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1. Introduction

A derivative is a financial instrument whose value is derived from the value of other assets, such
as stocks or bonds. Options are a type of derivative that give the holder the right to buy or sell an
asset at a specific price (strike price) at a specific time (expiration time). Options play an important
role in finance because they can protect financial investors against loss on investments by balancing or
compensating for transactions. The study of option pricing has a broad scope in finance because many
derivative securities are in the form of options and all derivative securities follow the same pricing
principles. Therefore, option pricing methods are useful for determining the pricing of various types
of derivative securities [4].

In 1900, Brownian motion was first introduced as a model for the evolution of asset prices over
time in a paper by B. Liu [24]. However, since Brownian motion can take on negative values,
Geometric Brownian motion was later introduced as a more suitable model for asset pricing. In 1973,
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Black, Scholes [1], and Merton [26] presented a theory for pricing options using Geometric Brownian
motion [24], which has since played a crucial role in finance. These methods, which are based on
probability theory, have greatly impacted asset pricing theory.

A forward start option is a financial derivative contract in which the buyer pays for the option
upfront, but the option is not activated until a predetermined future date. At the time of purchase 7y,
the activation date 7,, expiration date 7,, underlying asset, and other terms of the option are agreed
upon, but the strike price is not determined until the future activation date. The strike price is the price
at which the buyer has the right, but not the obligation, to buy (call option) or sell (put option) the
underlying asset. The future price of the underlying asset is also unknown at the time of purchase, and
the option is typically structured to be “at the money” or near to the spot price of the underlying asset
when it becomes active. The premium, or cost, of the option is usually established and paid in advance
of the activation date.

In this paper, we derive pricing formulas for Forward Start, Ratchet/Cliquet, and Spread options,
which are exotic options with unique payment structures that can be modified to meet risk tolerance
and offer flexibility when exercising the option, although profit is not guaranteed. To derive these
pricing formulas, we use the uncertain stock model with periodic dividends developed by Chen and
Liu [9]. Numerical results based on this model are also presented.

It is well-known that the pricing problem of a forward starting option, prior to the determination of
the strike price, can be transformed into the valuation of a plain vanilla option at the determination time
using the Black-Scholes framework, as demonstrated in several publications such as [13,33] and [37].
Ramponi [28] also approached the problem of valuing a forward starting option, obtaining a solution
in the form of an integral transform that can be evaluated numerically. A similar technique was used
in [20] to price a forward starting option in the Heston stochastic volatility model. Additional literature
on this topic, based on probability theory, can be found in [22].

It is understood that a large amount of historical data is needed to accurately determine a probability
distribution of asset prices. On the other hand, in situations where no historical data is available or a
real-world sample does not exist, it may be necessary to rely on the belief degrees of domain experts
to evaluate the likelihood of different events. However, individual beliefs can vary, as noted in [23]. In
cases where we are facing new and uncertain situations, it may not be possible to rely on experiences
to make decisions. To address this type of uncertainty, the theory of uncertainty was introduced [23].

Cliquet options, also known as ratchet options or interval options, are financial derivative contracts
that allow the buyer to receive periodic payments based on the difference between the strike price of
the option and the spot price of the underlying asset. The strike price is reset at fixed intervals, and the
option holder is entitled to receive a payment whenever the spot price exceeds the current strike price.
Cliquet options are often used as a form of protection against potential declines in the value of the
underlying asset, as the periodic reset of the strike price can provide some caution against loss. Cliquet
options can be structured as either call options or put options, giving the holder the right to buy or
sell the underlying asset, respectively (see [27]). Cliquet options can be viewed as a series of forward-
starting, at-the-money options that offer a guaranteed minimum return, and a capped maximum payoff
over the life of the contract. There is a significant amount of literature available on the pricing of
Cliquet options using both probabilistic and partial differential equation (PDE) approaches [17].

