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An economic setting of ancient Jewish law is analyzed and reinterpreted in light of a modern formal
financial model. Certain real estate transactions in ancient Israel, as stipulated in the Bible, involved
embedded financial options that seem to have been overlooked by the commentators. This article inter-
prets, utilizing modern financial theory, the biblical text and sheds light on a phrase used in stipulating
these rules that has puzzled some commentators. The option’s value and the complexity of the pricing
system that would have been needed in order to capture true market prices of these assets are
demonstrated.
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I

This article relates economic notions of remote past days to a branch of modern finan-
cial economic theory. Certain real estate transactions in ancient Israel, as stipulated in
the Bible, involved embedded financial options that seem to have been overlooked by
the commentators and the literature in general. The option’s value and the complex-
ity of the pricing system that would have been needed in order to capture true market
prices of these assets are demonstrated.

The article interprets, utilizing modern financial theory, the biblical text and sheds
light on a phrase used in stipulating these rules, one that has puzzled some commen-
tators. This repositioning makes ancient Jewish law on real estate transactions more
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accessible to professional readers. Earlier scholars who referred to other areas of Jewish
law have already promoted such an approach.!

The rules for selling a piece of land (a field) in Israel are specified in the Hebrew
Bible? in Leviticus chapter 23, verses 23-8 (the original Hebrew text is quoted in
the footnote):?

23. The land shall not be sold permanently, for the land belongs to Me, for you are
strangers and [temporary]| residents with Me.

24. Therefore, throughout the land of your possession, you shall give redemption
for the land.

25. If your brother becomes destitute and sells some of his inherited property, his
redeemer who is related to him shall come forth and redeem his brother’s sale.

26. And if'a man does not have a redeemer, but he gains enough means to afford its
redemption,

27.  he shall calculate the years for which the land has been sold, and return the
remainder to the man to whom he sold it, and [then] he may return to his
inheritance.

28. Butifhe cannot afford enough to repay him, his sale shall remain in the posses-
sion of the one who has purchased it, until the Jubilee year. And then, in the
Jubilee year, it shall go out and revert to his inheritance.

These rules were followed after the 12 tribes settled in Israel and when the Jubilee
was in effect.* Land at that time was not sold in perpetuity, but rather the land

Liebermann (1981) discovered the principles underlying the Coase Theorem embedded in Talmudic
writings. Aumann and Maschler (1985) offered a game-theoretic generalized solution to a seemingly
unsolvable Mishna passage. Koppel (1998) provides a systematic mathematical understructure to a
complete Mishna tractate. More recently, Callen (2008) shows to what extent asset valuation argu-
ments raised by Jewish law scholars can be matched with a formal modern contingent claims model.
The Hebrew Bible, also referred to as the Torah or Old Testament, includes the books (English
names): Genesis, Exodus, Leviticus, Numbers, Deuteronomy, Joshua, Judges, Ruth, I Samuel, II
Samuel, I Kings, II Kings, I Chronicles, II Chronicles, Ezra, Nehemiah, Esther, Job, Psalms,

Proverbs, Ecclesiastes, Songs of Solomon, Isaiah, Jeremiah, Lamentations, Ezekiel, Daniel, Hosea.
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(agricultural field) was returned to its original owner in the Jubilee year (every so
years).> An implication of this rule was that the distribution of land between the
tribes was returned to its original state every so years. Thus, the selling of a piece
of land was not the transfer of the land itself, but the right to work it and own its
produce until the Jubilee. Accordingly, the price of the land was essentially the
present value of the stream of income from the land, the crops, during those years.®

Leviticus chapter 25, verses 13—16, explains the calculation of the price (the original
Hebrew text is quoted in the footnote):”

13. During this Jubilee year, you shall return, each man to his property.

14. And when you make a sale to your fellow Jew or make a purchase from the hand
of your fellow Jew, you shall not wrong one another.

15. According to the number of years after the Jubilee, you shall purchase from your
fellow Jew; according to the number of years of crops, he shall sell to you.

16. The more [the remaining] years, you shall increase its purchase [price], and the
fewer the [remaining] years, you shall decrease its purchase [price], because he is
selling you a number of crops.

The original owner of the land was given some buy-back rights, referred to as
redemption (geula in Hebrew). The original owner could force a future owner to
sell the field back to him. In modern financial terminology, this right is a ‘call
option’. A call option is a financial contract that gives its holder the right, not the obli-
gation, to buy a certain asset (the underlying asset) for a certain price (called the strike
price or the exercise price) on or up to a certain date (called the expiration or the

> There are cases in which the field is returned after the Jubilee. Such is the case if the contract specifies
literally that the field is sold for a period that exceeds the Jubilee. See
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© Legally the purchaser of the field had the rights to use the field as if he/she owned it, e.g. to build on it

etc. However, the value of these rights might be negligible.
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maturity date). The right to buy back an asset at a certain price has a monetary value as
it may allow its holder to purchase the asset for less than its market value.

Thus when a landowner sells land and receives the rights to buy it back, the owner
in fact is buying a call option from the buyer. Monies paid by the buyer to the owner
are therefore the value of the field minus the value of the call option. The sale of land
is therefore composed of two transactions: the sale of land and the purchase of the
option (the option must be part of the deal), as commanded in the Bible. In
modern finance, transactions that cannot be separated, such as the ones described
above, are called ‘structured products’.

The Bible, its commentators and other sources (such as the Mishnah® and the Talmud)
do not seem to acknowledge the value of such an option or to address it in a discussion
of the price the redeemer should pay for the field.” Leviticus chapter 25, verse 27,
addresses the price (the option’s exercise price) the redeemer should pay for the
field. The Bible stipulates the calculation of the exercise price in verse 27: ‘He shall
calculate the number of years for which he sold the land and return the remainder
(excess) to the man to whom he had sold it, and he shall return to his ancestral land.’

