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Abstract:



Recently, fractional differential equations (FDEs) have attracted much more attention in modeling real-life problems. Since most FDEs do not have exact solutions, numerical solution methods are used commonly. Therefore, in this study, we have demonstrated a novel approximate-analytical solution method, which is called the Laplace homotopy analysis method (LHAM) using the Caputo–Fabrizio (CF) fractional derivative operator. The recommended method is obtained by combining Laplace transform (LT) and the homotopy analysis method (HAM). We have used the fractional operator suggested by Caputo and Fabrizio in 2015 based on the exponential kernel. We have considered the LHAM with this derivative in order to obtain the solutions of the fractional Black–Scholes equations (FBSEs) with the initial conditions. In addition to this, the convergence and stability analysis of the model have been constructed. According to the results of this study, it can be concluded that the LHAM in the sense of the CF fractional derivative is an effective and accurate method, which is computable in the series easily in a short time.
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1. Introduction and Some Preliminaries


Modeling with fractional calculus has become increasingly important in recent years. During the last few decades especially, new fractional operators, methods and algorithms have been developed relating to mathematical modeling and simulation. Many studies have been undertaken in the last quarter of a century on new fractional derivative operators. Fractional calculus (FC) and numerical-approximate solution methods are extensively used in the solution of real-life problems, such as mathematical, engineering, financial, biological and physical problems.



For example, these techniques have been used to evaluate the performance of an electrical resistance inductance and capacitance (RLC) circuit using a new fractional operator with a local and nonlocal kernel [1], to price fractional European vanilla-type options [2,3], to analyze a new model of H1N1 spread [4], to model the population growth [5], to apply the homotopy analysis method [6], the Adomian decomposition method [7,8], the homotopy perturbation method [9,10], He’s variational iteration method in conformable derivative sense [11], the generalized differential transform method [12], the finite difference method [13] and the multivariate Padé approximation method [14]. Moreover, these proposed fractional techniques have been used to obtain the solution of the optimal control problem [15], the constrained optimization problem [16], the portfolio optimization problem [17], the diffusion-wave problem [18], etc.



In 2015, Caputo and Fabrizio developed a new fractional derivative operator built upon the exponential function to overcome the singular kernel problem [19]. Their fractional derivative has a smooth kernel, which takes on two different representations for the temporal and spatial variable. Atangana and Alkahtani [20] applied the CF derivative operator to the groundwater flowing within a confined aquifer. Singh et al. [21] analyzed the ENSO model in the global climate with the CF operator, and their simulations found out that when [image: ] tends to one, the CF derivative shows more interesting behavior. Ali et al. [22] obtained the solution of the fractional model of Walters’-B fluid by using CF fractional derivative. In another study, Morales-Delgado et al. [23] compared the solutions obtained by using the CF derivative and the Liouville–Caputo derivative. Sheikh et al. [24] used the analysis of the Atangana–Baleanu (AB) and CF for generalized Casson fluid model. Atangana and Alkahtani [20] modeled the groundwater flowing within a confined aquifer by using the CF derivative. Koca and Atangana [25] solved the Cattaneo–Hristov model with CF and AB operators. Also in [26,27,28,29,30], the authors studied some interesting problems based on the CF fractional derivative.



Many powerful approximate-analytical methods have been presented in the finance literature, especially in modeling the European and American option prices. For example, [9,31,32] are relatively new approaches providing an analytical and numerical approximation to the Black–Scholes option pricing equation. The financial system can be viewed as money, capital and derivative markets (options, futures, forwards, swaps, etc.). Options are widely used in global financial markets. An option is a right, but not an obligation. The most important benefit of the option is the ability to invest in large amounts with a very small capital.



In 1973, Fisher Black and Myron Scholes [33] investigated in their study a model that can easily compute the prices of the options. This model also can evaluate the Greeks of the options and ratio of hedge. The Black–Scholes model that prices stock options has been applied to many different possessions and payments. This form of the pricing model is one of the most meaningful mathematical equations for a financial instrument. The Black–Scholes model with respect to an option can be considered as [34,35]:


[image: ]



(1)




where [image: ] shows the vanilla-type option price at asset price S and time [image: ]T represents the maturity time; [image: ] is the risk-free interest rate; and [image: ] is the volatility function of the underlying asset. In Equation (1), we observe that [image: ] as [image: ] and we can write payoff functions as: [image: ] and [image: ] where [image: ] and [image: ] show the value of the vanilla call and put options, respectively, and E is the exercise (strike) price. The closed form solution of Equation (1) can be obtained by using the heat equation. In order to obtain the FBSE, we make the following conversions:
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This yields the equation:


[image: ]



(2)




with initial condition:


[image: ]



(3)







Equation (2) is called the Black–Scholes option pricing equation of fractional order. In Equation (2), we define [image: ], where k represents the balance between the interest rates’ and stock returns’ variability.