Wilmott in [34] and [35] used numerical solutions to a partial differential equation (PDE) model
to price Cliquet options. Bernard et al. in [5] obtained closed-form expressions for the prices and
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“Greeks” (sensitivity measures) of Cliquet options. Kruse and Nogel in [20] and Iseger and Oldenkamp
in [20] studied the pricing of Cliquet options under a stochastic volatility model for the underlying
asset. Gaudenzi in [12] derived a Cox-Ross-Rubinstein style formula for Cliquet options using a
discrete-time framework. Korn, Temocgin, and Wenzel in [19] obtained an analytical approximation
formula for Cliquet options based on the central limit theorem. Hess in [16] priced Cliquet options
using jump-diffusion Lévy and Meixner processes, respectively. Shi and Zhang in [31] used frame
duality projection to price Equity-Indexed Annuities (EIAs) with Cliquet-type guarantees under time-
changed Lévy models. Haifeng, Jianqi, and Limin in [14] considered a jump-diffusion model for the
underlying asset and priced Cliquet options based on such a stock.

A spread option is a financial derivative contract that gives the holder the right, but not the
obligation, to buy or sell a specific basket of financial assets at a predetermined price. The underlying
basket comprises two assets, one with long position and the other with short position. The value
of the basket is then the spread between two financial assets, and the option payoff is the positive
part of the difference between the spread and the strike. There is no additional payment based on
the difference between the strike and the underlying assets in the basket. Spread options are often
used to hedge against potential losses or to speculate on the relative performance of two different
assets or financial instruments. The underlying instruments in a spread option can be stocks, bonds,
commodities, currencies, or other financial instruments. Spread options are commonly used in the
energy and agricultural sectors to hedge against price fluctuations in commodities. In the case of an
EU (European-style) spread option, the difference in the values of the underlying assets at expiration
is compared to a fixed or floating strike price. If the strike price is zero, the spread option is called
an exchange option. A large amount of work has been done on the analytic and numerical pricing of
spread options in a stochastic setting. Girma and Paulson in [11] showed that spread options can be
used in a variety of trading strategies in financial markets. Bjerksund and Stensland in [2, 3] derived
closed-form formulas for spread options when the underlying assets follow long-normal dynamics, and
Caldana, Ruggero, and Gianluca in [15] obtained more general closed-form formulas. Hurd and Zhou
in [18] used the fast Fourier transform (FFT) to price spread options. Cheang and Garces in [7,10] and
Ramponi in [29] assumed that the underlying assets follow a jump-diffusion model and priced spread
and exchange options (i.e., zero strike spread options).

The protection of executive option agreements before signing a contract requires both historical
data and domain expert belief degrees. However, obtaining sufficient historical data from the complex
financial market may not always be possible. In these cases, it is necessary to analyze the belief degrees
of domain experts, which indicate the likelihood of an indeterminate event and are heavily influenced
by personal awareness and preferences for indeterminate factors. To mathematically represent these
personal belief degrees, Liu introduced uncertainty theory in [23], which is based on the principles of
normality, duality, subadditivity, and product axioms. Since then, significant progress has been made
in the theory and applications of uncertainty theory, including in the areas of uncertain optimal control,
uncertain programming, uncertain portfolio selection, and uncertain risk analysis. In decision-making,
we often face uncertainty. There are two major approaches to dealing with this uncertainty: probability,
which is based on the frequency of outcomes obtained from sampling, and uncertainty, which is based
on the degree of belief assigned to an outcome by domain experts. While the probability of an outcome
does not change with our knowledge, the degree of belief can be adjusted as our understanding of a
situation evolves.
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Now, we present some reasons why SDEs are not the good model for financial random processes,
while uncertain differential equations could a good possible substitute. The example and explanation
is based on [23]. Randomness follows the laws of probability theory, while uncertainty adheres to
the laws of uncertainty theory. Probability is based on frequency, whereas uncertainty relies on belief
degree. Practically, we distinguish them by examining the distribution function, if it closely matches
the frequency, it is randomness; otherwise, it is uncertainty. Although many assume probability
distribution can be easily derived from historical data, in reality, it often does not match the frequency
closely enough, necessitating the use of uncertainty theory instead. For more details and other
examples with the advantage of uncertain differential equations over stochastic differential equations,
see the Appendix of [23]. Traditionally, stochastic finance theory assumes that stock prices (including
interest rates and currency exchange rates) follow Ito’s stochastic differential equation. However, this
assumption was challenged by Liu in 2013. Assume the stock price X; follows

dX, = eX,dt + o X,dW, (B.5)

where W, is a Wiener process. The solution is

X, = Xoexp ((e - 0'2/2) t+ O'W,) (B.6)
and
mx—m&—@—&ny

W, = (B.7)

o

InX,,\ —InX, - (e —o? /2) At
AW, = - (B.8)
Define

A= _w (B.9)

g

Stock prices, though appearing continuous, are actually step functions with finite jumps. For example,
with 100 jumps in a week divided into 10,000 intervals, AW, would include 9,900 values of A and 100
other values:

A’A7'..,A,B,C’...’Z (Btlo)
9900 100

This distribution contradicts the Wiener process property that AW, is normally distributed with
mean 0 and variance Az. Hence, stock prices do not follow Ito’s stochastic differential equations. Some
might believe stock prices follow a geometric Wiener or Ornstein-Uhlenbeck process macroscopically,
despite paradoxes microscopically. However, Ito’s calculus, central to stochastic finance, is based on
the microscopic Wiener process structure, not the macroscopic view.

The Geometric Liu Process (GLP) is known as the exponential of Canonical Process. We refer to a
process often used to model the price of a stock as it evolves over time, and hence it is widely used to
see the behavior of stock price. According to [30], when used to model the price of a stock over time,

AIMS Mathematics Volume 9, Issue 9, 24934-24954.



24938

the GBM does not possess the flaws of the Liu process. Because it is the logarithm of the share prices
that is assumed to be the uncertain normal random variable, the model does not allow for negative
share prices. The expected returns of GLP are independent of the value of the process, which agrees
with what we would expect in reality.

Since Liu’s work, there has been a significant amount of research focused on uncertain finance.
Many researchers, including Liu in [23], Liu and Ha in [25], Yao in [36], and Wang in [32], have
contributed to the development of uncertainty theory. In 2008, Liu introduced the concept of an
uncertain process and the uncertain differential equation [24], and in 2009, he developed the Canonical
process and the uncertain stock model, including a pricing formula for European options [24]. In 2011,
Chen extended this work by deriving a pricing formula for American options based on the uncertain
stock model with periodic dividends [8].

The paper is organized as follows: In Section 2, we provide some supporting definitions. In
Section 3, we introduce our uncertain stock model. In Section 4, we derive pricing formulas for the
exotic options and present numerical results. Finally, in Section 5, we offer a brief conclusion.

2. Preliminaries

Our main goal of the preliminary section is to provide an introduction to the basic theory of
uncertainty, canonical processes, and key concepts in uncertainty theory to familiarize readers with
these ideas.

Definition 2.1. Algebra. A family L of subsets of a non-empty set I is termed as an algebra on T if
a)l' e L

b) for any set, A\ € L its complement \° € L

c) if a sequence N; € L, j=1,2,..., then U;le/\j el

Definition 2.2. [23] Uncertain measure. Uncertain measure M on a o-algebra L is a number M{A\}
assigned to the event A to evaluate the degree of belief with which we believe that the event N will
occur. Uncertain measure M is a real-valued set-function on a o-algebra L over a nonempty set I’
satisfying normality, duality, sub-additivity, and product axioms.

e Normality axiom: M{I'} = 1, for the Universal set T.
Normality is a property of a random variable that is distributed according to the normal
distribution.
e Duality axiom: M{A} + M{A} = 1, for any set A € T is an event.
It’s a principle whereby one true statement can be obtained from another by interchanging two
words.
e Monotonicity axiom: M{A} < M{N,}, for sets Ay, N\, € I such that Ay C A,
e Sub-additivity axiom: For any countable sequence of events, {\;} we have,
MUZ A < 232 MinG
The uncertain measure M{A} indicates the degree of belief that A\ will occur.
e Product axiom: let (I'y, Ly, M) be the uncertainty spaces for k € N.
The product uncertain measure on the product o-algebra (Ly)wen satisfying M{(Ney Ak} =

H/i] M{/\k}
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It refers to an independence property which can not be applied to every set but it just holds for
sure events (which always happens).