However, examples of these calculations in the commentaries do not acknowledge
the existence of the embedded option and its effect on the price of the field.
Furthermore, the Bible, while explaining the price of the field (Leviticus chapter
25, verse 17), states: ‘you shall not wrong one another’. This warning, given in the
middle of the stipulation about selling fields, seems out of place here. Perhaps this
was what bothered Rashi!” and prompted his explanation,'! that the buyer and the

% The Mishnah (Hebrew miwn ‘repetition’), redacted c.200 ck by Yehudah Ha-Nasi (X3 a7
‘President Judah’), is the first written recording of the Oral Torah of the Jewish people, as championed
by the Pharisees, and as debated between 70 and 200 ct by the group of rabbinic sages known as the
Tannaim. It is considered the first important work of rabbinic Judaism and is a major source of rabbinic
Judaism’s religious texts: rabbinic commentaries on the Mishnah over the three centuries after its com-
position were then redacted as the Gemara (Aramaic: ‘learning by tradition’) or Talmud (Hebrew:
71m20). The Talmud often ventures into other subjects and expounds broadly on the Tanakh. It is
the basis for all codes of rabbinic law and is much quoted in other rabbinic literature. This explanation
is taken from http://en.wikipedia.org.

Knoll (2008) points out that the sages of the Talmud were aware of a relationship between different
types of options (the put—call parity). In his opinion the relationship is acknowledged in the
Talmud in the discussion of the redemption of houses. See also Chance (2008, pp. 7-14), whose
paper about the history of derivatives attributes the first option to the patriarch Jacob: ‘To start we

©

need to go back to the Bible. In Genesis Chapter 29, believed to be about the year 1700 BC, Jacob
purchased an option costing him seven years of labor that granted him the right to marry Laban’s
daughter Rachel ... Some argue that Jacob really had forward contracts, which obligated him to
the marriage but that does not matter. Jacob did derivatives, one way or the other. Around 580 Bc,
Thales the Milesian purchased options on olive presses and made a fortune from a bumper crop in
olives. So derivatives were around before the time of Christ.”
1% Rabbi Solomon ben Tsaac (Hebrew: *prig> inw *27), better known by the acronym Rashi (Hebrew:
"), (22 February 1040 — 13 July 1105).
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seller should make each other aware of the number of years until the Jubilee, so the
price would be fair to both. The phrase ‘one another’ is also somewhat puzzling in its
redundancy. Rashi therefore further stipulates the trivial fact of who is losing when
the deal is calculated based on the number of years that are above or below the
number of years until the Jubilee.

The effects and subtleties of the embedded option, as we shall soon see, are much
more esoteric than the number of years to the Jubilee, which is public knowledge.
Consequently, the determination of the price of the land requires information
known only to the seller, as well as information known only to the buyer. Being
aware of the intricacies of the option embedded in the deal, it would make sense
that the Bible’s warning ‘you shall not wrong one another’ should be interpreted
as a warning to the buyer and the seller to be aware of option details. These details
are specific to each deal, and not common knowledge. Thus both buyer and seller
should make each other aware of the information known only to them. Hence the
phrase ‘not wrong one another’ is mentioned, as each side could take advantage of
the other.

Some aspects of these field transactions are discussed in Buchholz (1988) and
Westbrook (1971). These articles, however, are completely silent on the embedded
options. The goal of this article is to investigate the prices of land in Israel during
the time these rules were in effect. The article uses modern financial theory to
value these assets (land and houses). As we will see, there are a few details involved
in the options embedded in such a transaction. We are not aware of any study that
deals with these options and their prices.

The rest of the article is organized as follows: Section 1 stipulates the contract of the
option and also refers to the commentary of the Torah and Talmud and specifies, to a
certain extent, how conditions for these rules are arrived at. Section 1 develops the
model used to price the embedded option, while technical issues are explained in
the Appendix. Data on the prices of fields in ancient Israel are not readily available.
Thus in lieu of an empirical study, Section 1v numerically analyzes the value of the
hidden option and its effect on the prices of fields. This section demonstrates the com-
plexity of the pricing system needed in order to capture true market prices of these
assets in this period. Conclusions and remarks are oftered in Section v.

IT

The sale of land in ancient Israel, at a time when the Jubilee was observed, included
the provision for the owner or a relative to have the right to buy the land back
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(redeem) after two years (of crops) had elapsed. This is deduced from the plural use of
‘years’ in Leviticus chapter 25, verse 15. The buyer cannot prevent the owner (or the
owner’s relatives) from buying it back.!?> The period of two years, however, is con-
tingent on none of these years being a drought year, so in fact the right to buy back is
only after two rainy'? years have elapsed since the sale.

Consequently, at the same time that the seller is selling the land, the seller is also
buying a call option from the purchaser. When the land transaction takes place, the
money transferred from the buyer to the seller is the price of the field less the price
of the option. The buyer, in fact, is writing (selling) a call option to the owner of
the land, in which a commitment is given to sell the field back to the owner for a
certain price (the exercise price) during the period specified above.

The underlying asset of this option is the land’s produce value until the Jubilee. This
call option is of an American type (it can be exercised during a period of time and not only
on one day). However, it can be exercised only after two years (‘a delayed option’) and up
to the Jubilee (at which time the land was returned to its original owner). Since the exer-
cise period depends on the weather, the provision requiring these two years to be rainy
years suggests that this American option falls into the category of weather derivatives.

[t is important to note that the land and the call option are not separable.'* If a sec-
ondary buyer buys the field, this buyer in fact writes a call option to the original owner

12 This rule is deduced from
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The drought year, however, should have been not only in the location of the field but all over. This
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See also the Rambam:
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of the land. The original owner can force the secondary buyer to sell the field back to
the original owner. The option that the first buyer wrote the owner is no longer
‘alive’. The process is therefore that the first buyer sells the field to the secondary
buyer and at the same time the secondary buyer (essentially) assumes the first
buyer’s commitment to sell the field, upon request, to the original owner.
Therefore, the money that is being transterred from the buyer to the seller is the
price of the field less the price of an option. This option, as we shall soon see, may
have a different exercise price than the original option.

