)) = B (s, X0 (5), BIX™(9)], X (s), ui(s)| |
=: Ap1 + Apo.
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Similarly,
Ay = g (X7(@), BIX™ (D)), X (D)) = g (X]" (7). BLXP™ (1)), X(D))]
+{ [o (K0 (@), BLEL™ ()], X

— g (X0 (@), BIXP™ (1)), X (D)) = g (XP™(D), BIXP* (1), X(D)) ] }

“T)) = g (X0(D), BIXE(T)], X))

= Agl —|— Agg.
Now, noting that
T —_ —_
E / Api(s)ds + Agr | = J'(t, a3 0) — J*(F, 245 uf), (6.6)
t
the cost difference satisfies
TNt wgy0) — TN (t agag,us) = Ttz ) — J'(txpus) + E / Apa(s)ds + Ay
t
(6.7)
We proceed to estimate
T
FE / Ahg(s)ds + Agg
t
Lemma 3 We have
T Ce
E / Ahg(s)ds + Agg < . (68)
t N -1

Proof We will only estimate F [ i) tT AhQ(S)dS:| . The second term may be handled in a similar
fashion. Let

a(w) = h(s, X (s), BIX]" (s)],w, @) — h(s, X" (), B[X]™ (s)], w,ui (s))

i %

and

A(s) == XD (s) — X ().

Then we have

Apa(s) = a(XED(s)) — a(X(s)) = A(s) /O Co (X(s) n [X(_i)(s) - X(S)D 6. (6.9)

Noting that by Assumption 2-(iii) on h, we may perform similar calculations leading to (6.2)
to obtain
law(w)] < C[IXP"(s) = X7 (5)] + BIXP™ () = X7 ()] + Wpgve(s)] -

K2 3

Therefore,

[Bra(s)] < CIAE) [IX074 () = XL ()] + BIXL () = X7 ()] + Wiy (5)]
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Therefore, by the Cauchy-Schwarz inequality, we get

E/|&m|%<0/‘ AP ((BIXE (5) = K07 () 2DM2 + Mg (5)) ds
< CXOEEETIHA(SN VAE [ sup X5 (s) — X% (s)2)V2 + €).

Subsequently by Lemma 1 and Corollary 1,

B [TAm@m%

Finally, we combine Lemma 3 and the relation (6.7) to conclude

Ce
< —.
N -1

TNt wga) — TN (8 x g, us) = Ttz ) — JH(t 2 u) + O <N€1) .

Furthermore, since # is determined by (5.7)-(5.10),
Tt @i ;) — Tt 2 uf)

lim <0,
el0 €
we finally get _ '
. JZ,N(tszﬁ) - ‘]Z7N(t7xi;ﬂ—i7u§) O
lim < .
0 IS N -1
This completes the proof of Theorem 2. a

7 A mean field LQG game

Consider a system of N players. The dynamics of the i-th player is given by
dX;(t) = (aX;(s) + bu;(s))ds + odW;(s), 1<i<N. (7.1)

Denote = (z1,...,2n) and u = (uq,...,un). Its cost functional at time ¢ is

/ " u2(s)ds

where X(“9(t) = 25 ch\;l Xi(t). We take Iy # 0 and Iy # 0. A simple interpretation of
the terminal cost is that each agent wants to adjust its terminal state based on its current
state and also the mean field term X (=% at time T". The cost functional is time inconsistent.
Below, we will apply a consistent mean field approximation to construct a limiting control
problem.

Following the scheme in Sect. 5, we introduce X7 as an approximation of X (=% (T'). The

new cost functional is
T
/ u?(s)ds
t

) 1 3 ‘ ?
TN (t, z5;u) = oL + %E [thm (T) — N — LXTNT)|

_ 1 _
Jl(tvxiQUi)ziE VE[XtL(T)*FlIi*FzXT]Q
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This is a time-inconsistent control problem. The same approach as in Sect. 4.3 can be applied.
The adjoint equation now reads

{ dp"®i(s) = —ap"i(s)ds + ¢"(s)dWi(s),
pio(T) = y(Iw; + DXy — X;7(T)).

3

We look for a solution of the form
phi(s) = Bo(Mz; + ToX7) — as X7 (s).

The same set of ODEs is obtained as in Sect. 4.3. The equilibrium strategy is given in the
feedback form

a;(t) = bp"™i (t) = —b(ay — Bel1)ai + 0B T2 Xy (7.2)

when the current state is x;. The closed loop equilibrium dynamics of the i-th player is
dXi(s) = [a — b*(as — Bs11)] Xi(s)ds + bB, T2 Xpds + adW(s). (7.3)

Finally, we impose the consistency requirement. Assume all players have the same initial
condition yg, and so X1 can be obtained as EX;(T). Now we take expectation in (7.3) to
construct the ODE

m(s) = [a— b*(as = B I1)lm(s) + 0B 2 Xp,  m(0) = yo.

By obvious notation for the transition function @, we write the solution of the ODE as
t —
m(t) = &(t,0)yo + / &(t, 8)bBs o X7ds.
0
Now the consistency condition for X becomes
— T —
X =d(T,0)y +/ (T, s)bBs o X7ds.
0

For this approach to have a solution for any given yg, we need

T
ng/ &(T, s)Bsds # 1. (7.4)
0

If (7.4) holds, we can solve X7 first and next determine the strategy (7.2).
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7.1 The performance difference

Suppose (7.4) holds. For the performance estimate, we consider the following set of admissible
strategies

Up[0,T] := {u :[0,T] x 2 — R; w is F-adapted, E[ess sup OSSST|u(s)|2} < oo},

which is smaller than [0, T]. The costs associated with @ and (u;, @—;) are, respectively,

given by
T
/ 42(s)ds
t

/tT u?(s)ds

The difference can be written as

. 1 i RT
TN (tai) = S B + %E [Xf’“ (T) — I'a; — FQX(_”(T)} ,

. 1
TN (b wu, ) = - B

N . 2
> + %E [Xf’“” (T) — I — I“QX(")(T)} .

. ) 1
JZ’N(t,l’i;Ui,ﬁ_i) — JZ’N(t7IEi;ﬂ) = §E

/ " u2(s)ds

where

dy = yDE[(X"(T) = XPP (T)(X(T) - Xn).

For any fixed u; € Up[0,T], we can still prove Lemma 1. Corollary 1 also holds for 4,
1 <j < N. We have

ldn| < ATR(BIX]™(T) = X7 (T) )2 (BIX(T) - X))

where C may depend on w;. If u; € U[0,T] were considered, we would be unable to obtain
the second inequality above. Finally,

. Ji’N(t,:Ci;ﬁ) _ Ji,N(t,xi;ui7ﬂ_i) C
lim = '
0 € N-1

Thus, 4 is a dy-sub-game perfect Nash equilibrium for N players where oy < C/+/N — 1.
O
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