Definition 2.3. /23] Uncertain variable. An uncertain variable is a function from an uncertainty
space (I', L, M) to the set of real numbers, i.e., for any Borel set B of real numbers, the set

€eBl={yellé(y) € B)

Is an event.

Definition 2.4. [23] Expectation. Let ¢ be an uncertain variable. Then the expected value of ¢ is
defined by:

+00 0
E[f]:f M{va}dv—f M{E <v}dv
0 —o

It can also be written as:

+00 0
E[£] = f (1 =-=dW)dv - f Od(v)dv
0 —

(o)

Definition 2.5. [23], Variance. Let e is the finite-expected value of an uncertain variable &, then the
variance of &€ can be defined as :

Varl£] = E[(£ - ¢)’]
Definition 2.6. [23] Canonical process. An uncertain process C, is said to be a canonical process if:
L] C() =0

o C, has stationary and independent increments.
e Every increment C,,; — Cy is a normal uncertain variable with expected value 0 and variance t* .

To define uncertain variables, a concept of the normal uncertain distribution ® : R — [0, 1] of an
uncertain variable & is defined as [23, 24]:

-1

D) = M{E <V} = (1 + exp (—%)) (2.1)

1-dWv) =M=} = (1 + ex (1))_1 (2.2)
= P \/gt .

where v is any real number.

Definition 2.7. [23] Uncertain differential equation. If C, is a canonical Liu process, f, and f, are
two real functions, then
ds, = fi(t,S)dt + f>(1,S,) dC, (2.3)

is called uncertain differential equation with initial value S .
The uncertain differential equation (2.3) is equivalent to uncertain integral equation,

f t
s,=So+ [ nasydr+ [ fusoac 24
0 0
where S, is the solution called Liu process that satisfies (2.3).
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3. Uncertain stock model with periodic dividend

The ideas in this section are based on [9]. Let S, be an uncertain stock model with periodic
dividends, it is assumed that the stock follows some uncertain process. Hence, the stock price follows
a canonical process. At deterministic times 7, ., T3, ..... , the equity pays a dividend of a fraction ¢ of
the stock price. An uncertain stock model with periodic dividends can be modeled as:

Sr=8,1-6""exp T -1)+0c(Cr—-C)), t<T. (3.1)

with risk-less bond:
X, = X exp (rt). 3.2)

where a and o are supposed to be constants.
n[T] is the number of dividend payments made by time T.

n[T] =max{i;T; < T}

C, is a canonical process that is counter-part of Brownian motion. We are considering the uncertain
stock model (3.1) to price the exotic options in the next sections.

4. Pricing an uncertain stock model with periodic dividend using the uncertain theory

In this section, we price the following exotic options under the uncertain stock model (3.1), using
the uncertain approach.

e Forward Start Option
e Ratchet/Cliquet Option
e Spread Option

4.1. Forward start option

A forward start option is an exotic option that is purchased and paid today but becomes activated,
at some specific time, in the future (see Figure 1). The expiration time and all other related parameters
are set at the time when the option is purchased except the strike price. The strike price will be set at
the time of activation so that the option is at-the-money (ATM), near-the-money (NTM), in-the-money
(ITM), or out-of-the-money (OTM).

e At the money (ATM): The option is ATM when the spot price of the underlying asset is identical
to the option’s strike price.

e In the money (ITM): The option is ITM when the option’s strike price is less than the spot price
of the underlying asset.

e Near the money (NTM): The option is NTM when the option’s strike price is near to the spot
price of the underlying asset.

e Out of the money (OTM): The option is OTM when the option’s strike price is greater than the
spot price of the underlying asset.
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1st January 1st March 1st May
[ 2 i
TD Tj_ TE
Option purchasing date ¢ Option expiration date

Option activation date

Figure 1. Example of forward start option.

Definition 4.1. A forward start call option gives the holder the right to buy at time t, an ATM European
call option with an expiry date of t, > t,. Hence, the payoff at t, is:

lII(Staa Ste) = maX{Ste - St,,, 0}
o S, = K is the strike price (also stock price) known at time t,.

e The option is bought at the current time ty.
e The option activates at time t, and matures at time t,.