The exercise price of the option also has a few provisions. The exercise price is
calculated based on the number of years until the Jubilee at the time the field was
sold and the number of years until the Jubilee from the time this option is exercised.
The calculation is mentioned in the Mishnah,'> based on verse 27 in Leviticus
chapter 25, and both Rambam!® and Rashi'” elaborate on it using an example
like the following:

If the field was sold at say for 1,000 and there are ten years to the Jubilee, it means that the
product of each year was valued at 100. Hence, if the option is exercised when there are
three years to the Jubilee the exercise price'® will be 300. That is, the original owner
should give back the money that was paid to him initially, assuming the sale was for ten
years, for the years that the field would not be with the buyer.

X 7Iwn © P9 PO Noon mawn P
'[17 7271 NINI2N P 150N (TI"D NWP’T) ARIY DOIW NWH MAD PIRA? NI R 9210 YW1 TIW DR 000
7707 IR VIR 020 IR larial 2 9w 72 W M IR0 M Y 39 PR DYVAY IR NP NOTW NIW 701
DI WD MRIAN WHOW A1 DI AT T MTD AR XM Twn wRI C199 10
Moses Maimonides (30 March 1135, Cordoba, Spain — 13 December 1204, Fostat, Egypt), was a
Jewish rabbi, physician, and philosopher in Andalusia, Morocco and Egypt during the Middle
Ages Maimonides’s full Hebrew name was Rabbi Moshe ben Maimon (Hebrew: 1% 32 mwn)
and Jewish works refer to him as the Rambam (2"217).

16
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The Rambam also explains it very similarly:
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18 We will come back to this calculation in view of the point of the embedded option raised by this

article.
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In this example, the land is redeemed (the option was exercised) three years prior to
the Jubilee and the exercise price was 300. The example assumes that the time value of
money is zero (no interest is allowed to be charged by the Jewish code of law) and that
the uncertainty of the value of the produce, as a function of the number of years to the
Jubilee, is not an increasing function. Consequently, the present value of future crops
is the same as their value at the time of sale. Furthermore, both Rambam and Rashi do
not mention the option’s value. For their examples to be consistent with the existence
of the option, one must interpret ‘If the field was sold at say 1,000’ (or in Hebrew as
Rashi says, Wy 02w Wy 9217 07 7791 OXR 1D) as referring to the net price of the
field (less the option value). It is also possible that the commentaries simplified the
situation in order to demonstrate the main point and hence also ignored the occur-
rence of a sabbatical year during the ten-year period.

The fact that produce of future years has a greater risk and also a lower present value
is ignored in the example of Rashi and Rambam. In fact, they treat the value of each
year of produce as being deterministic and not subject to any risk at all and assume that
the market price of the produce is unchanging. Under this assumption, of course,
there is no value to the embedded option.

Yet, the Mishna (see footnote 19) does address the case of the field being sold to a
third party at a price (per the annual product) different from that of the original trans-
action. In this case, the uncertainty of market prices is acknowledged, which, of
course, means that the option does have a value. The exercise price can also be
affected by the price of the field in a resale transaction that had taken place
between the original buyer and a new buyer. If the value of the produce from
the exercise time until the Jubilee, based on such a transaction, is smaller than
the value of the produce based on the original price, the lower exercise price will
be used.

The exercise price is therefore the minimum between the value of the produce
based on the original price and the value of the produce based on a secondary trans-
action done from the original sale until the exercise time. The guideline,!

2 TR B PaD oY noon mawm ¢
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as stipulated in the Mishna and the Talmud and concisely summarized by Rambam,?"
is that the original owner is always being put in an advantageous position.

The price of the option can be implicit in the prices of fields on the market.
Consider a field that was sold four years prior to the Jubilee and observe its price
two years after it was sold (assume these years were rainy years). Suppose that at the
same time (two years prior to the Jubilee) another field is being sold on the market
and assume the fields are about the same quality. The field that was sold two years
prior®! to the Jubilee is sold without the rights to buy it back, and will be returned
to the original owner in the Jubilee. The other field, that was sold four years prior
to the Jubilee, can be bought back. The difference between their prices is thus the
price of the option.

The features of the options are such that there may be two fields of equal quality,
both eligible to be redeemed but with different prices, in the market. Consider two
fields that were originally sold on different dates, where the market price of the crops
was different. The exercise price of these options will be different, the exercise price of
the field with the lower historical price being lower than the other. The option with
the lower exercise price has a higher value. Consequently, the market price (net price)
of the field with the lower exercise price will be lower. This price differential can
occur also between two fields that were originally sold at the same time, but one of
which one was sold again later at a lower price.

Hence, the historical price at which a field was sold or rather the minimum of these
prices, if it was sold a few times, affects the current price of the field. This is a hidden
attribute of the field. It should be part of the field description and disclosed to poten-
tial buyers. We would like to suggest that the phrase ‘you shall not wrong one
another’ in Leviticus chapter 25, verse 17, might refer to these hidden esoteric attri-
butes. Perhaps this better settles Rashi’s difficulties with the placement of this warning

WR WIRD MRIW PRI QY RIR WM IR DIRID JIIRT 7N 2°AKR WL WK T IRRA DwRT? 7700 20
Y ARY 102 AW RN 97 OX 191, PRI QY 2w 1 RN W9 PRI 22NR[NA R 77972 ,17 107
D9 AWM IRNAA DAY TR RO M 79703 NN 7107 OXY ,0RW 71 D9 WA O°NRAA 157 IR X7

P20 2 PYTIY ANAR AT 9 11D 209 29w R0 R

2! If the field is sold one year prior to the Jubilee the buyer, not the original owner, gets the produce of

the second year. The field is then returned to the original owner, a year after the Jubilee at no cost.
This is mentioned in:

2 T™AY ©D N7 POV Nodn haa Tmbn

19217 R DINR 7w 2 Prdbwn 9ava C100 DR MW A9OR RN KD 0

and the Rambam also says:
20 7990 R PD B2 e mobn a'ann
MIRIAN W MKW P21R MR P W MR N APIDA 7 220 2190 INR w7700
There is also a case where the buy-back rights can be forced prior to the elapsed time of two years
from the transaction time; this applies in the case of an unproductive field. The Rambam says:
2 o9 RO pap D2 gwamw nmoka a'ann
770 ,MIRIAN PIW 190N AR 2°IW NWH NS ATID T AYIY PR PRY 2°Y90 R 07 DR DYR1 o1
D°9¥27 NINM AYTY TIRY APRY 9"YR PRI R? ORY D00 W MR XOX NORA APRY R AKIND WA
.2ara
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in the context of selling a field. After all, these attributes are concealed from the
buyers, while the number of years until the Jubilee is common knowledge.

