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An Asian-Option Pricing Approach Applied in Oil Hedging Trading
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Abstract

Qil is the most important sole energy source.
Organization of Petroleum Exporting Countries
(OPEC) dominates the supply of cil al over the world.
This makes crude oil prices very sensitive to the
political situations in the Middle East. In recent
decade, derivatives have become increasingly
important in the field of oil trading. Futures and
options are now traded actively on some exchanges.
Especially, many different types of options, such as
exotic options are regularly traded at over-the-counter
by financial institutions and their corporate clients.

The regular oil options traded on NYMEX are
so-called “American Options’. Their payout depends
on the value of underlying futures contract on maturity.
By contrast, there is a kind of popular trading tool,
called “Asian Option”, which creates a payout that
depends on the average value of the underlying
contract.
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Currently, no complete analytic method has been
proposed to value the asian options (Ellis and Grupt,
1998). Hull and White (1990,1993,1995,1996)
developed trinomia tree approach to value a path-
dependent option. Applying this methodology, the
mean-reverting path convenience yield change can be
simulated in oil derivatives. Adopting the early
established stochastic hedging model (Y eh, Sheu and
Wu, 1998b), the value of the oil asian option could be
more effectively estimated. Integrating the key
characteristic of oil option price, is suggested an
appropriate oil hedging approach.

Keywords: Oil Hedging Trade, Asian Options,
Trinominal Tree, Convenience Yield.
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