Theorem 4.1. Consider a forward start call option for the stock model (3.1) has a strike price K = S,

where S, is the price of the stock at strike determination time t,. Then the forward start call option
price is

Fo =801 = )" f . (1 + exp(

S(1-synlte]

-1
n na
S iny- )| s
‘/§O_(te - t) \/§O'
Proof. At maturity time 7,, the payoft is:
lII(Sta, Ste) = l’l’laX{Ste _Sta’ 0}. (4.1)

Forward start call option price is the expected present value of payoff:
Fort,<t<t,

F.=e " PE[¥(S,,.S)] = “E[S, -S,)"] 4.2)
As, S, 1s uncertain stock price
S, =S.1- 5)n[te] e te=D+0(Cr,=Cp)
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Applying uncertainty approach to find the expectation in (4.2).

alte=0)+0(Cr,=C1) &} y

{ 5,1 - oyte]

c _c | v+S,, d
a(t,—t) + o( f, )= n(St(l_é)n[tg]) v

« 1 +S t,—t
= e f {(C,f )z (e )} dv.
0

o Sl - o)t o
Using substitution y = S,(‘;st t)z; it follows that
00 1 te .
FC = Ste_r(te_t)(l _ 6)n[tg] M{(Ctg ~ Ct) 1 lny ) a( )} dy
_ St p -
Sy(1-o)yltel
) -1
T R (1 i CXP(+ Iny - &)) dy.  (43)
t W \/§o-(te —1) \/§O'

Here S, is strike price and 7, is expiry time.
Then, by definition (2.4) and (2.6), the theorem is proved |

Once the option pricing formula is derived at expiration time ¢,, the formulas for 7, and 7, can be
derived easily using (4.3).
For t = t, , the option price is:

00

-1
Fo =8, et - o)yt f (1 + exp(—” Iny— —— )) dy.
g 1 \/ga(te —1,) V3o

(1-synltel

For t < t, , the option price is:

” -1
o) V3o(t, - t,) 3o I

with,

E[S,]=S.(1- 5)”[&;] oAta=0)

0 nlnv - 0 mlnv -!
Troxp|———)] av— [ [1+exp[-—222—]) av.
R R e el I I (R e

It is clear from the result (4.3) that the European call option price decreases as the interest rate r and
strike price K increase.

4.1.1. Remarks
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4.1.2. Numerical results

In this section, we present numerical results comparing an uncertain stock model to a stochastic
stock model. For the purposes of these simulations, we assume the following parameter values:

The risk-free interest rate r = 0.08
Dividend 6 = 0.05

Total number of periodic payments n = 4
The drift a = 0.06

The current underlying asset price S, = 40
The expiry time #, = 1

The forward start call option prices against the strike prices are shown in Table 1 and Figure 2 for
the uncertain stock model and stochastic stock model, with the strike determination time ¢ = 0.25 and
the volatility o = 0.25.

Figure 2 illustrates the forward start call option price as a function of different strike prices based
on both our uncertain stock model and the stochastic stock model. As can be seen in the figure, the
option prices are a monotonically decreasing function of the strike price in both models. It is worth
noting that as the strike price increases, the option price begins to decrease. The diagram also indicates
that the cost of an option acquired through an uncertain framework is lower, making it more appealing
to investors.

Table 1. Forward start call option prices against the strike prices.

Strike (S,,) Stochastic Price Uncertain Price
10 23.1626 23.2487

15 18.4580 18.5404

20 14.0082 13.8412

25 11.0648 9.2296

30 9.6598 5.0858

35 7.7783 2.2123

Stochastic
—— Uncertain

] & =]

Forward Start Call Option Price

w

10 15 20 25 30 35
Strike

Figure 2. Uncertain stock price vs. stochastic stock price against different strike prices.
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4.1.3. Remarks

The uncertain stock model follows the uncertainty theory, and the stochastic stock model follows
the probability theory. The uncertainty theory provides comparable and sometimes better results than
probability theory for option pricing. In order to see difference in price for both models (uncertain and
stochastic), figures are provided for all options.

The forward start call option prices against the different volatilities are shown in Table 2 and Figure 3
for the uncertain and stochastic model, with the strike determination time ¢ = 0.25 and the strike
S, =30.