Each time the field is sold, the buyer, as an integral part of purchasing the field,
writes an option to the original owner. Thus the exercise price of the option that is
always held by the original owner may be reduced. The current buyer, however,
only worries about the price at which one can be forced to sell the field, i.e. about
the exercise price of the option written to the original owner. The price one will
be willing to pay for the field is therefore aftfected only by the exercise price of the
written option.

The next section suggests a pricing model for the option embedded in a sale of
land. Within this model the phrase (Leviticus chapter 25) ‘he shall calculate the
years for which the land has been sold, and return the remainder to the man to
whom he sold it’ is explained in a realistic way. In this interpretation the risk of
future crops is not ignored but is captured by the model. The risk of future crops
increases with time and their present value decreases with time.

ITI

There are a few features of the option embedded in the field transaction that we will
relax somewhat in order to simplify matters. We start by assuming that the buy-back
option can be exercised starting two years after the transaction time, regardless of
whether these years are rainy or drought years.?? This assumption obviously over-
estimates>? the value of the option.

The option, as illustrated above, gives the seller the right to purchase back the
land. However, since the item sold is actually the stream of income from the field,
‘according to the number of years of crops, he shall sell to you’ and not the
field itself, the option is to purchase back the remaining stream of income (until the
Jubilee). In the terminology of option pricing the underlying asset is the stream of
income.

Financially, it makes sense that the crops of future years have greater uncertainty
relative to one of a closer year. We have already alluded to the fact that the commen-
taries (at least Rashi and the Rambam) in their examples of ‘he shall calculate the years
for which the land has been sold, and return the remainder’ do not address the
increasing uncertainty of future years of crops. Consequently, in their simplified
examples they assign the same present value to crops of different years.

22 The other relaxed feature is considered during the numerical calculation when the time the option
becomes alive is discretized. See the explanation in the Appendix.

23 A year in this context is qualified as a drought year, if it occurred not only in the field’s location but all

over the world. Hence the probability of such an occurrence is low and its effect on pricing not sig-

nificant. On the other hand, incorporating this feature will require us to use pricing methods which

are beyond arbitrage pricing, and necessitates some inputs about the risk tolerance of the agent in the

economy.
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Therefore the following framework of analysis is suggested. Assume for a moment
that the field could be sold permanently; its price in that case will be the present value
of the infinite sequence of the value of the crops. The crops are assumed to be a con-
tinuous stream modeled by a (deterministic) yield, which is a percentage of the value
of the field.>* The redemption option is an option to purchase the stream of crops
from the time the option is exercised until the Jubilee. This way of modeling provides
us with a framework that will recognize the increasing uncertainty of crops of subse-
quent years.

Furthermore, it also facilitates, with a slight modification, the use of the classic
Black-Scholes model of option pricing. We therefore assume that if the current
price of the field is S, its price in ¢ years will be S(f)e’ where y follows the normal dis-
tribution with an expected value of it and a standard deviation of o\/(f). The price of
the field, S(¢), therefore is a lognormal random variable.

It is indeed the case that, in ancient times, certain fields could not be sold perman-
ently and thus prices could not be observed.?> However, there were fields that could
be sold permanently and thus a price of a strongly correlated asset could be observed.
Furthermore, as pointed out in footnote s, there are cases where the field could be
sold for a very long period. That is the case where the contract specified the
number of years for which the field was sold. For example, if the contract specified
that the field was sold for 5,000 years it would not be returned to the original
owner in the Jubilee, but after 5,000 years. The price of a field in such a contract
would be close to the value of a field that was sold permanently. We can also
imagine a field owner who decides on a strategy of reselling the field for so years
after each Jubilee. Under this strategy the value of the field would be the present
value of the infinite sequences of income streams — the value of the crops.

The crops are assumed to generate a continuous stream of income, which is divS(t)
at time f, where div is a deterministic constant representing the crop yield. This model
therefore captures the risk of crops in future years since divS(f) is a random variable. It
also encompasses? the fact that viewed from the current time, time o, given , < t, the
crops at time £, possesses a larger volatility 0'\/(t_2) than the volatility U\/(If_l) of the
crops at time f,. The volatility in our model is thus an increasing function of time.

The analysis is done from the point of view of the time of sale, which will be
denoted as 0. The time until the Jubilee will be denoted as T. Hence at a future

The crops in such an analysis are the counterpart of dividends in the case of a dividend-paying stock.
Dividends are usually modeled as being paid continuously by a (deterministic) dividend yield which is
a percentage of the value of the stock, and we adopt this framework.

Since it is not possible to conduct an empirical study of market prices of fields (due to the unavailabil-
ity of these prices), we will resort to some numerical examples.

It is true that we ignore the possibility of a drought year and the sabbatical year, which is not counted
in the calculation of the value of the crop. However, when two rainy years passed from the time of the
sale, our calculation is correct. We decided not to incorporate the rainy years’ provision as otherwise
the option valuation could not be done only by arbitrage arguments. Hence we settled for this
approach, which can be followed without reference to utility and risk attitudes.
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time f the time to the Jubilee will be T—f. The present value of the field as of time o, not
including the crops that are obtained during the time interval [o, ], is*’ ¢ "95(0). The
present value of the perpetual stream of the crops is of course S(0).

Thus the present value of the stream of crops from time o to f is

S(0) — e 5(0).
The present value of the crops from time o to ¢+ 1 is
S(o) — e—div(H—I)S(o)
and therefore the present value of the crops from time f to £+ 1 is
S(0) — e #H05(0) — (S(o) — e S(0)) = S(o) (0 — ) (1)

It is easy to verify that

d | | | |
<E> S(O) (efdtu(l) _ e*dll/(tJrI)) — S(O)div(efdw(rﬂ) . eidw(t)) (2)

is negative. Hence the present value of the crops from time ¢ to t+ 1, as of time 0, is a
decreasing function of . Thus, we see that this model captures the time dimension.

