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This study proposes an exotic option that extends the classical European option by requiring option holders to continuously trade
in underlying assets according to a predesignated trading strategy with a general logarithmic position. The pricing formula for the
exotic option with a general logarithmic strategy is derived from the Black-Scholes option pricing formula, and its price advantage
is compared (based on simulations) to the classical European option and to the exotic option with a linear position. By varying key
parameters, we found that the exotic option with a general logarithmic position has a significant price advantage (up to 34% under
certain parameter settings) over the classical European option. Moreover, the exotic option with a general logarithmic strategy can
save 5.5% more of the option premium than applying a linear position strategy. Our simulation results indicate that the price
advantage of this proactive hedging option with a general logarithmic strategy depends heavily on the initial amount of capital; in

particular, this exotic option is more suitable for traders with limited initial amounts of capital.

1. Introduction

Options comprise a diverse group of indispensable trading
products in the financial market, which make them effective
tools for hedging risks. The options currently being traded
include more than the standardized European and American
options; in fact, a vast number of exotic options (e.g., barrier
options, Asian options, lookback options, step options,
rainbow options, binary options, and basket options, among
others) are being changed, combined, and derived from the
standard options [1-12]. These exotic options provide
traders with more choices for outlining their trading
portfolio strategies. In particular, they have the opportunity
to finely match the nuances of traders’ market expectations
and to satisfy their risk-return needs under various market
conditions.

In contrast to other financial instruments, the price of an
option is not the value of the underlying asset, but rather, it is
based on the hedging cost. In particular, the cheaper the
option, the more favorable its price discovery. In addition, a
portfolio strategy with cheaper options is easier to execute
because the option price determines the break-even

threshold. However, few studies have evaluated the price
advantages of various options. Therefore, one of the main
aims of this report is to propose an exotic option that can
satisty traders’ needs for a cheaper price.

The pricing of options depends on the risk exposure of
their underlying assets. The greater the risk exposure of the
underlying asset, the more expensive the option. On this
basis, Wang et al. proposed an exotic option that requires
option holders to buy-in (or sell out) the underlying asset
(stock) and allows them to adjust the holdings of the un-
derlying asset according to its price changes within an option
period [13-15]; this option was later named the proactive
hedging European option by Li et al. [16]. For a given call
option, the option buyer initially holds a certain amount of
capital (A). When the price of the underlying assets exceeds a
designated threshold (usually the exercise price), the option
contract requires the option holder to continuously buy the
underlying asset following the preagreed dynamic invest-
ment strategy. If the option is exercised, the seller of the call
option only needs to bear the expected loss corresponding to
the difference between the purchase price and the exercise
price. Therefore, the pricing of this exotic option depends on
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the amount of residual exposure of the aforementioned
dynamic position strategy. Simulations have indicated that
the price of a proactive hedging European option is sig-
nificantly lower than that of the analogous classical option.
However, Wang et al. assumed that the dynamic position
strategy was a continuous linear function, and this as-
sumption is not perfect. For example, the trading behavior of
traders is discontinuous, and therefore, it does not always
satisfy the assumed continuous function. Li et al. improved
the continuous linear function to establish a discrete linear
dynamic position strategy [17], although a nonlinear dy-
namic position strategy might be more suitable for obtaining
cheaper options. In an extreme case, if a buyer is purchasing
the underlying asset with all of the capital at one time at the
exercise price, then the risk exposure of the underlying asset
would be completely covered, and the theoretical price of the
option will be zero. It is, therefore, clear that for European
call options, the greater the proportion of purchasing that
occurs near the threshold (i.e., the exercise price), the greater
amount of exposure that is covered. Therefore, a nonlinear
dynamic position strategy should be considered.

This study improves the linear position strategy by de-
veloping a nonlinear function and subjectively setting it as a
general logarithmic function. The theoretical price of the
option is derived, and its price advantage is evaluated. The
remainder of this report is organized as follows. Section 2
describes the exotic option with a general logarithmic po-
sition strategy in detail and derives its value function;
Section 3 obtains the theoretical price; Section 4 discusses
two special cases of the exotic option; and Section 5 com-
pares the theoretical prices of the exotic options with those
of the classical European options based on simulations. Since
the derivation processes are very similar for call and put
options, we only present the results for call options herein.

2. Proactive Hedging European Option with a
General Logarithmic Position Strategy

2.1. Assumptions for the Proactive Hedging European Option.
The proactive hedging European option is proposed based
on the following assumptions:
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(1) A call option holder should hold initial capital in the
amount of A = Q x X, at the beginning of the option
period for each part of the option contract, where Q
is the underlying asset amount of one part of the
option contract, and X, is the exercise price.

(2) Option holders adjust the underlying asset holdings
according to the price changes, which are subject to
the general logarithmic position constraints of the
option contract. The detailed dynamic position
strategy will be introduced in Section 2.2.

(3) The price of the underlying asset follows geometric
Brownian motion (GBM).

(4) There are no other cash flows for the underlying
assets during the option contract period. For ex-
ample, stocks do not pay dividends.

(5) There are no transaction costs for buying or selling
the underlying assets.

(6) The risk-free interest rate is constant over time.