Based on our uncertain stock model and the stochastic stock model, Figure 3 shows the forward
start call option price as a function of different volatilities. It can be seen in the figure that the option
price is a monotonically increasing function of volatility in both models. It is worth noting that as
volatility increases, the option price also increases.

Table 2. Forward start call option prices against the different volatilities.

Volatility (o) Stochastic Price Uncertain Price
0.3 7.5561 2.8194

0.42 7.6782 4.4283

0.54 8.2470 6.2832

0.66 8.9967 8.4366

0.78 9.8107 10.9581

0.9 10.6296 13.9407

=
=

Stochastic
— Uncertain

]

=

Forward Start Call Option Price
o [==]

-

0.3 0.4 0.5 0.6 07 0.8 0.9
Volatility

Figure 3. Uncertain stock price vs. stochastic stock price against volatility.

The forward start call option prices against the strike determination time are shown in Table 3 and
Figure 4 for the uncertain stock model and stochastic stock model, with the strike S, = 30 and the
volatility o = 0.25.

According to our uncertain stock model and stochastic stock model, Figure 4 shows the forward
start call option price with regard to different strike determination times. In Figure 4, it is concluded
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that the option price is a monotonically decreasing function of different strike determination times in
both approaches. It must be noted that when the strike determination time is getting high, the option
price starts to fall. The figure additionally suggests that the price of an option obtained through an
uncertain framework is reduced, rendering it more enticing for investors.

Table 3. Forward start call option prices against the strike determination time.

Strike determination time () Stochastic Price Uncertain Price
0.1 3.5303 2.9451
0.26 2.5354 2.1650
0.42 1.5579 1.4351
0.58 6.9129 0.7747
0.72 1.2608 0.2426
0.9 1.6313 0.0041

35 2 «  Stochastic
—— Uncertain

= e L Lt w
o Ln =1 %] =1

Forward Start Call Option Price

=
in

=
=]

01 02 03 04 05 06 07 08 09
Strike Determination Time

Figure 4. Uncertain stock price vs. stochastic stock price against strike determination time.

4.2. Ratchet/Cliquet option

A ratchet option is a series of ATM forward start options. The term ratchet is used to explain the
resetting property. The first option becomes active by setting its strike immediately, and the second
option will become active at the expiry time of the first option and so on, and the strike price will be
the same as the spot price of the underlying asset at that time. It is also known as the strike reset option
because the strike price is adjusted in all successive options to meet the market realities. The total
premium will be paid at once [6].

The payoff from time 7;_; to T; is:

WY(S7)=max{Sr, — Ki_1,0} = max{Sr, - Sr_,,0}

It will be paid at expiry time 7, where the strike price K;_, is reset to the strike price S, , at time 7;_;.
We consider a 3-leg ratchet call option and will assume that i = 0, 1,2, 3. The overall payoff at expiry
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time 7T is:
Y S1,,51,,57,) = max{Sr, — K»,0} + max{S s, — K;,0} + max{Sr, — Ko, 0}
=max{Sy, — Sr,,0} + max{S¢, — S7,0} + max{Sr, — Ko, 0}
Theorem 4.2. Consider a ratchet call option for the stock model (3.1) has a strike price

o At the time t, the initial strike is K.

o At time T the strike is reset to K| = S1,.

o At time T, the strike is reset to K, = Sr,.

e At option expiry time, T the holder will immediately lock-in the profits with strike K, = S ,.

Then the ratchet call option price is:

(o)

T ma \\
R N (TP L RR.')
t o V3o (T3 - 1) V3o

si(1-6)"73

+e B max{Ss, — S, 0} + e max{S 7, — Ko, 0}
Proof. The price of an option is the expected present value of the payoft:
R.=e " BIE[W(S1,,S7,.57,)].
For T, <t < T . The option price is:

RC = e_r(T3_t)E [\P(S Ty ST2? STg)]
= ¢ E[max{S7, - St,,0} + max{S, — S7,,0} + max{S7, — Ki,0}]
= e—r(T3—l)E [maX{S T3 — STQ’ O}] + e_r(T3_t) maX{S T, — STI s O} + e_r(T3_t) maX{S T, — KO’ 0} (44)

The information at 7 and 7, is known.
To compute the expectation uncertain measure is applying.