The value of the field at time T, as of time ¢, not including the crops that are
obtained during the time interval [1, T, is ™"~ 2S(1). Applying the same argument
as above, the value of the crops from time ¢ to T'is

S(t) — S(6)e™ T = §(1) (1 — ¢~ (T=0) (3)

which is the value received when the option is exercised at time f. This expression is a
decreasing function of f and approaches zero, as one expects, when f approaches T.

If the option is exercised, say at time f, the original owner also has to pay a certain
amount (the exercise price). The issue at hand now is how to interpret the phrase in
Leviticus chapter 27, verse 15, ‘he shall calculate the years for which the land has been
sold, and return the remainder to the man to whom he sold it, and [then] he may
return to his inheritance’. If one takes the simplistic approach, ignoring the uncer-
tainty of the value of the crops, then the interpretation is as we saw above in the
example of Rashi and Rambam.

Within the model presented here, if the crops were originally sold at time o, where
the field’s market price was S(0), then the original owner sold the crops between
time ¢ to T for S(o)(e” 0 — ¢=¥"(1) Therefore, we suggest that the remainder to
be returned by the original owner is

S(O) (e—div(t) . e—diu(T)) (4)

7 This is a standard argument by which the value of an option on a dividend paying stock is calculated.
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In our opinion the expression in equation (4) better?® fits the biblical text of ‘return
the remainder to the man to whom he sold it” or in Hebrew

192 0p PN W’Ni? nIVI IR W .

By the same argument, if the field has been sold again between the original time
and the redemption time when its market price was S < §(0), in keeping with the
advantage given to the original owner, the remainder is defined by
(e — g div(T)y

Based on the above model, we can revisit the example, given in the spirit of the
Rambam and Rashi,?” of a field that was sold ten years prior to the Jubilee for
1,000. If the crops of ten years were sold for 1,000, then by equation (3), S(0), the
price of the field which is the value of the perpetual stream of crops, satisfies
S(0)(1 — e7¥"°) = 1,000. Hence, to investigate and compare the examples of
Rambam and Rashi in a manner consistent with our framework, either the price
of the field or the crop yield must be assumed. If the crop yield is assumed to be
0.03 then S(0) = 3,858.296 and the value of the crops for year i is given by
3,858.296 (03071
in Table 1.

The payoft from a standard call option is Max(S(t) — K, o) where K is the exercise
price and S(f) the price of the underlying asset at the exercising time . In our case the
maximum price the redeemer pays for the field at time ¢, is what the original owner
received for these years. Thus the expression in equation (4) is the exercise price of this

— ¢7°90)_ The numerical values, for years 1 to 10, are stipulated

option. The market price of the crops from time ¢ to time T, is S(¢)(1 — e~ (T=1),
Thus the payoff from the call option, when the field is redeemed, is

Max(S(t)(I . e—div(T—z)) o S(O) (e—div(t) o e—div(T))’ O) (5)

This option can be exercised over an interval of time and not just at a particular
point in time. That is, it is an American option not a European option. Moreover,
in some instances (for example, when the field is sold originally), the option could
not be exercised within two years after the date of sale. For this reason a numerical
procedure, such as the Binomial Tree, must be used to value the option. The
option described is a real option because if crop technology becomes more efficient
it will affect the value of the option.

The time of the original sale, or rather the length of time to the Jubilee at that time,
is known only to the original owner (the redeemer). For subsequent transactions, the
price that should be used to calculate the exercise price is based on the minimum
between the price of the field when it was sold originally and the price(s) of the sub-
sequent transactions.

8 For an alternative interpretation of the ‘remainder’ see the Appendix.

2 See footnote 17 for the sources. Rashi uses a selling price of 10 and the Rambam 100, so the price of
the crops for one year is 1 and 10, respectively. We scaled it up just to get more accuracy while using
only three decimal digits.
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Table 1. Numerical values of the crops, as of the transaction time, for years 1 to 10

1 2 3 4 5

7

9

10

114.029 110.659 107.389 104.215§ I01.135§

08.146

95-245

92.430

89.699

87.048

071
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The current owner knows only the price of the last transaction. Equation (s)
assumes that the field is redeemed from the original buyer, i.e. there was only one
transaction before the redeeming time. The exercise price in fact depends on
the sequence of prices of the historical transactions since the field was first sold.
These prices (or the smallest price) should be kept and transferred from one buyer
to another and finally to the owner at the redeeming time. If the field was sold n
times after the original sale, at times ¢,,t,, ... ,t, the exercise price, in equation (5),
should have been based on the minimum price, i.e. based on

Suin = Min[S(0), S(1,) ..., S(t)] ©)

The S(0) in S(o)(e"“”m — e_di”(ﬂ) in equation (5) should have been S,;,,. The ori-
ginal owner (or the redeemer) and the owner at the redeeming time has some
private information (i.e. not publicly available) necessary for calculating the correct
exercise price. The Bible warning ‘you shall not wrong one another’ can be inter-
preted as a ‘heavenly regulator’s’ instruction to record this information and to transfer
it from buyer to buyer and to the redeemer so that, if and when the field were to be
redeemed, the correct exercise price could be used.

It seems that Rashi tries to explain the phrase ‘you shall not wrong one another’ asa
warning to the redeemer and the current owner to inform each other of the exact
number of years from the redeeming time to the Jubilee. Rashi explains that if the
price of the field is calculated based on too many years to the Jubilee, the buyer is
not paying the fair price and vice versa. However, as mentioned, the number of
years to the Jubilee is public information and it is hard to understand why the redeem-
er or the current owner would not be aware of it, in particular since they are about to
execute a transaction that depends on this information.

The next section illustrates numerically the differences in the valuation using the
Rambam and Rashi example and the current model.

Iv

The technical issues of valuing the option with a payoff, as described in equation (5),
are dealt with in the Appendix. This section illustrates the suggested model’s pricing
implications and compares them with the opinion of Rambam and Rashi.