2.2. General Logarithmic Position Strategy. When the un-
derlying asset price reaches X, + § (where § > 0), the general
logarithmic position strategy is activated. Then, the option
holder spends f,- A to buy the underlying asset, where
Bo0<By<1 is the “initial capital utilization coeflicient,”
which denotes the proportion of capital spent.

As the underlying asset price rises, the option holder will
continuously increase their capital utilization, i.e., by buying
the underlying asset in accordance with the general loga-
rithmic function, f3, - A, where f0 <, <3 <1 is the “highest
capital utilization coefficient.” At this time, the underlying
asset price reaches (1+ a)(X,+6), where « is the “in-
vestment strategy index,” which is a positive number. The
greater the value of «, the larger the price range where
traders can buy the underlying asset. The value of « is set
within the range [0.5, 1] to encompass the various risk
preferences of traders. Figure 1 illustrates the described
process.

The capital utilization coeflicient function associated
with this process, B(S), can be expressed as follows:

0, S<X,+9,
_ BB S
B(S) =4 ﬁ°+ln(1+oc)ln(Xe+6)’ X, +0<S<(1+a)(X, +9), (1)
| B, (I+a)(X,+08)<S.

2.3. The Value Function for a Proactive Hedging European
Option with a General Logarithmic Position Strategy. For the
classical European option without a proactive hedging
strategy, the option holder would suffer an expected loss, L,
according to equation (2), for each part of the option

contract as the underlying asset prices rise from X, to S, for
Sy > X,.

A
Lb (SO) = Q(SO - Xe) = f (SO - Xe)' (2)
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FiGure 1: Graphical illustration of the general logarithmic position strategy.

In an exotic option with a proactive hedging strategy, the
option holder is required to actively buy-in the underlying
assets to hedge the risks. If we assume that the option holder
trades using the general logarithmic position strategy de-
scribed in Section 2.2 and buys the underlying asset of the
contract piece A - 3,/X, + 6 when the underlying asset price

S reaches X, + 6§, then, when the underlying asset price S
changes to S + AS, the option holder increases their capital by
Aq to buy shares, where Aq = ABAA = AAB' (S)AAS. Fur-
thermore, when the underlying asset price S rises from X, +
d 10 S, the expected return obtained by the option holder is
given by

[ 0. S(t) <X, +0,
R(S;) = 1 Jffﬁs’*'”%”(so-ﬂdwﬁgf‘; (S = X~ 9), X, +8<8y<(1+a)(X, +9), )
A J ;1; e A'%’(S) (So = S)dS + ;e' f S X, ~0), Sz (1L+a)(X,+9).
Substituting equation (1) into equation (3) gives
[ O S() <X, +39,
R(So) = 1 ﬁ(ﬁlﬁg [xfia‘l‘l(&sia)‘l] )?ﬁa (So-X.=8), X +3sS<(+a)(X.+d),

A-a- (B=Po)So _
(X, +8)(1+a)n((1 +a))

If the expected loss born by the option seller is defined by
L(S,) = Ly, (So) = R(So)» (5)

then

A.
A-([j—[jo)+?f%(so—xe—8), 5= (1+a) (X, +9).



Discrete Dynamics in Nature and Society

Xﬁ(so_xe), So <X, +6,
A A- (- S S A-
L(S,) = 4 X—(SO—XE)—{ ln((f+f;))[x ‘_)Hs—ln(x 18>—1]+X f%(SO—XE—é)}, X, +8<S<(1+a)(X,+8),  (6)
A A-a- (B=Py) S A- Py
£ x| gl S ag-p e g B 0] sz
Thus, the option contract value V. (S(t),t) corre-
sponding to a unit of the underlying asset is given by
(Vi (S(),1), S(t)<X,,
L(S(D) Vi (S(),1), X, <S(t)<X,+6,
Vi (S0 =7y = ”)
(AXe) | v (.8, X, +8<S(H)<(1+a)(X, +0),
Vg (S(0),1), S(t) = (1+a)(X, +90),
where
Vi (S(6),1) =0,
Vi (8(8), 1) = S(8) - X,
_ _ _/30'Xe _(ﬁ_ﬁo)'xe S(1) _ S(1) (ﬁ_ﬁo)'xe ﬁO'Xe'a (8)
Vs (S(2.) = (1) Xe)<1 Xe+8> In(l +a) [Xe+5 ln(Xe+6>]+ m(l+a) & X,+0°
_ /30'Xe “'(ﬁ_ﬁo)'xe's(t) ﬂO'Xe'S
VT“(S(”’”‘(S(t)_xe)(l_xew)_(Xe+5).(1+a). m(re X BP0

Corollary 1. The proactive hedging European option with a
general logarithmic position strategy will cover more risk
exposure of the underlying assets than the same option with a
general linear position strategy.

Proof. To simplify the proof process, the dynamic position
strategy was reduced to the case where § =0 and S, = 0.