E [max{S 7, — Sr,,0}] :f M{St, =S, =v}dv
0

00

M{S,(l — §)ITsl galTs=04(Cry=Co) >, 4 STZ} dv

00

M

S S S5

AT+ (Cry=C) 5, _ VY St } N

{ = 5,(1 -yl

00

v+St
= M a(T, —1) + O'(Cn -C) > ln(St(l——d)Z[Tﬂ)} dv
e ! v+ St a(Ts — 1)
- [ M{(Cn 0z () - }dv.c

S, .
"5 it follows that,

Using substitution y = S Ioy Tl
(1=0)T3

(oo

1 T -1t
E [max{S7, —S1,,0}] = S,(1 - 5)Ts] . /\/({(CT3 -Cy > ;lny — a( (37 )} dy
)

§¢(1-5)"731
00 -1
T wa
= 5,1 - )" f (1 +exp (— Iny - —)) dy.
St(:;i[m V30(T5 - 1) V3o
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Plugging result in (4.4) provides,

-1

T wa
1 — Iny- — d
Ty ( +exp(\/§a(T3—t) v \/50)) ' (4.5)

St(l*()\)”[Té]
+ e max{Sr, - S1,, 01 + " max{S 7, — Ko, 0}.

(oo

R.=S,1- 5)n[T3Je—r(T3—l)

4.2.1. Numerical results

The Ratchet call option price against different strike prices are shown in Table 4 and Figure 5 for
the uncertain stock model and stochastic stock model, with the strike determination time ¢ = 0.25 and
the volatility o = 0.25.

Table 4. Ratchet call option price against different strike prices.

Strike (S 7,) Stochastic Price Uncertain Price
10 24.8774 24.968

15 20.1703 20.259

20 15.6100 15.556

25 12.2082 10.907

30 10.5748 6.563

35 9.0153 3.191

25 «  Stochastic
—— Uncertain

5]
(=]

=

Ratchet Call Option Price
it
wn

10 15 20 25 30 35
Strike

Figure 5. Uncertain stock price vs. stochastic stock price against different strike prices.

Based on our uncertain stock model and the stochastic stock model, Figure 5 illustrates the ratchet
call option price as a function of various strike prices. The figure clearly shows that the price of option
obtained through uncertain framework is cheaper, and hence more attractive for investors. It can be
seen in the figure that the option price is a monotonically decreasing function of the strike price in both
models. It is worth noting that as the strike price increases, the option price begins to decrease, because
a near-the-money ratchet call option will always be exercised at expiration.
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4.3. Spread option

A spread option is a type of option where the profit is determined by the difference, or spread, in
spot price between two underlying assets. Spread options are traded over the counter (OTC), which
means they are facilitated by a dealer and involve a private transaction between the buyer and seller.
These options provide investors with flexibility in terms of the expiration date and strike price.

Let {Cfl) :t >0} and {C}Z) : t > 0} be Canonical processes on uncertainty space (I', £, M), and let
asset prices S| and S? satisfy the following uncertain differential equations:

_ (1) _ A1)
S;}) — Sgl)(l _51)n[T] eal(T t)+0'1(CT C[ ) (4'6)

(2)_ (2
S(Tz) _ ng)(l _ 5, )l paaT=0+0a(CF=CY) 4.7

where oy , 0, and a; , a, are assumed to be constant and n[¢] is the number of dividend payments made
by time t with periodic dividend ¢, and ¢,

n[t] = max{i;T; < t}.
At time ¢t < T the payoft is:
1 @y _ 1) (@3]
WS, 57) =max{S;" - S; - K,0}.

Theorem 4.3. Consider a spread call option for the stock model (4.6) and (4.7) has a strike price
K > 0 where S} and S7. is the price of the stock at strike determination time t < T. Then, the Spread

call option price is
-1
)) dy.