The example, in the spirit of their opinion, mentioned above, is of a field that ini-
tially was sold ten years prior to the Jubilee for 1,000 shekel. Assuming that the crop
yield is 0.03, then the model implications as explained above, for the price of the crops
per year, are summarized in Table 1. The field cannot be redeemed during the first
two years, but the option given to the original owner to redeem it later has a
value. Hence, if the crop value is 1,000 shekel, the price paid by the buyer to the
owner is 1,000 minus the value of the option. Assuming the field will be redeemed
at the end of the sixth year, where the crop price is stochastic as specified above,
the redemption price cannot exceed the implied value of the crops (as of the original
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time of the sale) for the last four years. The implied crop value in years 7, 8, 9 and 10 (as
stipulated in the last four columns of Table 1) is displayed in Table 2.

That is, if the field’s market price at the redemption time (and/or at an intermediate
sale time) does not imply a lower value for the crops, the exercise price of the option,
which is the redemption price, will be 92.245 + 92.430 + 89.699 + 87.048 = 361.422.
In contrast, Rambam and Rashi stipulate the redemption price in such a case to be
(1,000/10)4 = 400.

The option’s values for the different assumed parameters’ values that are calculated
in this section are summarized in Table 3 and discussed henceforth.

The value of this redemption option, as explained in the Appendix, depends on the
assumed value of the crop yield (0.03 in our example), the interest rate in the market
and the volatility of the price of the field. The price of the option, the exercising of
which is at the discretion of the original owner starting two years after it was sold,
when the crop yield is 0.03, interest rate is zero and the volatility is 0.25, is 154.533
(112.018 if the volatility is 0.18). Hence, the net amount to be paid by the original
buyer to the owner is 1,000-154.533 = 845.467, while according to Rambam and
Rashi the price paid to the original owner is 1,000.

If it is assumed that the rate of interest was 15 percent,?” the value of the option
would have been 305.905 and 282.576 for volatility of 0.25 and 0.18, respectively.
Consequently, the amount to be paid by the buyer to the owner is 1,000-305.905
= 694.095 and 1,000-282.576 = 717.424 for volatility of 0.25 and 0.18, respectively.

The value of the option is of course affected also by the assumed crop yield. If the
assumed crop yield rose from 0.03 to of 0.18 and assumed an interest rate of zero, the
value of the option would have been 33.344 and 12.612 for volatility of 0.25 and 0.18,
respectively. Consequently, the amount to be paid by the buyer to the owner is
1,000-33.344 = 966.656 and 1,000—-12.612 = 987.388 for volatility of 0.25 and 0.18,
respectively. For an interest rate of 15 percent these values are 103.305 and 74.75T.
Consequently, the amount to be paid by the buyer to the owner is 1,000-103.305
=896.695 and 1,000—74.751 = 925.249 for volatility of 0.25 and 0.18, respectively.
The change in the option’s value as a result of a change in the crop yield reinforces
the notion that the option is a ‘real option’.

Furthermore, note that if the field had been sold originally 12 years prior to the
Jubilee, and a second time ten years prior to the Jubilee, the redemption option
could be exercised without delay. To illustrate the difference in the prices of the
options in these two cases assume:

* that the field’s market price at the second transaction implies the same value for the
crops as stipulated above, and

* that this value is smaller than or equal to the value of the crops as implied by the
original price of the field.

0 Evidence regarding rates of interest in Mesopotamia suggests very high rates, up to 20% on money
lent. See Hudson and Van de Mieroop (2002).
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Table 2. Numerical values of the crops, as of the transaction time, for years 7 to 10

95.245 92.430 89.699 87.048

Hence, the redemption prices at the end of the sixth year, in both cases, cannot
exceed 361.422. The value of the option to redeem the field, where the interest
rate is zero and the redeemer does not have to wait two years to redeem, is
159.792 and 115.7871 if the volatility is 0.25 and 0.18 respectively. If the interest rate
is assumed to be 15 percent, these values are 305.788 and 282.704.

Obviously, the value of the option when the field was redeemed at any time would
have been be greater than or equal to the value of the option when the field was
redeemed after only two years. Consequently, the net amount paid by a second
buyer to the first buyer, ten years prior to the Jubilee, would have been (when the
interest rate is zero and the volatility is 0.25) 1,000-159.792 = 840.208. That is,
smaller than the amount paid by a buyer to the original owner when the field was
sold ten years prior to the Jubilee. Consequently, two fields that were of equal
quality, but had different transaction histories, may have had different prices due to
the embedded option (which is not public knowledge).

The actual (realized) amount to be paid at the redemption time is not known at the
time of the transaction. It depends on the price of the field at the redemption time. If
at that time, the implied value of the crops from that time to the Jubilee is smaller than
this implied value at the time of the original sale (or any other transaction of this field
in the past), then the smaller value will be the redemption cost. Valuing the option, as
explained in the Appendix, is done numerically by discretization of the time and price
spaces.

Based on this discretization, we can calculate possible market prices at the end of the
sixth year and the implied crop values over the next four years. The redemption price
will be the smaller of the implied crop values over the next four years and 361.422
(assuming a crop yield of 0.03). The discretization used for valuing the option is
such that each year is divided into 40 equal parts. Over each sub-interval the price
of the field can go either up or down, where the up or down percentage change is
the same for all the intervals. As a result, at the end of six years there are 241 possible
price realizations.

