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Abstract: This paper discusses finding solutions to the modified Fractional Black-Scholes equation.
As is well known, the options theory is beneficial in the stock market. Using call-and-pull options,
investors can theoretically decide when to sell, hold, or buy shares for maximum profits. However,
the process of forming the Black-Scholes model uses a normal distribution, where, in reality, the call
option formula obtained is less realistic in the stock market. Therefore, it is necessary to modify the
model to make the option values obtained more realistic. In this paper, the method used to determine
the solution to the modified Fractional Black-Scholes equation is a combination of the finite difference
method and the fractional differential transformation method. The results show that the combined
method of finite difference and fractional differential transformation is a very good approximation
for the solution of the Fractional Black-Scholes equation.

Keywords: modified fractional Black-Scholes; call option; put option; solution; finite difference
method; fractional differential transformation method
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1. Introduction

Nowadays, the development and application of mathematics have penetrated almost
every area of life, including investment problems. Investment problems are one of the
applications of mathematics in financial mathematics. Investors seek to buy or sell assets
traded on financial markets to obtain maximum profits. Derivative assets are financial
instruments whose value is determined by an underlying asset. One of the purposes
of using derivative instruments is to reduce risk by hedging against possible adverse
asset price movements. Options are a type of derivative product that is well known to
many people.

In 1973, Fisher Black and Myron Scholes built a model for option values called the
Black-Scholes model. The problem of determining the option value, which is determined
by the value of the underlying asset at a particular time, is not only a problem in economics
and finance but also in mathematics. The methods often used to solve the Black-Scholes
equation include the Laplace transformation and the Ito integral [1,2]. By using the Stochas-
tic Process, we finally obtain the formula for call-and-put options.

Mathematicians then developed the Black—Scholes equation model into a Fractional
Black—Scholes equation. This Fractional Black-Scholes equation model is a generalized form
of the Black-Scholes equation. Several methods for solving the Fractional Black-Scholes
equation include a combination of homotopy perturbation methods, Sumudu Transforma-
tions, and He’s polynomials [3]. The Fractional Black-Scholes equation can be solved using
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the series decomposition method. It confirms that Sumudu Transformation and fractional
calculus are used to solve the Fractional Black-Scholes equation [4]. Meanwhile, the prop-
erties of Sumudu Transformation are used to solve partial differential equations [5,6]. The
Fractional Black-Scholes equation can be solved using the series decomposition method,
asserting that the Sumudu Transformation, combined with fractional calculus, is utilized to
solve the Fractional Black-Scholes equation [7].

In the same year, Ref. [8] combined the Laplace transform and radial kernel methods
to solve the Fractional Black-Scholes equation. According to several studies on analytical
solutions, the Fractional Black-Scholes equation is an endless sequence of Mittag—Lefler
functions. Ref. [9] researched the existence and uniqueness of solutions to the Fractional
Black—-Scholes equation. Banach'’s fixed point and Arzella Ascoli’s fixed point have all been
used to discuss the problem’s existence and uniqueness. To discuss the numerical solution
to the Fractional Black-Scholes issue, the Crank-Nickholson technique is used. Ref. [10]
solved Burger’s equation using the Modified Laplace Adomian decomposition technique
in 2015. Burger’s equation was represented using a partial differential equation. The
Laplace Adomian decomposition method provides a precise approach for obtaining precise
solutions and very speedy convergence of results. Various approaches can be used to
solve partial differential equations, including homotopic perturbation, variational iteration,
and Adomian decomposition methods. The embedding parameter in the homotopic
perturbation method is quite small. It was assumed that the solution to the differential
equation would be an infinite series. The Adomian decomposition approach makes use of
Adomian polynomials. The absence of the discretization variable is the primary advantage
of this strategy. Another advantage is the lack of the necessity for problem linearization,
although these approaches were equivalent in terms of the rate of solution convergence.