Then, the capital utilization coeflicient function of the
general logarithmic position strategy and the linear position
strategy is denoted as B; ; (S) and By (S), which is expressed
by equations (9) and (10), respectively, and depicted in
Figure 2:

0, S(t) < X,
B (S) = 4 ln(1ﬁ+ S 1n<s}§?>, X, <S() <X, (1+a), (9)
A, X, (1+a)<S(),
0, S(t) <X,
Bix (S) = 1 a.ﬁxe (S()-X,), X,<S(t)<X,(1+a), (10)
[ B, X, (1+a)<S(t).
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FiGure 2: Capital utilization coeflicients of the logarithmic strategy vs. the linear strategy.

In the same way, the expected returns of the general
logarithmic and linear position strategies can be obtained
based on R;;(S(t)) and Ry (S(t)), respectively, where
R (S(t)) (equation (11)) is derived from the special case

where § = 0 and f3, = 0 equation (3), and R, (S(t)) equation
(12) is derived from the special case where § = 0 and 3, = 0,
as in the study conducted by Wang et al. [13].

(0, S(t) < X,,
A;'ﬁ[s(t)—lnc(t))q] X, <S(H)<(1+ )X,
R(S(#)=4 In(1+a)| X, X, (11)
a-S(t)
_A.ﬁ[Xe(1+cx)ln(1+oc)_l] , S(H) = (1+a)X,,
[0, St)<X,,
A-ﬁ[ S® 1n(s(t)>—s(t)7_X6], X,<S(0)<(1+ @)X,
RLN (S(t)) = a- Xe Xe a- Xe (12)
AA-ﬁ[“S_(;{)eln(lw)—l], S(t)= (1+a)X,.
! — ! — _1 2 ,
To verify that Ry (S()>Rn(S(£)  when Fmax(x) = f1(2) =3 = (In 2+1)7>0
S(t) = (1 + @)X, the following inequality should be satisfied: , (3 3 2 (14)
o = (1 +a)ln®(1+a) >0, (13) fmi“(x)=f<5>=2_<ln§”> >0.

where « € [0.5, 1] (according to the aforementioned defi-
nition of the general logarithmic position strategy) is always
true. The inequality in equation (13) is proved as follows.

Set x =1+ «, then x € [3/2,2], and inequality (13) can
be rewritten as (x —1)> — x In* x> 0. Set fx)=(x- 1)
—x In* x, then fl(x)=2x-2-2Inx- In? x, and
f"(x)=2x-2-21n x/x.

It is known that under the condition x € [3/2, 2], we can
define x — 1> In x, and f" (x) >0 holds on [3/2,2], while
f' (x) is a monotonically increasing function.

Therefore,

and f’ (x)>0 is always true on [3/2,2], while f(x)>0
monotonically increases on [3/2,2].
As a result,

3
Fain) = 1(3) (1s)
is sufficient.
When X, <S(#) < (1 + «)X,, a similar procedure can be
applied; therefore, a detailed verification process is omitted
here. O



3. Proactive Hedging Option Pricing Formula
Based on GBM

3.1. Asset Price Behavior Based on GBM. Let S(t) be the asset
price at the time t. If S(¢) follows GBM, then it satisfies the
following equation:

ds(t)

— = = udt dB,, 16

S - dt+odB, (16)
where S(0), the draft g, and the volatility o of the asset price
are all positive constants for ¢ > 0.

By applying the fractional Wick-It6 formula, Hu and

Qksendal [18] proved that equation (16) can be rewritten as
follows:

S(t) = S(O)exp(aB(t) + ut — %ozt) (17)

Assuming risk-neutral conditions, i.e., y = r, then, for
any two time points ¢, andt, where 0<t, <t,<T, the re-
lationship between S(t;) and S(t,) can be obtained from
equation (17) such that

$(t2) = S(e)exp[r (62~ 1) = 30 (6= 1) + 0 (B(t:) - B(1))].
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3.2. European Option Pricing Formula. Black and Scholes
(1973) derived the famous B-S partial differential function
for determining the theoretical price of a classical European
option by applying Ito’s Lemma, as follows:

oV OV 1,,0V

§+1’S§+EGSW=T’JC> (19)

V(S§T) = f(ST),

where f is the option price, ¢ is the time, r is the risk-free
return rate, o is the volatility of the stock return, and § is the
stock price.

Theorem 1 (also Theorem 1 in ref. [19]). Let f be a
function, such that E(f (B,)) <co. Then, for every 0<t<T,

B (1 (x-B,)’
E(f(B)) = J_OO mew(— 2T =5 ) - f (x)dx.

(20)

Proposition 1. The analytical solution to the B-S formula

(18) (19) under GBM is given by.
e "D oo VT=t-ZHT-1) (r-02/2) (2212) (21)
)= HeVI-t- —t)(r-o L 7. 21
V@ = | f(ste )-e 2
oV OV 1,,0V
where T is the option period, and f () is the intrinsic value S+ rSect=0’S S =], (23)

function of the option. The intrinsic value of an option is the
value of the option at a maturity date. t = T.