Consider the case of a field that was sold ten years prior to the Jubilee at a price of
1,000 shekel, when the volatility is 0.25, the crop yield is 0.03 and the interest rate
zero. The redemption price at the end of the sixth®! year varies between 361.422

3! Of course it may not be optimal to redeem (exercise the option) the field at the end of the sixth year
for every eventuality of the price of the field.
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Table 3. The option value for different assumed parameter values with and without delay

Crop

value 10 Option Crop value

years value Option of last 4

prior to with value years given Range of redemption Rambam & Rashi’s
the Crop Interest 2-year without original  price in year 6 average redemption price
Jubilee yield rate Volatility delay delay price price in 6 years
1000 0.03 o} 0.25 154.533 159.79 361.42 0.02-361.42 197.77 400 = 1000/10*4

1000 0.03 o) 0.18 112.0T 115.781 36T.42 400 = 1000/10%4

1000 0.03 0.15 0.25 305.9 361.42 400 = 1000/ 10%*4

1000 0.03 0.15 0.18 282.57 36T.42 400 = 1000/10%4

1000 0.18 o) 0.25 33.34 208.81 400 = 1000/10%4

1000 0.18 o) 0.18 12.612 208.81 400 = 1000/ 10%4

1000 0.18 0.15 0.25 103.3 208.81 400 = 1000/10%4

1000 0.18 0.15 0.18 74.75 208.81 400 = 1000/10%4

77774 0.03 0.15 0.18 219.815 339.23 0.63—339.23 223.64 311.09 = 4*777.74/10

14t
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(the implied crop value of the last four years based on the original sale price) and 0.022
(the minimum implied crop value over the next four years, based on the price at the
end of the sixth year). Out of the 24T possible realizations, there were 121 cases where
the redemption price was below 361.422. The average redemption price was 197.777,
while according to Rashi and the Rambam the redemption price is deterministic with
avalue of 400. Hence, the redemption price can differ significantly from the redemp-
tion price based on Rashi and Rambam. In the paradigm of Rashi and Rambam, the
buyer would have paid 1,000 shekel for the crops when they were sold originally. If
the value of the option is acknowledged, the price paid by the buyer to the original
owner would be 1,000 minus the value of the option, i.e. 1,000-154.533 = 845.467.
Assuming an interest rate of zero, as we have assumed here, the redeeming cost should
be increased by the cost of the option. Hence the average redeeming cost would have
been 197.777 + 154.533 = 352.310, which is still less than the redeeming cost in the
paradigm of Rashi and Rambam.

Finally, a case consistent with Maimonides, but not necessarily with biblical law, is
investigated. Consider a case where the interest rate is positive at 15 percent and the
crop value (over the last four years), implied by the second sale (ten years prior to the
Jubilee), is lower then the original sale (twelve years prior to the Jubilee). If the price of
the field at the second sale was 3,000 shekel, then the implied price of the crops for the
next ten years (based on the relation 3,000(1 — ¢~ 3°)) is 777.745 and over the last
four years 339.238. Hence, if the field is redeemed four years prior to the Jubilee the
maximum price is 339.238. If the volatility is assumed to be 0.18 then the value of the
option that can be exercised at any time is 219.815. Following the explanation given
above, the average redemption price (four years prior to the Jubilee) is 223.264 and
the minimum price is 0.683. Out of the 241 possible realizations in 132 cases, the
redemption price was obtained by exercising the option and paying 339.238.
The second buyer paid the first buyer the price of the crops minus the value of the

option, 1.e. 777.745—219.815 = 5§57.930.

\Y

There were a few assets in ancient Israel where embedded options were part and parcel
of the deal so that the real estate transaction was in fact a ‘structured product’. This
article focused on land transactions, as they are more complex than others. The
pricing methods employed in this article assumed that exercising the option was
done at an optimal time. Since redeeming the land was considered to be a righteous
deed, this assumption may not necessarily describe the behavior of the redeemer.

It is apparent from the discussion above that the prices of fields were dependent on
some attributes that were not readily available. The exercise price of the option
depended on the original time of the sale, as well as on the price at which the field
was sold in the secondary market. Consequently, in the market there could exist
two fields that were identical but their prices would be difterent since the exercise
price of the embedded option was different. Furthermore, some of these hidden
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attributes of the options were known to the current holder of the field (e.g. the price
at which it was last sold) and some to the original owner (e.g. the price and time of the
original sale). Both attributes affected the price of the option and hence the price of
the field. It might therefore explain why in the middle of the paragraphs in which the
rules of the Jubilee are stipulated the Bible states: you shall not wrong one another.

Even if one makes the approximation and assumes that the price of crops of each
year is the same, the option value should not be ignored in calculating the redemption
price. That is, the basic amount from which the price of each year is calculated is the
money that was transferred from the buyer to the seller plus the value of the option. It
is nearly impossible to find out how these issues and the pricing system were handled
in ancient times.
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Appendix

The alternative interpretation of the remainder

An alternative interpretation of the ‘remainder” is to define it based on S(0)(1 — ¢ =%

which is the crop price of the next T - t years (as of the redemption time, f), but based on
the field’s price at the time of the original sale. The expression S(0)(1 — ¢~ T = D) better
suits the interpretation of the original owner buying back the next T - ¢ years of crops
(and not returning the remainder as stated in the Bible) based on the price of the field
that prevailed at the original time of sale. Thus if the field is redeemed at time ¢, and
the original owner returned to the buyer the price of the crops paid for the last T - ¢
years, at the time of the original sale, the amount should be as in equation (4), i.e.,
S(O) (efdiu(t) _ e*div(T))'

If the alternative interpretation of the remainder is used, then the payoff from the
call option, if it is exercised at time f, is not as in equation (s) but rather

Max(S(t) (I — e_diV<T_’)) — Smm(l — e_di"(T_t)), o) (7)
If the option had been of a European type, equation (7) could be written as
(1 — eidh}(T*t))Max(S(t) — Smin> 0) (8)

Properties of the option: relation to European options

This subsection starts by investigating some properties of the option to redeem the
field and its relation to a European option. It then continues to describe the numerical
valuation of the true (American) option.
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If the option described by equation (5) had been a European option, it would have
been possible to price it analytically. Such analytical solutions provide lower bounds
on the true value of the option. To this end, assume that the option could have been
exercised only at its maturity time v < T, that the current time is 0 and that the Jubilee
isat time T. An examination of equation (5) reveals that in this case the ¢ that appearsin
the equation is a fixed number v and consequently the payoff of such a European
option at its maturity is

Max((l _ e*diV(T*V))s(y) _ S(O) (efdiv(u) _ e*div(T))’ O) (9)

As vincreases, the time to maturity of this option decreases. The value of a regular call
option decreases as a result of a decrease in its time to maturity. However, in this case,
as opposed to a regular option, the exercise price also decreases as the time to maturity
decreases, causing an increase in the value of the option. Hence as the time to maturity
decreases, even though the value of the underlying asset in this case also decreases, the
value of the option may increase. Equation (9) can be written as

(10)

) e*div(u) _ e*div(T)
(I _ eﬂiw(va))Max <S(1/) _ S(O) , >

1 — ¢~ div(T—v)

—div(T—v))

which stipulates the payoft of (1 — e units of a European call option, where

the underlying asset is the field mnot the crops, with an exercise price
e—diu(v) _ e—div(T)

S(o) . Consequently, the price of this European option is obtained

by applying the Black-Scholes formula.