The topic of European option pricing in the regime-switching model’s FMLS (limited
log-stable moment) was then investigated [11-13]. The Homotopic Analysis Method (HAM)
was used in [14,15] to calculate the European Call Option (ECO) using the Time-Fractional
Black-Scholes Equation (TFBSE), where stock prices are supposed to move according to
geometric Brownian motion and do not pay dividends. The HAM has discovered a series of
solutions for TFBSE. Furthermore, the ECO pricing calculation formula has been obtained.
The efficacy, suitability, and correctness of the HAM were demonstratively investigated
in the context of Crank Nicolson (CRN), Binomial Model (BM), and Black-Scholes Model
(BSM) approaches, using two examples. Because it can converge to analytical results
faster, the HAM is judged to be the best alternative instrument for determining ECO prices
with fractional orders. Ref. [16] provided a numerical technique for the Time-Fractional
Black-Scholes model, which is used in the fractional structural model within financial
markets. This method uses an initial discretization based on time and a weighted finite
difference spatial approach. Some spatial discretization characteristics are also investigated.
A fundamental limitation of this technology is its inability to proceed in time layer by layer.

Common approaches for solving the Fractional Black-Scholes equation include the
homotopic perturbation method, He’s polynomials, and Adomian decomposition. The nu-
merical operational transformation method is used. However, extreme vigilance is required
when modifying time fractional derivatives. Mistakes can occur when using the differential
operator after the time inversion techniques have changed. The constructed numerical
model employs a variety of methodologies. The discrete, linear, and nonlinear charac-
teristics of European Black-Scholes option pricing models are then captured by [17,18].
To achieve this, this article combines the third-order strong stability of the Runge-Kutta
method with a sixth-order finite difference scheme. The findings from the current literature
and its precise answers were examined and contrasted. The finite—difference method is a
more popular common technique. The key challenge will be to find a more sophisticated
model solution with an approach that aligns with precise results. Therefore, the strong
stability approach of the third-order Runge-Kutta and the sixth-order finite-difference
method must be combined to produce an efficient numerical solution. Asymptotic conver-
gence has been demonstrated through convergence using the norm definition. Ref. [19]
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provided a numerical technique for the Time-Fractional Black-Scholes model, which is used
for the fractional structural model in financial markets. This method uses initial discretiza-
tion based on time and a weighted finite difference spatial approach. In 2023, Ref. [20]
used a simpler method, the Daftardar-Geijji method, to solve the Fractional Black-Scholes
equation. It also discusses the problem of existence and the uniqueness of solutions of the
Fractional Black-Scholes equation.

2. Formation of the Modified Fractional Black-Scholes Equation

Suppose V (S, T) is the option value, while S is the value of the underlying asset, and
T is time. The total flux rate of option value Y(s, T) per unit of time from time 7 to the
expiration date T and the option value V (S, T) must satisfy:

T_ T

| Y(s e = s DR - )v(s,7) - VS, Tl
T T

where H(7) is the transmission function, and d is the Haudorff dimension of the fractal

transmission system. The equation above is called the conservation equation for the

diffusion process of option values in a fractal structure. The transmission function H(7) is

defined as follows:

Any

H(T) = mea e

B
+(1+ mk)ir(l —77)”

So, the transmission function H(7) is a linear combination of two other transmission
functions. In this case, A, and B,, are constants, while 27y and y are transmission exponents.
By differentiating the conservation equation above with respect to T, we obtain:

Y(sr) =5y e ( / "H( -0 [V(S,7) - VS, T)]dt’).

Based on the modified Black-Scholes equation, we obtain:

— 9% v
Y(s,’r)—@+(k—1)£—kv (1)
Combined with Equation (1), we obtain:
9%y v v ov
df*l dffl - - J— _ =
A\ S me + B, S (14 mk) s + 532 + (k 1)85 ko=0

where:

0tY  T'(n—a)dT

YF_ 1@ TRST) - f(5,0),
37T n ~/t (v — T)IX+1711 T

and gi—l{: = % (g%{) If AZ,YS”IF1 =1and BWSdff1 = 1, we obtain the modified Fractional
Black—Scholes equation as follows:

2y 0% 2
97w J v=al+(k1_1)

du
) oy 38 ~c kv )

0S

with m:: constant

kq: risk-free interest

S: asset value

Equation (2) is called the modified Fractional Black-Scholes equation.
Based on Equation (2), we obtained:

For m=0, Equation (1) becomes the Fractional Black-Scholes equation.
For m=0 and =1, Equation (1) becomes the Black-Scholes equation.
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So, the Fractional Black-Scholes equation is a special case of the modified Fractional
Black-Scholes equation.