Proof. According to the Feynman-Kac formula, we can
define the function as follows:

T
rdt

V(St)=E|e Jz F(S(T)|. (22)

Then, the V (S, T) satisfies the following partial differ-
ential equation:

V(S,t) = e "TOES[£(S(T))]

_ e’r(T*‘)E[f(S-exp[r(T— t) - %(72 (T-t)+0(Byr —Bt))]

ot aS 2 0s?
with the terminal condition:
V(S,T) = f(S(T)) = max(S(T) - K, 0). (24)
To obtain the analytical solution of the option pricing
formula in equation (22) under the GBM assumption, we

apply Theorem 1 and combine equations (18) and (22), such
that

(25)
e TT-D +00 (x _Bt)z 1,
D) Jioo exp(—iz(T _r )f(S . exp[r(T —-t) - 30 (T-t)+o(x- Bt)] )dx.

By setting Z = (x— B,)/+/(T —t), we can obtain the
integral equation (20), and the proof is complete. |

3.3. Pricing Formula of a Proactive Hedging Call Option with a
General Logarithmic Position. The function in equation (7)
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is a stepwise function, and therefore, the pricing formula  where
V- (S(t),t) includes four components, as follows:

Ve (S@),t) =V, (S),t) + V,(S(1), 1)

(26)
+V3(S@),1) + V4 (S(), 1),

V,(S(0)8) = e‘:/(zT_j;f) JS<XEVT1<S(t) ) eJVTTt<Z+(T—t)(r—(az/z))’t>e—(22/2)dz)
Vo (S 1) = e (10 J v (S(t) (NI 1-ZHT=1) (r=(012)) t)e’(zz/z)dZ
? , V2m Jx <s<xqe ’ ’
RIOY, P j 1% (S(t) VTTE2HT-0 (—(%2)) t>e_(ZZ/2)dZ
3 ’ \2m &MSRUMM&m)T3 ’ '
O V(510 T, Vo (g
4 ’ V21 ) s (14 (X,40) T4 ’ '
Therefore, V| (S(t),t) = 0. When X,<U < X, + 4, then
For simplicity of identification, let

U=S- em/T— t-Z+(T—1t) (r- (02/2)).

InX,/S—(T-t)(r-0°2) _ InX,+08/S—(T-1t)(r-d"/2)
<Z< :
oVT —t oVT —t

When X, +3<U < (1+a)(X, + 9), then

InX, +8/S = (T - t)(r - 0°/2)

In(1+a) (X, +8)/S - (T - 1)(r - 0°/2)

Z
oVT —t =4< oVT -t
When U > (1 + «) (X, + 6), then
2
ZZln(l+oc)(Xe+6)/S—(T—t)<r—a/2)' (30)

oVT —t

To simplify these expressions, let

(27)

(28)

(29)
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In X,/S— (T - t)(r - 0°/2)
b oNT —t ’

InX, + /S = (T - t)(r - 0°/2)
oVT —t

2:

>

In(1+a) (X, +8)/S - (T —t)(r - 0°/2)

3:

oVT —t ’ 1)
31
InX,/S — (T - t)(r + 0°/2
dy=d,—oVT -t = = ( )( )>
oVT -t
InX, +8/S— (T —t)(r + 0*/2
ds=dy,—o\T -t =—- ( ),
oVT -t
ln1+¢x X, +6)/S-(T -t r+0°/2
d, = d, - oNT—E= ( ) ( )S —( )( )
oVT -t
Then,
e " VT=T-ZHT-1) (r-(0?12)) (z212)
V,(S(t).t) = S(t) - VAT (= (0 —X)‘ dz
2(()) ij<S<X+8(()e e )
(Tt -r(T-t)
e Jd2<s(t).eam.zw-n(r-(oz/z)))_e-(ZZ/z)dZ_Xe-e ‘ rz o (20) 4y
V2n ), \2m d,
dz 2 2 -r(T-1) d2 2
_S@®) J (INTEZHT=1) (r=(212))=r (T- )~ (Z /Z)dZ ‘e J' (247
T \2n d, 2w d,
(1) sze (112) (22-20VT=E-Z+0* (1-1) 47 _ Xe e sz o (22) 4 (32)
\/2_7'[ d, \/2_7-[ d,
sze (1/2)(Z- oVT=1) dZ—X e Y sz (212 47
\/_ 4, V2m d,

St o —r(T-t
&J PN g7 _oNT—1) - X, - T (N(d,) - N(d,))

=50 (N(ds) - N(dy) - X, "0 (N (dy) - N(d))

The expression of V() must be simplified for the sake
of feasibility; therefore, let

2
Z:a\/T—t~Z+(T—t)(r—%>. (33)

Then,
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_ b By - X, (B-Po) - X, S(t)-ez S(t)-ez (B-PBo) - X, ﬁo X0
VT3(')_(S(t)'e _Xe)<1_Xe+6)_ In(l1+a) | X,+0 . X, +6 " In(1 +a) X, +6

_ /30'Xe (ﬂ_ﬂo)'xe (ﬁ BO)