Consider an option embedded in the transaction of selling a field at time o by the
original owner, T'years prior to the Jubilee where the crop yield is 0.03, the volatility is
0.25 and the price of the field is S(0). If the current time is I/ then there are T- 1Vyears
to the Jubilee. If this option had been of a European type, maturing at time ¢ where
/<t < T'such that the crop value is minimized based on a historical transaction price
of Spin, its payoft at time ¢ would have been

Max((l — e_d{"(T_’))S(t) — Smin (e_df"(’) — e_diV<T>), o) (11)
which equals
(I o e*div('l‘ft))Max(S(t) — Suin (efdiv(t) _ efdiy(’[')) (I B e—div('l'*t))*l’ O) (12)

Applying the Black-Sholes formula where r is the risk-free rate and S(I) the current
price of the field, the value of the call is stipulated below:

Call(t, Spin, V, T) = (1 — ¢ *3T" N (S(V)N(d,) — e “"VKN(d,))  (13)
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where

2

> 6‘% (efdiv(r) _ e*dii/(T))

N(Z) = J r—’;x dx9 K = Spin

) :ln<¥> + <V—dl'1/+§>(l— )

oVt—V1V

[ — —dv(=T)

andd, =d, —ovit— V.

Figure A1 demonstrates the value of the option as a function of the time to matur-
ity, t, of crops sold ten years prior to the Jubilee where the rate of interest was zero, the
volatility 0.18, the crop yield 0.03 and the price of the field at that time was 3,858.296.

As indicated, indeed the value of the option does not increase with its time to
maturity. Rather, the value of the option, as a function of its time to maturity, pos-
sesses a maximum. The maximum value of the option is obtained by maximizing the
expression in equation (13) with respect to f. The solution is = 3.0762 and the value
of the call at this tis 114.5711.

The option that is granted to the original owner is, however, the American type.
Hence, the original owner can exercise the option from two years after the sale until
the Jubilee. The value of the American option is higher than the value of a European
option, because it can be exercised ¢ years prior to the Jubilee for ¢ such that max
(V, 2) <t<T. Thus the American option’s*? value is higher than the maximum
value of the European option and indeed its value is 154.533 as calculated above.

Equations (s) and (9) are equivalent only if the option is of a European type.
Furthermore, the case at hand is different from the regular call option, as both the
exercise price and the underlying asset depend directly on f. For these reasons a
numerical procedure is utilized to value the option.

Numerical valuation

Consider an option that was written at time o and could not be exercised until time 5,
but could be exercised at any time from time 4 to its maturity, time T. Assume that the
risk-neutral distribution of the value of the option at time 4 is known. Then the value
of the option at time o is its expected value discounted by the risk free rate.

When the value of such an option is solved with the Binomial model, time £ will
not necessarily coincide with one of the nodes in the tree. Let A be the length of a
period in the Binomial Tree and [i/A] be the smaller integer, which is larger than
h/A. Thus the distribution of the value of the option at time [/A] can be calculated
using the regular procedure of the Binomial model, taking into account the exercising

*2 The calculations of the values of the American and European options, as well as the visualization of
the optimal exercising strategy, were done using the Maple library in Prisman (2000) or some slight
modification of its code.

https://doi.org/10.1017/50968565015000062 Published online by Cambridge University Press


https://doi.org/10.1017/S0968565015000062

REAL ESTATE TRANSACTIONS IN ANCIENT ISRAEL 129

1104
100 4
90
80
70
60
50 1

Option's Value
L

40 4
304
20
10

0 T T T T T T
0 1 2 3 4 5 6 7 8 9 10

Time to Marurity

Figure A1. The value of the European option

provision at each node greater than [i/A]. During the period o to h/A the option
cannot be exercised since this is a condition of the option. It also cannot be exercised
from time /A up to (and not including) time [h/A] due to the discretization of the
Binomial Model. Therefore the value of the option within the realm of the model, at
time zero, is its discounted expected value, under the risk-neutral distribution, as of
time [h/A]. Of course the risk-neutral distribution of the option’s value at time
[h/A] is easily calculated within the Binomial model and consequently its value as
of time zero is obtained. Hence, to calculate the value of the option when there is
a period in which the option cannot be exercised, we value it based on the above pro-
cedure and we report as follows.

The numerical values reported in the text generated by the Binomial Tree method
with 40 nodes per year was used to solve the value of the American option. The set of
optimal exercising times is defined as the set of coordinates (t, y) such that ¢ is the node
(time) in the Binomial Tree and y (state of nature) is the number of up movements in
the price of the underlying asset. This set is visualized for the case where the option
cannot be exercised during the first two years and for a case where the option can be
exercised immediately. In order to visualize the optimal exercising set in a clear way
we report the case where each year was divided into four subperiods. Hence over ten
years there were 40 subperiods. If the option could not be exercised during the first
two years the first node at which the option could be exercised is 8.

That is, in our case both y and ¢ can take any value from o to 40. The figures below
demonstrate this set by placing a square at each coordinate where it is optimal to exer-
cise the option. Figure A2 corresponds to an option that can be exercised with a delay
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Figure A2. The optimal exercising set with a delay of two years
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Figure A3. The optimal exercising set without a delay
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Figure A4. The optimal exercising set without a delay for low volatility and a high interest rate

of two years and Figure A3, an option that can be exercised without delay. Based on
this discretization, the value of the first option was 153.6791119 and the second
157.9568817.

The shape of the set is of course affected by the value of the parameters. If the vola-
tility is low (0.025), the rate of interest high (15%) and the option can be exercised
immediately, based on a discretization above the value of the option is 254.843.
The optimal exercising set for this case is displayed in Figure A4.
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