3. Fractional Differential Transformation Method

The Fractional Differential Transformation Method is a generalization of the differen-
tial transformation method based on the Fractional Taylor formula. The Fractional Taylor
series expansion with order « of the function u(#) around the point t = t; is defined as:

o (t—t a*
Z 0) ( - ) u(t);
= T(ka+1) \dt
qae . . o . . qn k q» qe .
where 77 is the Caputo fractional derivative with order &, and (W) = J@ - - - gm consists
of k terms.
The Fractional Differential Transformation with order « of the function u(t) in the

N
neighborhood t = tg is defined as U* (k) = m (;7) u(t), and the inverse transforma-

tionis u(t) = Yoo U*(k)(t — to)™. So, for ty = 0, we obtain:

= Y URRE = Y ()
k=0 k=0

Theorem 1 ([21]). If F*(k) and G*(k) and H* (k) are Fractional Differential Transformations of
the functions f(t), g(t), and h(t), then this applies:

(@) If f(t) = g(t) £ h(t), then F*(k) = G*(k) = H*(k),

(b) If f(t) = (t—to)?, then F*(k) = 6(k— 1) where s = {%)’ lz;}l:;(())

© If f(t) = g()h(t), then F*(k) = L G*(k)H" (k = 1),

-

1

Theorem 2 ([22]). If f(t) = t'g(t) where A > —1and g(t) = Yo qan(t —to)" with a
convergence radius R > 0and 0 < o <1, then:

D'YDﬁ D’H‘ﬁf( )

Theorem 3 ([22]). Suppose f(t) = D;gg(t), m—1 <y < m, and the function g(t) satisfies the
conditions in the theorem above, then:

I'(ka +9+1)

Fik) = T(ka+1)

G*(k+1)

foreach t € (0,R), if:

(@ B <A+1,forany aor
(b) B>A+1, foranyy,anday =0fork =0,1,...,m =1, wherem —1 < g < m.

The following is the convergence theorem to solve the modified Fractional Black-
Scholes equation.

Theorem 4. If, for any k € Ny and for each i > ko, there exists 0 < 0; < 1 such that || ;1] <

(e )
Siv1||@ill, then the series Y. @i (t) converges to uy.
k=0
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m

9y
oT2Y

+ (1+mk)=——

v
dy

1

h2

Proof. Suppose there is a Cauchy sequence uy,uy, ..., where u, = Y. ¢i(f). It will be
k=0

shown that u, is a Cauchy sequence. For 0 < 0; < 1, it implies:

lui — uiqll = ll@ill < dill@j—1ll < 6idi—1 - Iyl @x, |l
Forn > m > kg, this is obtained:

n

[tn — || =) (5 —si-1) Z 6i0i—1 - - Oy [l P -
i=m+1 i=m+1

Letd = max{éko,ékoﬂ,..., } So, it satisfies ||y — um|| < 15550 %0|| gy, ||. Be-

cause for 0 < 9; < 1, it implies |luy — uy|| — 0. Hence, {u,} is a Cauchy sequence.
]

a Fractional Differential Transformation Method for solving BSFM

If the second partial derivative of (S, T) is substituted by hl—z (v(S—h,t)—20v(S,7T) +
(S + h,T)) + O(h?) and the first partial derivative on (S, T) is substituted by } (v(S + I, T) —
V(S, T), this is obtained:

+ (k;il)(v(s 1T = VS —h ) +0() — kv,

(0(S —h,T) — 20(S,7) + v(S + 1, 7)) + o(h2)
Then, the interval [a,b] is divided into n subintervals of the same length, denoted by
h=tt
n
So, we obtain mesh points S; = a+ih, i = 1,2,...,n — 1. If the truncation error is
removed and u;(t) is an approximate solution of v;(7) = v(S;, T), then we will obtain a
system of ordinary differential equations:

) | (1 4 ) P00

dr2y

—hx?j§>—zw<>+uﬁuﬂ>+“i”«mﬂko—uxﬂ> ()
—klui T ,i:1,2,...,n—1.