_[<1_X8+6>_ln(l+a)-(Xe+6)] SW-e ey VT2

(ﬁ /30 o’
e [1 S(t) + (T - t)(r—)]
_X(1_/30'Xe>_(ﬁ_ﬁo)'xeln(x +6) (ﬁ ﬁo) X, ,30 X0
¢ X, +6 In(1+ a) ¢ In(1+a) X, +46
(34)
_ ﬂO'Xe (ﬂ_[jo)'xe (/} /30) /
_[<1_Xe+8>_ln(l+a)-(Xe+6)] W& gy VT2
0 4 0 o’
ﬁXX—Er;X) X, + (/fn(f)) [1+lnS(t)+(T t)(r—g) ln(Xe+8)]
_ /30'Xe (/3_/30)'Xe (ﬁ ﬁo) ‘/
_[<1_Xe+6>_ln(l+oc)-(Xe+6)] SO =
+(ﬁ0—1).xe+%[1+1n(£(i)6)+(T—t)<r—%)].
If
_ P X (B-Po) - Xe
M_S(t).[ X+8 (X,+98)- In(1+a)
_(ﬁ_ﬁO)'Xe
=T VTt (9
_ (B=Bo) - X, o’ S(t)
10 5 BT o) S0

then V5 (+) can be further simplified into

Vis()=M-e*+H-Z+1 (36)

-r(T-t)

V3 (S(1),1) =

JXE+5 <S(t) <(1+a) (X, +0)

V27
-r(T-t) d, ) r(T t)

- M-&.e PPz & I H-
\2m J.dz V2m ),

dy —r(T-1t) CH

M ~1/2(2-NT=1)? e
= — e dZ_
V27 Lzz

<=t (e—(dz/z)
2n

(M-e*+H - Z+1I)-

o),

Therefore,

e (2*12) dz

R P (2)
dz - dz
P = le e

TT0 T (N(ds) - N(dy))
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e " H —(@n) _ ~(&r)), -rT-
= M- (N(dg) = N (d:) = S (e (8 - (89 ) o001 (N () - N (@)
_ >z ﬁO'Xe a-(ﬂ—ﬂo)-Xe-S(t)-ez ﬂO'Xe'é\
V() =(S0)-e _Xe)(l_xe+5)_(xe+5)-(1+a)- (e e BP) T35
_ Bo- X, a- (B=Po) - X, D
‘(1_Xe+a_(xe+5).(1+a).1n(1+a)>'s(t)'e (1=5)- X
If then V4 (-) can be further simplified into
oo PoXe @ (B X, Vi ()=Q-S(1)-¢" ~G.
X, +0 (X,+0)-(1+a)- In(1+a) (38) Therefore,
G=(1-p X,
VLS = Jm (Q-8(t) ¢ -G)-e ¥ .z
4 ’ V21 ) s (v (X,40)
D e 0 () o T roo (zn)
== h (Q-S(1)-¢")-e 'dz_ﬁh G-e .dz

QS(t) J~+oo —((Z—a\/TTt)Z/Z) G,e*i’(Tft) J+oo _(zn)
= -d(Z - T—-t)-——— -dz
Yol P AT, e e

=Q-S(t)- (1-N(dg)) -G-e " "9(1 - N(d,)).

Consequently, the final pricing formula for the proactive
hedging call option is

V(S(t),t,a, By, B 8) =V (S(1), 1)
=V (S(), 1)+ V,(S(t), 1) + V5(S(£), 1) + V. (S(1), 1)
=S(t)- (N(ds) = N(dy)) - X, -e """ (N (dy) - N(d,)) + M - (N (dg) - N (ds))

e—r(T— t)

V2r

-G " (1-N(dy)),

where

S (e e ) O L (N () - N (@) + QS0 (1 - N(dy)

(37)

(39)

(41)
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InX/S - (T -)(r - 0’/2)

! oNT -t ’
InX, +8/S— (T - t)(r - 0°/2)
2o oVT —t ’

CIn(1+a) (X, +8)/S— (T - 1)(r - 0”/2)

} oVT -t ’
InX,/S (T - t)(r + 0°/2)
d,=d —oNT -t = VT =1 ,
e ed— T InX, + /S — (T = t)(r + 0°/2)
ST moNETEE oVT —t ’
In(1+a) (X, +8)/S— (T —t)(r + 0*12 (42)
do=dy T 7= MDA+ (T-0(r +12)
oVT —t
Bo - Xe (B-PBo) - Xe
M = 1= - ,
S@) X,+6 (X,+90) In(1+a)

H= (ﬁ_ﬂo)'xe.am)

In(1+ «a)
1=(ﬁ0—1).Xe+%[1+w—t)<r—%)+1n<Xs(i)5)],
Qzl_/jO'Xe “'(ﬁ_ﬁo)'xe

X, +6 (X,+0)- (1+a)- In(1+a)

G=(1-p)- X,

At this point, the pricing formula for a proactive hedging
call option with a linear position strategy is obtained.

4. Pricing Formula Discussion for Selected
Special Cases

This section presents and discusses several special cases
involving exotic options. The pricing formula in equation
(41) has two sets of parameters. The first set includes
B> Bo» 0, and &, which describe the general logarithmic po-
sition strategy. The second set includes r, T, 0, and X, which
are the basic parameters for the pricing of a classical

V(§(t),t,2,0,0,0) = V- (S(t),t)

European option. Herein, we focus on two special cases
based on the first set of parameters:

Special Case 1: when =, =0, § =0, and a >0, this
means that the option holder does not trade the un-
derlying asset during the entire holding period. The-
oretically, this exotic option pricing should be
consistent with the classical European option pricing.

