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Abstract: This paper develops a NGARCH basket options pricing model, which the return of
components underlying stocks of basket options follows a nonlinear GARCH (NGARCH) process and
correlates each other. The pricing ability and hedging performance of the NGARCH basket options
pricing model are compared with Chen-Cheng (2000) basket options pricing model (CC basket options
pricing model) and Black-Scholes (1973) options pricing model (BS options pricing model). Nine
basket options listed and expired from 1997/9/24 to 2002/7/1 on TSE were discussed. The theoretical
prices of both the NGARCH basket options pricing model and the CC basket options pricing model
more approximate the actual trading price than the BS options pricing model, and the theoretical price
of the NGARCH basket options pricing model approximates the actual trading price than the CC basket
options pricing model. Additionally, the NGARCH basket options pricing model dominates the other
model at different moneyness. Based on self-financing, the NGARCH basket options pricing model
dominates the other model on dynamic hedging performances. This may be attributed to that the
NGARCH basket options pricing model either simultaneously captures the correlations between the
volatility of the basket option price and the constituent underlying stock returns or captures the

dependence of path in volatilities of the constituent underlying spot price.
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