The system of ordinary differential equations above will be solved using the Fractional
Differential Transformation method. Suppose the solution to the system of differential
equations above is:

=fwwW, )
k=0

where U} is the unknown coefficient, i.e., the Fractional Differential Transformation of

Mi(t).

Based on Theorem 3, Equation (3) can be written as:

i Llkat2y41) uﬁ(k+%’)+(1+mkl)MU“(k+l)

T(ka+1) [(ka+1) L
= b (UL (k) = 2U3 (k) + U, () + B (U, () - Up ) ©)
—k Uz (k)
with initial conditions:
Ui (0) = fi(x1) (6)
u;' (i) = fa(x1) 7)

and with boundary conditions:
Ug (k) = Gi(k) (8)
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Uy (k) = G3 (k) )

So, Equations (5)—(9) can be written as the new equation, as follows:

2 T(ka+1) (UL, (k)—2Uf (k)+UF (k)
Uf‘ (k + %) = F(k(a+2+)l) ( ' mh? -
2D (U () - Ux (k) — kU2 (K))) (10)

mh

k "
— (14 mky) AU (k+ 7)

with initial conditions:
Uy (0) = fi(x1),

ut () = £,

satisfying the boundary conditions:

R

Ug (k) = Gi (k),
U (k) = G3 (k).

1 14

Based on Equation (5) with unknown coefficients U (1), Ul‘."(Z), LU (2—7 — 1) , we
can satisfy the following equation:

1 [ . N
Ula (k) = F(kzx+1) |:dtka:|t:0 lf ktX = 7, , (11)
0 ifkn ¢ 2%,

4. BSFM Solution Using the Fractional Differential Transformation Method

The following will show that the Fractional Differential Transformation method can
be used to find solutions to the modified Fractional Black-Scholes equation.

Example 1. Solve the following modified Fractional Black—Scholes equation:

%1y v v B

aTT“r—i_ ﬁ:@+£ 20, 0 <y <1, 0<S<«1

with initial conditions:
0(0,7) = e 2%, v(1,7) = e 2%, v(S,0) = max(e® — 1,0), v(S,0) = 2¢°.

Solution:

Given that v = 0.75, « = 0.25,and h = 0.1,
9159(S,7)

9715
_ T(0.25k+2.5) 1 10.25
= Tozan Wi (k+6),

ao‘;izfl(%ﬂ is fractionally differentially transformed into MUO%U{ +3)

T (ka+1) i
_ T(0.25k+1.75) y 10.25
= Tz Wi (k+3),

T (ka+29+1) ; 70.
(FD(thxgl) )uzo »(k+6)

is fractionally differentially  transformed into

v(S,T) — U>P(k),

. . X . . uQ.25 k _2uQ.25 k uQ425 k
gisg is fractionally differentially transformed into =1 ) 1h2( S+ ),
% - ) . ) . U025 (k)— U0 (k)
¢ is fractionally differentially transformed into —=—7—=1—,

with initial conditions:

v(S,0) = max(e® — 1,0) is fractionally differentially transformed into U?%(0) =
max(esf —1,0),foreachi=0, 1, 2,...,10.