Proof. For a strike price K > 0 , the price of a spread call option at time ¢ < T is the expected value of
the payoff:

00

(1 + (—” 1 i
, exp ny-—
S0k V3o (T — 1) V3o,

s gyl

Sc — S;l)(l _ 6)n[T] e—r(T—t)

S.=e " TVE[WESY.SP)| = e TOE|(SY - P - K. (4.8)

We will derive a formula for the spread call using Kirk’s approximation [21]. As there are two
underlying assets in the spread option price, Kirk’s approximation formula is an option pricing formula
applicable to an option to exchange one risky asset for another risky asset at maturity by assuming that
Strike (K) is non-zero. This strategy is feasible, but not an optimal exercise strategy. It is assumed that
the implicit strategy is to exercise if and only if S (Tz) is the scaled power function of § (Tl).

Computing expectation in (4.8) by using an uncertain process provides

S.=e""E[WSY, S|
=" TE|(SY - 5P - K)]

(ve)

= ¢TI0 S(Tl) — S(Tz) -K> v} dv

0

M
= ¢ fwM{S(T]) >v+SY + K| dv.
0
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Here
S(Tl) = §M(1 = gyl (Tt (€=C(Y)
t

we infer that

S, =erT f
Cc
0

M
00 e
:e—r(T—t)f M eal(T—t)wl(C;‘)—c;”)Z V1+ST +K dv
0 SM = gy

0 1 v+SP 4K T —¢
= e_r(T—t)f M (C;_l) _ C;l)) > In - T _ ai( ) dv.
0 o (s - eyt o8

_ (D) _ (D
{Sf”(l = oy =@ =G0 >y 4 P 4 K} dv

2
v+S . +K

SO0 oyl it follows that,

Using substitution y =

* 1 T-t¢
Sc — S;l)(l _ é‘)n[T] e—r(T—I) O M{(Cg}) _ C;l)) > lny _ al( )} dy
_°r g1 (on]
sDa-gptr]
00 -1
=S =gy e [ (1 +exp (—’T Iny - = )) dy.
Sy V3o (T - 1) V3o,

4.3.1. Numerical results

The spread option prices against different strike prices are shown in Table 5 and Figure 6 for the
uncertain stock model and stochastic stock model, with the strike determination time ¢ = 0.25 and the
volatility o = 0.25.

Based on our uncertain stock model and the stochastic stock model, Figure 6 illustrates the spread
call option price as a function of various strike prices. It can be seen in the figure that the option price
is a monotonically decreasing function of the strike price in both models. It is worth noting that as the
strike price increases, the option price begins to decrease because a near-the-money spread call option
will always be exercised at expiration.

Table 5. Spread call option prices against different strike prices.

Strike (S7,) Stochastic Price Uncertain Price
10 19.6793 19.989

15 16.0907 15.445

20 14.0879 11.112

25 12.8570 7.309

30 11.1454 4.407

35 8.7249 2.518
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Stochastic
—— Uncertain

Spread Call Option Price

10 15 20 25 30 35
Strike

Figure 6. Uncertain stock price vs. Stochastic stock price against different strike prices.

The spread option prices against different volatilities are shown in Table 6 and Figure 7 for the
uncertain stock model and stochastic stock model, with the strike determination time ¢ = 0.25 and the
strike S, = 30.

According to our uncertain stock model and stochastic stock model, Figure 7 shows the spread call
option price with regard to a function of different volatilities. It can be seen in the figure that the option
price is a monotonically increasing function of volatility in both models. It is worth noting that as
volatility increases, the option price also increases. It must be noted that when the volatility is getting
high, the option price starts to rise.

Table 6. Spread call option prices against different volatilities.

Volatility (o) Stochastic Price Uncertain Price
0.2 8.6312 21.643

0.34 8.8960 4.358

0.48 9.6399 7.915

0.62 10.7336 12.513

0.76 11.9363 18.516

0.9 13.1170 26.750
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Figure 7. Uncertain stock price vs. Stochastic stock price against volatility.

5. Conclusions

In this study, we used uncertainty theory to price exotic options such as forward start, ratchet/cliquet,
and spread options. We derived call option formulas for these options using the method of uncertain
calculus, assuming that the underlying stock price follows an uncertain stock model with periodic
dividends. To verify the accuracy of our newly derived formulas, we conducted numerical simulations
and compared the results with those obtained using a stochastic approach. Overall, this research
presents a novel method for pricing exotic options using the framework of uncertainty theory.
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