In addition to this, Cen and Le (2011) obtained the generalized fractional Black–Scholes equation [36] (GFBSE) by considering [image: ] and [image: ] in Equation (2):


[image: ]



(4)




with the initial condition:


[image: ]



(5)







When the market mechanism is given a full scope, it is concluded that the estimating effect of the fractional Black–Scholes model would be more effective than the traditional Black–Scholes model. For example, according to a special study [37] on China Merchants Bank, it was found that Fractional Black–Scholes (FBS) price is bigger than the Black–Scholes (BS) price. Additionally, FBS is better than BS, while the volatility is relatively larger ([image: ]). We have aimed in this study to display the solution of fractional Black–Scholes Equations (2)–(5) using the proposed fractional derivative operator. Furthermore, we have aimed to determine the stability analysis of the method and the effectiveness of the CF operator using the results obtained.



Definition 1.

The usual Caputo time-fractional derivative of order α is given by [19]:


[image: ]



(6)









By changing the kernel [image: ] with the function [image: ] and [image: ] with [image: ] we obtain the following new fractional time derivative named the Caputo–Fabrizio time fractional derivative.



Definition 2.

The definition of the CF sense derivative is given by [19]:


[image: ]



(7)




where [image: ] is a normalization function such that [image: ] This definition can also be considered for functions that do not belong to [image: ], and the kernel has non-singularity for [image: ] Equation (7) can be formulated also for [image: ] and for any [image: ] as:


[image: ]



(8)









Definition 3.

The Laplace transform of CF fractional derivative [image: ] can be defined as follows [19]:


[image: ]



(9)









From Definition 3, we get the following special cases:


[image: ]



(10)








2. Description of the Method Using the Caputo–Fabrizio Fractional Operator


In this section of the study, we have demonstrated the solution method described by using the CF operator. Consider the following fractional PDE [5]:


[image: ]



(11)




where [image: ], with the initial conditions:


[image: ]



(12)




and the boundary conditions:


[image: ]



(13)




where [image: ] and [image: ] are known functions and [image: ] is a real number and [image: ] We define the method of solution for solving Problems (2)–(5). The LT of the CF derivative is satisfied as:


[image: ]



(14)







In Equation (14), [image: ], and let us define the [image: ] for Equation (11), then we can write:


[image: ]



(15)







Now, we can construct the homotopy for Equation (15) as follows:


[image: ]



(16)




where [image: ] and [image: ] Furthermore, the Laplace transforms of the initial conditions are obtained as:


[image: ]



(17)







Then, the solution of Equation (16) can be represented as:


[image: ]



(18)







Substituting Equation (18) into Equation (16), we have:


[image: ]



(19)







By comparing the coefficients of powers of [image: ] we obtain the homotopies as follows:


[image: ]



(20)







When the [image: ] we see that Equation (20) gives the approximate solution for the problems (15) and (16), and the solution is given by:


[image: ]



(21)







If we take the inverse LT of Equation (21), we have the approximate solution of Equation (11),


[image: ]



(22)







Furthermore, we will show the error rates of the solution with LHAM described above, by applying this method to the homogeneous fractional option pricing problem. If we define [image: ] which is the first n-th sum of the series in the approximate solution of (22), the rate of absolute error [image: ] is computed as:


[image: ]



(23)








3. Solution of the European Option Pricing Problem


In this part of the study, we have solved the fractional Black–Scholes equation and generalized fractional Black–Scholes equation (FBSE), which are two of the most important option pricing models. We have regarded this as the method LHAM, which is described with the Caputo–Fabrizio fractional derivative.



3.1. Fractional European Option Pricing Problem in the Sense of the Caputo–Fabrizio Derivative


Now, we consider the classical FBSE (2) with the initial condition (3). Firstly, we solve this equation by using the LHAM in the sense of the CF fractional derivative operator. Because the equation is homogeneous, we obtain the LT of the right side of the equation as zero, i.e., [image: ] Now, we create the homotopies as follows:


[image: ]



(24)







By summing the iteration term up to n-th order, we obtain:


[image: ]



(25)







Getting the inverse LT of Equation (25), we have the approximate solution of Equation (2) with the initial condition Equation (3) when [image: ] as follows:


[image: ]



(26)







Considering the special case of fractional parameter [image: ] we have the exact solution of the problems (2) and (3) as [image: ]



In Figure 1, the numerical computation of Equation (26) for special case [image: ] and, in Figure 2, the simulation sketch for [image: ] in the sense of the Caputo–Fabrizio fractional derivative are presented.