Based on Equations (4), (5) and (8) above, we obtain:
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Ud»(1) = u*(2) = U??(3) = U (5) = 0; foreachi =0, 1, 2,..., 10.
Based on Equations (4), (5) and (9), the following system of equations is obtained:

k
2(=2)4 +
(0, 7) = e~ 27 is fractionally differentially transformed into UJ> (k)= F(4+1) Jifyel
Jif b ezt
k
2(=2)%e Lk +
0(1,7) = ¢! 7?7 is fractionally differentially transformed into U%® (k) =4 T(5+1) if1€2 ,
0,if X gzt
U025 (k) — 2U0% (k) + U0 (k) (U925 (k) — U°25 (k) T(0.25k + 1.75)
025 i i+1 _ i+1 i1\ 005 _ 025
U= (k+6) = { 2 + (k1 1)—2}1 kU (k) (14 mkq) T(025k 1) u; = (k+3),
So = 0, we obtain ug(t) = ¥, u8-25(k)t0 Bk =y U2 (k) 02k = 2572 U925 (k) 1025k = U3 (0)+
U925 (1)1025 4 11925(2)105 4 U025 (3) 075 + ... = 2—|—Ot0 25 0t05 10075 4 4+ 05025 4 (046.0.25 +0t7025+
22 — 38 5t — 5P+ Z4m ( 4)t025km_012

So=0—2t=—2t

S1 = 0.1, we obtain uy (t) = Y32 UP? (k) 1925 = UD2(0) 4 UP2>(1)10% + U (2)105 4 UP2 (3)1075 + ... =
max{e®t —1,0} + 092 + 0195 + ... — 201 ..o =01 — 1 — 2001 4 ...

Sy = 0.2 we obtain up(t) = Y32 o U2 (k)02 = U925(0) + U3 (1)10% + U925 (2)t05 4+ UIB (3) 1075 + ... =
max(e®? —1,0) + 092 + ... — 26020075 ... =02 1 — 20024 4 ...

S5 = 0.3 — us(t 2693 ...

260'4t N

S4 =04 — uy(t

260t - ..

—1-
—1-

S5 =05 — us(t —1-

—1—2e%0¢ ...

—1-

—1-

—1—

(
(
(
Se = 0.6 — us(
(
(
(

t

Sy = 0.7 — ug(t 20974

Sg = 0.8 — ug(t 2098t 4. ..

)
)
)
)
)
)
)=

So = 0.9 — ug(t 2%t 4. ..

S10 =1, we obtain uyq(t) = Y50, UNP (k)02 = U%2(0) + UYH (1)192° + UdB (2)195 + UIB (3)107° + - S19 =
1—>M10(t) =e—1—2et+---

The following is a simulation using the Python program to illustrate the solutions
obtained:

Figure 1 shows the graph for solving the modified Black-Scholes fractional equation
with n = 5 and t = 0.01. The resulting graph increases monotonically, but it seems not to
be smooth due to a wide interval partition and a few number of sampled points taken. The
minimum value is obtained when S; = 0, so u; = 0, while the maximum value is obtained
when S; = 1.0, so u; = 1.6. and t = 0.025.
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(Si, uj) value when t=0.025

1.6 1

1.4 1

1.2

1.0

0.6

0.4

0.2 1

0.0 1

0.0 0.2 0.4 0.6 0.8 1.0

Si

Figure 1. Graph of the solution to the Modified Fractional Black-Scholes equation with # = 5and t =
0.025.

Figure 2 shows a graph of the solution to the modified Fractional Black-Scholes
equation, with n = 25 and t = 0.025. The solution graph obtained is a monotonically
increasing function, but it is relatively smooth compared to the graph in Figure 1.

(Si, uj) value when t=0.025

1.6 A

1.4 4

1.2 A

1.0 1

0.8 1

Ui

0.6 A

0.4

0.2 A

0.0 A

0.0 0.2 0.4 0.6 0.8 10
Si
Figure 2. Graph of the solution to the modified Fractional Black-Scholes equation with n = 25 and
t = 0.025.