Under this condition, we can define the following:
M=S(t),H=0,1=-X,Q=1,G=X,

Then,

Vi(S(0),8) + Vo (S(8),8) + V5 (S(8), 1) + V4 (S(8), 1)
S(t)(N(ds) - N (d) - X, -e """ (N(d,) - N (d,)) + S(¢) - (N (dg) - N (ds))
X, e " (N(dy) - N(dy)) +S(t) - (1-N(dg)) - X, -e """ (1= N(ds)) (43)
=S(t)(N(ds) - N(d,) + N (ds) = N (ds) + 1 - N (d))
X, e "T(N(dy) - N(d,) + N(dy) -N(d,) + 1 - N (d5))
=St (N(=dy)) - X,-e "N (~d,)).
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It is clear that equation (43) is consistent with the
results obtained using the Black-Scholes formula.

Special Case 2: when f=,=1,0=0,a =¢, ande>0
(where ¢ is a very small number), this means that
traders use all of their money to buy underlying assets
when the underlying asset price is above but very close
to X,. Then, theoretically, this position strategy almost
completely covers the risk exposure of the underlying
asset, which means that the value of this exotic option is
close to 0.

Under this condition, we can define the following: M = 0,
H=0,I1=0,Q=0,G=0,dy=d,=d,,d=d;=d,
Then,
V (S (t)) t) o, la 17 0) = VC (S (t)) t)
= S(®)- (N(ds) - N(d,))
- Xe- ey (N(d,) -N(d,))
=S(t)(N(ds) - N (d,) + N (do)
=N (ds) + 1 - N (dg))
=0.
(44)

5. Comparing Theoretical Prices of Proactive
Hedging Call Options with General
Logarithmic vs. General Linear
Position Strategies

To verify that the exotic option proposed in this study has a
price advantage, a simulation method was applied to
compare the difference in the theoretical price of the
European option with a general logarithmic position
strategy, the European option with a linear strategy, and the
classical European option. The pricing formula for the
European option with the linear position strategy was
described in a report by Wang et al. [15]. To facilitate this
comparison, the parameter symbols used in this study are
consistent with those used by Wang et al. [15] and in the
classical Black-Scholes pricing formula. The calculation
parameters used in this study are shown in Table 1. For
simplicity, we assume t=0 across all calculations in this
section.

The dynamic position strategy parameters and the basic
parameters for the classic European option in Table 1 were
used to generate several potential parameter combinations.
Then, the corresponding pricing formulas were used to cal-
culate the theoretical prices of the European option with a
general logarithmic position strategy, the European option
with a linear position strategy, and the classical European
option. The theoretical prices of these calculated options are
listed in Table 2. To intuitively observe the price advantages of
the exotic options proposed in this study, Table 2 includes the
price ratios, which are defined by the following relationship:

P exotic option

ratio = (45)

classical option

Discrete Dynamics in Nature and Society

TaBLE 1: Calculation parameters.

Symbol Values

T 0

o 50%, 70%, 100%

B 60%, 100%

Bo 30%, 50%

q $0, $7, $15 per share
T 0.5 (half of one year)
So $20 per share

X, $20 per share

o 30%, 20%, 10%

r 6%

The results in Table 2 have several important indications:

(1) The theoretical prices of the proactive hedging Eu-
ropean option are cheaper than those of the anal-
ogous classical European option under all tested
parameter combinations. Moreover, the greater the
market volatility is (i.e., the greater the value of ),
the greater the price advantage of the exotic option is.
As shown in Table 2, when the market volatility is
0 =30%, the price of the proactive hedging Euro-
pean option with a general logarithmic position
strategy (i.e., « = 0.5, f =1, B, = 0.5, § = 0) is only
34% of the price of the classical European option.

(2) The theoretical price of the proactive hedging Eu-
ropean option with a general logarithmic position
strategy is lower than that with a general linear
position strategy. This result indicates that the
general logarithmic position strategy would likely be
more attractive to hedgers. This price advantage is
especially pronounced when § = 0. In this case, when
the market volatility is 0 =30% and the other
strategy parameters are « = 0.5, § =1, and 3, = 0.5,
the European option with a general logarithmic
position strategy can save 5.5% more of the option
premium than the linear position strategy. This
means that the price advantage of the European
option with the general logarithmic position strategy
mainly depends on 6.

(3) Each of the four strategy parameters («, f3, 3,, and §)
has a remarkable impact on the price advantage. The
results in Table 2 show that when other variables are
the same, the smaller the values of « and § (where
0.5<a<1), or the larger the values of f and f3,
(0<By<B<1), and the greater the price advantage
of the European option with the general logarithmic
position strategy. This implies that the price ad-
vantage of these exotic options substantially depends
on the amount of capital that is used to execute the
dynamic position strategy.

To evaluate the effects of changes in the strategy pa-
rameters («, 0, 3, and ) on the theoretical price of options,
the observed parameters were set as continuous variables,
and all other strategy parameters were set as fixed values.
According to the conclusions described above, the smaller
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TABLE 2: Price ratios of exotic options considering the proactive hedging options relative to classical European options in terms of a, j3, 8, 6,
and o parameters.