Figure 1. The solution function of Equation (2) in the sense of Caputo–Fabrizio (CF) with respect to [image: ]



[image: Fractalfract 02 00003 g001]





Figure 2. Numerical simulation of Equation (26) in the sense of CF for [image: ]



[image: Fractalfract 02 00003 g002]






Figure 3 shows the European vanilla call option prices, which are given in Equation (1) with exercise price [image: ] for fractional values [image: ][image: ][image: ] and [image: ]. According to Figure 3, we can say that the option has the lowest price in exercise time of the option [image: ], when [image: ] As [image: ] decreases, the payoff of the option increases. When [image: ], we observe that the option is overpriced [38].


Figure 3. Option prices [image: ] with respect to underlying asset S for different [image: ] values.



[image: Fractalfract 02 00003 g003]







3.2. Fractional Generalized European Option Pricing Problem in the Sense of the Caputo–Fabrizio Derivative


Secondly, we solve the generalized version of the European vanilla option problems (4) and (5) by using the LHAM constructed in the Caputo–Fabrizio derivative sense. The Laplace transformation of the homogenous term is zero, i.e., [image: ] Now, we obtain the homotopies according to the CF derivative as follows:


[image: ]



(27)







By building the n-th order approximate solution, we have:


[image: ]



(28)







Applying the inverse LT to Equation (28), when [image: ], we get the approximate solution of (4) and (5) as follows:


[image: ]



(29)







For the special case of fractional parameter [image: ] we obtain the exact solution of the mentioned problem as [image: ], which is the same solution found in [8].



The numerical evaluation of Equation (29) is shown in Figure 4 regarding [image: ] in the Caputo–Fabrizio fractional derivative sense. In addition, the numerical simulation of the solution function (29) for different distance values is represented in Figure 5.


Figure 4. The solution function of (4) in the CF derivative sense with respect to [image: ]



[image: Fractalfract 02 00003 g004]





Figure 5. Numerical simulation of (29) in the CF derivative sense for [image: ]



[image: Fractalfract 02 00003 g005]








4. Determining Stabilization and Convergence of Suggested Method


In this part of the study, we have explained the obtained values compatibility test by regarding them as the convergence and the stability of the suggested method. Because the series (25) and (28) converges, these series have to be the solution of initial value problems (2)–(5), respectively. In addition, the solution results represent that the suggested solution technique is convergent and stable. The mentioned method we used in this study provides a good convergence area of the solution. The numerical results found with LHAM are good settlements with the exact solutions. For the purpose of understanding the convergence and stability of the method defined by using the CF operator fractional derivative in Section 2, the amount of the absolute error [image: ] for some values of x and [image: ] has been presented. In Figure 6, we have also investigated the error rates based on the numerical and exact solution results. According to the results of this stability analysis, it can be concluded that the Caputo–Fabrizio LHAM is an effective and accurate method, for which the series is easily computable in a short time.


Figure 6. Absolute error rates [image: ] for some values of x and [image: ] for (2)–(3) (left) and (4)–(5) (right).



[image: Fractalfract 02 00003 g006]







5. Conclusions


In this paper, we have employed approximate-analytical solutions by using a new numerical method, which is described with the Caputo–Fabrizio fractional derivative operator for linear PDEs of time-fractional order. This new fractional operator has a smooth kernel that takes on two different impressions for the spatial and temporal variable. Furthermore, the CF operator has been extremely popular in the last few years. We have demonstrated the efficiencies and accuracies of the suggested method by applying it to the FBS option pricing models with their initial conditions satisfied by the classical European vanilla option. By using the real market values from the finance literature, we can obtain how the option is priced for fractional cases of European call option pricing models. If we consider the European vanilla call option prices, which are given in Equation (1) with exercise price [image: ] for special fractional values [image: ][image: ][image: ] and [image: ] in Figure 3, we have concluded that the option has the lowest price in exercise time [image: ] of the option, when [image: ] Moreover, as [image: ] decreases, the payoff of the option increases. When [image: ], we observe that the option is overpriced [38]. The fractional model suggested in this study can model the price of different financial derivatives like swaps, warrant, etc. The successful applications of the proposed model prove that this model is in complete agreement with the corresponding exact solutions. Besides, in view of their usability, our method is applicable to many initial-boundary problems and fractional linear-nonlinear PDEs. Furthermore, the method is much easier than other homotopy methods, so the LT allows one in many positions to eliminate the inadequacy essentially caused by insufficient conditions, which take part in other approximate-analytical methods like homotopy perturbation method [39].
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The following abbreviations are used in this manuscript:





	FDE
	Fractional differential equation



	LHAM
	Laplace homotopy analysis method



	CF
	Caputo–Fabrizio



	AB
	Atangana–Baleanu



	LT
	Laplace transform



	FC
	Fractional calculus



	ENSO
	El Niño–Southern Oscillation



	FBSE
	Fractional Black–Scholes equation



	GFBSE
	Generalized fractional Black–Scholes equation
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