Example 2. The following is the procedure for determining the solution of the modified Fractional
Black—Scholes equation:

%1y v v v
with initial conditions:
v(S,0) = -1
! a (1 + mkl)
X
0i(S,0) = 1

(1 + mkl)
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_ efkl'r
v(0,T) = <1 )

(1 + Wlk1>

2¢ —el~hiT 1
o(L,7) = ( (0 mky) )

Suppose we take v = 1.0 and & = 0.25, then we obtain the following:
020(S,7)

5.2 is transformed into % us»(k+8),
9 i transformed into % Us®(k+4),
d (U2 (k) — U2 (k) )

5¢1s transformed into

(S, T) is transformed into U (k). Then, we successively obtain:

0(5,0) = S =L _025g)
! a (1+mk1) - !
foreachi=0,1, 2,..., 10:
kye® 0.25
0(5,0) = ey = UE ),

foreachi =0, 1, 2,..., 10. Meanwhile, based on Equation (11), the following is obtained:
1—e kT

U9%(1) = UP%(2) = U (3) = UPP(5) = A+ mky)’

=0,0(0,7) =
transformed into:

1 k14 cr k +
U = § T iy a8
0, if ¢zt
For Sy = 0, we obtain:

o () = Xy UG (k)70
_ u025(0)+u025(1) 025+u025(2) 0.5+u8.25(3)1_0‘75+u6(4)

T1+"'
_0+0T025+0705+07075+(

= le
l+mk1 — 1+mkq

For S; = 0.1, we obtain:

(1) = £ UP2S (k) 7025

— u?.ZS( )+u0.25( ) 0.25_|_u0.25( ) 05+ug).25(3)r0.75+u11(4)

0.1__ .1
_ 1e+mk1 + 07025 4 0705 4 7075 4 kel

1+mk1
01 -1 kle()l
= Tomky T Timk

T1+"’

For S, = 0.2, we obtain:

u( ) Zk_ uozs(k>T025k
_ u025(0)+u025(1) 025+u(2)25(2)1.0.5+u8.25(3).[0.75+ug(4)

e I T
- 1+1’l’lk] 1+1’l’lk]

T1+
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For S3 = 0.3, we obtain

s (1) = R U3 (k)02

— %%.25 (0) 4 Lg%).ZS(l)TO.ZS 4 u(3).25 (2)T0‘5 4 ué).25 (3)1’0'75 4 U:;l’ (4)1’1 4o
.. _1 k ..

1e+mk1 1‘)1“;271]{1

T

For S1p = 1, we obtain u1p(7) = ﬁ + %T' So, we obtain the points (S;, u;) for
i=0,1,2,3,..., 10. Accordingly, the graph of the solution is as follows.

According to Figure 3, a graph of the solution to the Fractional Black-Scholes equation
is obtained, modified with the values 0 < m < 1 and k; = 0.05 in the form of a family of
exponential functions. When m = 0, the graph is at the bottom. Meanwhile, when m =1,

the graph is at the top.

(Sj, uj) value at different value of m when t=0.01

L7571 Nilaim
— 0.0

1.50 1 — 0.25
— 05

1251~ 073
— 10

1.00

S

0.75

0.50

0.25

0.00
0.0 0.2 0.4 0.6 0.8 1.0

Si

Figure 3. Graph of the solution to the Fractional Black-Scholes equation with 0 < m < 1 and
k1 = 0.05.

Figure 4 shows that the solution to the Fractional Black-Scholes equation is modified
in the form of an exponential function. The minimum value is obtained when S; = 0, with
a value of u; = 0. Meanwhile, the maximum value is obtained when S; = 1, with a value of
u; = 1.75. Furthermore, based on Equation (2), the Fractional Black-Scholes equation is a
special case of the Fractional Black-Scholes equation when the value of m = 0.
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(Si, uj) value when t=0.01

1.75 A

1.50 A

1.25

1.00 A

Ui

0.75 A

0.50 -

0.25 A

0.00 A

0.0 02 0.4 o6 o8 10
Si
Figure 4. Graph of the solution to the Fractional Black-Scholes equation. modified with ¢t = 0.01,
vy=10,k=0.05n=10,m=0,and0 < S; < 1.