Price ratios of exotic options with classical option
Strategy parameters

o=30% o=20% o=10%
o Bo B ) Logarithmic Linear Logarithmic Linear Logarithmic Linear
0.5 0.3 0.6 0 0.60 0.61 0.63 0.64 0.66 0.67
0.5 0.3 0.6 7 0.97 0.97 0.99 0.99 1.00 1.00
0.5 0.3 0.6 15 1.00 1.00 1.00 1.00 1.00 1.00
0.5 0.5 0.6 0 0.47 0.47 0.48 0.48 0.49 0.49
0.5 0.5 0.6 7 0.96 0.96 0.99 0.99 1.00 1.00
0.5 0.5 0.6 15 1.00 1.00 1.00 1.00 1.00 1.00
0.5 0.5 1 0 0.34 0.36 0.39 0.40 0.44 0.45
0.5 0.5 1 7 0.95 0.95 0.99 0.99 1.00 1.00
0.5 0.5 1 15 1.00 1.00 1.00 1.00 1.00 1.00
0.7 0.3 0.6 0 0.63 0.64 0.65 0.66 0.67 0.68
0.7 0.3 0.6 7 0.97 0.97 0.99 0.99 1.00 1.00
0.7 0.3 0.6 15 1.00 1.00 1.00 1.00 1.00 1.00
0.7 0.5 0.6 0 0.48 0.48 0.48 0.49 0.49 0.49
0.7 0.5 0.6 7 0.96 0.96 0.99 0.99 1.00 1.00
0.7 0.5 0.6 15 1.00 1.00 1.00 1.00 1.00 1.00
0.7 0.5 1 0 0.38 0.40 0.41 0.43 0.45 0.46
0.7 0.5 1 7 0.95 0.95 0.99 0.99 1.00 1.00
0.7 0.5 1 15 1.00 1.00 1.00 1.00 1.00 1.00
1 0.3 0.6 0 0.64 0.66 0.66 0.67 0.68 0.68
1 0.3 0.6 7 0.97 0.97 0.99 0.99 1.00 1.00
1 0.3 0.6 15 1.00 1.00 1.00 1.00 1.00 1.00
1 0.5 0.6 0 0.48 0.49 0.49 0.49 0.49 0.50
1 0.5 0.6 7 0.96 0.96 0.99 0.99 1.00 1.00
1 0.5 0.6 15 1.00 1.00 1.00 1.00 1.00 1.00
1 0.5 1 0 0.41 0.43 0.43 0.45 0.46 0.47
1 0.5 1 7 0.95 0.95 0.99 0.99 1.00 1.00
1 0.5 1 15 1.00 1.00 1.00 1.00 1.00 1.00
detal=0, beta=1, beta=0.3 detal=0, beta=1, beta=0.6
2.0 A 2.0
1.8 4
A 187 A
; P16 4
g 1.6 + qé 1.4
~ A~
T 14- g 121
% . % 1.0 -
= < 0.8 4
1.0
0.5 0.6 0.7 0.8 0.9 1.0 0.5 0.6 0.7 0.8 0.9 1.0
alpha ---> alpha --->
--- logarithmic strategy --- logarithmic strategy
—— linear strategy —— linear strategy
<<<<<< classical strategy ----+o classical strategy
(a) (b)

FiGgure 3: Continued.
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detal=0, beta=1, beta=0.9

2004

1.75 4
1.50 4
1.25 4
1.00
0.75 4

theoretical Price --->

0.50 4
0.25 4

0.5

0.6 0.7 0.8 0.9 1.0
alpha --->

- - - logarithmic strategy

—— linear strategy

------ classical strategy

(c)

FIGURE 3: The theoretical price as a function of &« when § =0, f =1, and f8,=0.3, 0.6, or 0.9 (a, b, ¢), respectively.

theoretical Price --->

alpha=0.5, beta=1, beta=0.3

alpha=0.5, beta=1, beta=0.6

theoretical Price --->

00 25 50 75 100 125 15.0

delta --->

- -~ logarithmic strategy
—— linear strategy

~~~~~~ classical strategy

()

17.5 20.0 00 25 50 75 100 125 150 17.5 20.0
delta --->

- -- logarithmic strategy
—— linear strategy
~~~~~~ classical strategy

(®)

FiGURE 4: Continued.
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alpha=0.5, beta=1, beta=0.9

2.00 A

1.75 4
1.50
1.25 1
1.00
0.75 4

theoretical Price --->

0.50 4
0.25

0.0 25 50 7.5 100 125 15.0 17.5 20.0
delta --->

- -- logarithmic strategy
—— linear strategy

~~~~~~ classical strategy

(c)

FIGURE 4: The theoretical price as a function of § when a = 0.5, =1, and f3,=0.3, 0.6, or 0.9 (a, b, ¢), respectively.

20 alpha=0.5, delta=0, beta=0.3 alpha=0.5, delta=0, beta=0.6
i I PR 2.0
1.9 1.8
» N
3 1.6
2 9
— ~
A =y
= = 1.4 -
3 9
o S 1.2+
L (7]
k= S
1.0
T T T T T T T T T T T T
0.00 0.05 0.10 0.15 0.20 0.25 0.0 0.1 0.2 0.3 0.4 0.5
beta0 ---> beta0 --->
- -~ logarithmic strategy - -- logarithmic strategy
—— linear strategy —— linear strategy
~~~~~~ classical strategy ------ classical strategy
(@ (b)
alpha=0.5, delta=0, beta=0.9
200 4
1.75 1
i
i 1.50
g
& 1.25 4
S 1.00 -
&
$ 0.75 4
=]
0.50
0.25
T T T T T
0.0 0.2 0.4 0.6 0.8
beta0 --->