The general form of the Fractional Black-Scholes equation with a value of v = 1.0 is:

dv 9% Jdv B

87:@+(k_1)£ kv

with the initial condition v(S,0) = max{e* — 1, 0}. Using the Daftardar-Gejji method, the
general solution is:

v(S,7) = of; 0n(S,T) = max{e® — 1, 0} E1 o(—kiT) + max{e, 0}(1 — E1o(—k; 7). If
=0

the graph is plgtted, it is obtained as follows:

Figure 5 shows that the solution to the Fractional Black-Scholes equation can be
approximated using the Fractional Black-Scholes equation solution by taking the value of
m = 0. This is because, in Figure 5, the pink and blue graphs almost coincide. Thus, the
solution error is guaranteed to be very small. The following is the error calculation between
the solution of the Fractional Black-Scholes equation and the solution of the modified
Fractional Black-Scholes equation:

(x, uj) value when t=0.01

17519 ——- awalm=o0

fractional ’
1.50 A 4

1.25 - e

1.00 A -

Ui
\
\

0.75 4 -

0.50 4 -~

0.25 A i

0.00 4 -

0.0 02 0.4 0.6 o8 10
X
Figure 5. Graph of the solution to the Fractional Black-Scholes equation and the solution to the
modified Fractional Black-Scholes equation by taking ki = 0.05.

Symbol v; represents the solution to the Fractional Black-Scholes equation, while
the symbol u; represents the solution to the modified Fractional Black-Scholes equation.
The values are k1 = 0.05, v = 1.0, and 7 = 0.01. Table 1 uses the absolute error formula
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= % x 100% and squared error = i (v; — ui)z. Table 1 shows that the squared error
and the absolute error for each point is \lzel}y small. Using Phyton 3.7 software, it is obtained
that the mean squared error is 2.1214603575846715 x 1077, and the mean absolute error
is 0.049973388247889494%. This means that the solution to the modified Fractional Black—
Scholes equation, taking the value s of m = 0 and y = 1.0, is a very good approximation
to the solution to the Fractional Black-Scholes equation with y = 1.0. In other words, the
Fractional Black-Scholes equation is a special case of the modified Fractional Black—-Scholes
equation when the value of m = 0.

Table 1. Error between v; and u;.

No X; v; u; Squared Error Abs Error (%)
1 0.100 0.105671 0.105724 2.778390 x 10~? 0.049882

2 0.109 0.115662 0.115720 3.330000 x 10~ 0.049892

3 0.118 0.125744 0.125807 3.937190 x 10~ 0.049901

4 0.127 0.135917 0.135985 4.601382 x 10~° 0.049908
96 0.964 1.622664 1.623475 6.580569 x 10~7 0.049992
97 0.973 1.646370 1.647193 6.774279 x 10~7 0.049992
98 0.982 1.670290 1.671125 6.972588 x 10~7 0.049993
99 0.991 1.694427 1.695274 7.175589 x 107 0.049993
100 1.000 1.718782 1.719641 7.383379 x 107 0.049993

Moreover, v; and u; are compared using the 4th order Rungge-Kutta method. As is
known, the Runge-Kutta method is a very accurate method for solving ordinary differential
equations numerically. In this paper, the solution to the Fractional Black-Scholes equation,
with the value of &« = 1, will be approached using the 4th order Runge-Kutta method.

Using Python 3.7 software, Figure 6 shows a graph of the solution to the Fractional
Black-Scholes equation with ¢ = 1.0 using the 4th order Runge-Kutta method in three
dimensions with0 < § < 1and 0 < t < 1. If the graph in Figure 6 is cut by 7 = 0.01, it
will obtain Figure 7.

Solution Fractional Black-Scholes Equation (Runge-Kutta 4)

1.50
1.25
1.00
0.75
0.50
0.25
0.00

0.2 <3

s 0.8
1.0 0.0

Figure 6. Graph of the solution to the Fractional Black-Scholes Equation with v = 1.0 using the 4th
order Runge-Kutta method.
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Solution Fractional Black-Scholes Equation at t = 0.01 (Runge-Kutta 4)
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0.2 0.4 0.6 0.8 1.0
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Figure 7. Graph of the solution to the Fractional Black-Scholes equation with v = 1.0 using the
Runge-Kutta method when 7 = 0.01.

Using Python 3.7 software, Figure 7 shows a graph of the solution to the Fractional
Black-Scholes equation with v = 1.0 when T = 0.01. The resulting graph is an increasing
function graph. Then, if the solution graph for the Fractional Black-Scholes equation
with v = 1.0, obtained using the combined method of finite difference and fractional
differential transformation, along with the graph using the 4th order Runge-Kutta method,
are combined into one graph, Figure 8 will be obtained, as shown below.

(x, uj) value when t=0.01

1.8
fractional 7
1.6 4 —-- rkorde 4 ,/'
——~ finite diff and frac diff trans V 4
1.4 - P
rd
//
1.2 A e
-
,/
1.0 ,/'
5 7
0.8 4 //’
//
’/
0.6 /,’
,/
-
0.4 o
-
-
,/
0.2 A -
’/
0.2 0.4 0.6 0.8 1.0
X

Figure 8. Graph of the combined solution method to the Fractional Black-Scholes equation with
v = 1.0 when t = 0.01.

The graph in blue is a solution to the Fractional Black-Scholes equation, the graph in
yellow is an approximate graph of the solution to the Fractional Black-Scholes equation
using the 4th order Runge-Kutta method, while the graph in green is an approximation
using a combined method of finite difference and fractional differential transformation.
Visually, the combined graph between these methods almost coincides. This means that
both the 4th order Runge-Kutta method and the combined method of finite difference
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and fractional differential transformation are good approximations for graphing solutions
to the Fractional Black-Scholes equation with o = 1.0. Therefore, the error obtained by
the 4th order Runge-Kutta method and the combination of finite difference and fractional
differential transformation are compared to the solution of the Fractional Black-Scholes
equation with v = 1.0, as shown in Table 2 below:

Table 2. Error between v; and RK4.

No x; v; RK4 Squared Error Abs Error (%)

1 0.100 0.105671 0.099972 0.000032 5.700230

2 0.109 0.115662 0.110417 0.000028 4.750148

3 0.118 0.125744 0.120956 0.000023 3.958334

4 0.127 0.135917 0.131507 0.000019 3.353538
96 0.964 1.622664 1.613694 0.000080 0.555898
97 0.973 1.646370 1.636458 0.000098 0.605712
98 0.982 1.670290 1.659431 0.000118 0.654394
99 0.991 1.694427 1.682425 0.000144 0.713348
100 1.000 1.718782 1.705629 0.000173 0.771142

Table 2 shows that the squared error and absolute error for each point are very small.
Using Python 3.7 software, the mean squared error was 1.3939683876496377 x 10>, and
the mean absolute error was 0.6089656268506086%. Based on the mean squared error and
mean absolute error, it can be said that the resulting error is very small, being less than
5%. Therefore, it can be concluded that the 4th order Runge-Kutta method is a very good
approximation. When comparing with Table 1, the mean absolute error and mean squared
error caused by the combination of the finite difference method and fractional differential
transformation are smaller than those of the 4th order Runge-Kutta method. However,
both methods are said to be very good for approaching the solution to the Fractional
Black-Scholes equation with ¢ = 1.0.

5. Conclusions

The combined method of finite difference and fractional differential transformation
can be used to solve the modified Fractional Black-Scholes equation. In real financial
market conditions, the Black—Scholes equation is more realistic to use for modeling option
values compared to the Fractional Black-Scholes equation. This is because the fractional
order of the modified Fractional Black-Scholes equation is greater than the order of the
Fractional Black-Scholes equation and can vary the value of m.

6. Further Research

There is a lot of research that can be done on the modified Fractional Black-Scholes
equation; for example, looking for guarantees of existence and unique solutions. Then,
the analytical solution of the Fractional Black—Scholes equation can be modified. Next,
conducting error comparisons between the numerical and analytical solutions would be
valuable. Other interesting things can also be developed for the Fractional Black-Scholes
equation with multiple assets.
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