--- logarithmic strategy
—— linear strategy

------ classical strategy
()

FiGUre 5: The theoretical price as a function of 5, when a = 0.5, § = 0, and $=0.3, 0.6, or 0.9 (a, b, ¢), respectively.
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alpha=0.5, delta=0, beta0=0.3

2.0

1.8 -

1.6

theoretical Price --->

0.3 0.4 0.5 0.6 0.7 0.8 0.9
beta --->

--- logarithmic strategy
—— linear strategy

classical strategy

(a)
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alpha=0.5, delta=0, beta0=0.6

2.0 4
1.8
1.6
1.4
1.2 4

1.0 4

theoretical Price --->

0.8 1

0.60 0.65 0.70 0.75 0.80 085 0.90
beta --->

--- logarithmic strategy

—— linear strategy

classical strategy

(®)

alpha=0.5, delta=0, beta0=0.9

2.00
1.75 H
1.50
1.25
1.00
0.75

theoretical Price --->

0.50
0.25

T T
0.90 0.91

T
0.92

T T T
0.93 0.94 0.95

beta --->

--- logarithmic strategy

—— linear strategy

classical strategy

(c)

FIGURE 6: The theoretical price as a function of f when o = 0.5, § = 0, and f3,=0.3, 0.6, or 0.9 (a, b, ¢), respectively.

the a and § values, or the larger the f3, and f values, the
greater the price advantage of this exotic option; therefore,
we set the fixed parameter values to correspond to the
situation with the greatest price advantage (o = 0.5, § = 0,
B =1) and compared this exotic option with the classical
European call option.

If the interval of « € [0.5,1] holds true (Figure 3), the
price advantage of this general logarithmic position strategy
is the largest when « = 0.5. As « increases, the price ad-
vantage of this exotic option decreases. However, the slope
of the curve is not steep, which indicates that « has a rel-
atively small influence on the price of the option.

If the interval of § € [0, X, = 20] holds true (Figure 4),
the price advantage of the option is the largest when & = 0.
As § increases, the price advantage of this exotic option

decreases. In contrast to the a effect, the § curve is clearly
convex, which means that the closer § is to 0, the more
sensitive this exotic option price is to the § parameter. This &
effect becomes extremely weak as § approaches 1/2X, = 10.

The impacts of the 3, and § parameters are presented in
Figures 3-6, and Figures 5 and 6, in particular, illustrate that
the larger the values of §;, and f3, the greater the price ad-
vantage of the exotic option. If 0 <8, < S <1, Figures 5 and 6
both indicate that S;,and f follow monotonic, linearly de-
creasing functions. If all other parameters are equal, the
linear slope of f3, is steeper than that of 3, which means that
the decreasing effect of 3, is more significant. In addition,
the trends in Figures 3-6 demonstrate that the smaller the
value of f3,, the more advantageous the general logarithmic
position strategy.
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6. Conclusions

This study details and discusses the pricing of an exotic
option, which requires the call option buyer to actively cover
the risk exposure by trading the underlying asset according
to a preagreed general logarithmic position strategy. The
option seller only bears the losses resulting from uncovered
risk exposure. To test the pricing advantage of this exotic
option, its pricing was compared with that of the linear
position strategy proposed by Wang et al. [13-15] and that of
the classical European option.

The comparative analysis presented herein revealed that
both of the described proactive hedging European options
exhibited significant price advantages over the classical
European option. For example, the theoretical price of
applying the general logarithmic position strategy was as low
as 34% of the classical European option price under certain
parameter settings. The price advantage of this exotic option
mainly depended on the capital utilization coefficients (3,
B,), which were used to actively hedge the exposure risk of
the underlying asset and the prices of the underlying asset
(X, + 08) when the proactive hedging strategy was initiated.
Both f, and f3 are monotonic, linearly decreasing functions
of the exotic option, meaning that the larger the values of f3,
and f3, the greater the price advantage of this exotic option.
Especially when f, is very small, the European option with a
general logarithmic position strategy has a considerable
price advantage over that of the linear position strategy, and
its implementation can save up to 5.5% of the option pre-
miums. Additionally, this exotic option price is more sen-
sitive to changes in the § parameter as § approaches zero; the
0 effect becomes weaker as § approaches 1/2X, = 10. These
results indicate that it is more suitable for traders to use the
European option with a general logarithmic position
strategy when the initial amount of capital is limited.

This study derives the theoretical price of the proactive
hedging European option by applying a general logarithmic
dynamic position strategy as a representative nonlinear
position strategy. The described analyses indicate that the
extension of this exotic option with the general logarithmic
position strategy has important practical significance. Fur-
ther studies should aim to develop more reasonable dynamic
position strategies in the form of nonlinear functions.
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