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Foreword

First a bit of history. Probably, the first application of soft computing in
finance was the use of fuzzy sets theory in budgeting. After pioneer works
by Ward (1985) and Buckley (1987), some other authors contributed to the
development of fuzzy capital budgeting theory. Now the mathematical tools
of fuzzy set theory and fuzzy logic are successfully used for risk analysis
in: e-commerce development, portfolio selection, Black-Scholes option pricing
models, corporate acquisition systems, evaluating investments in advanced
manufacturing technology, interactive fuzzy interval reasoning for smart web
shopping, fuzzy scheduling and in logistic. The great achievements were made
in the field of linear and nonlinear fuzzy regression models. This seems to be
very important as the regression analysis is one of the most powerful methods
used in economic and financial applications.

An essential feature of economic and financial problems it that there are
always at least two criteria to be taking into account: profit maximization
and risk minimization. Therefore, the economic and financial problems are
multiple criteria ones. In Prof. Dymova’s book, an interesting systematization
of the problems of multiple criteria decision making is proposed which allows
the author to reveal unsolved problems. The solutions of them are presented
as well and implemented to deal with some important real-world problems
such as investment project’s evaluation, tool steel material selection problem,
stock screening and fuzzy logistic.

It is well known that the best results in real -world applications can be
obtained using the synthesis of modern methods of soft computing. Therefore,
the developed by Prof. Dymova new approach to building effective stock
trading systems, based on the synthesis of fuzzy logic and the Dempster-
Shafer theory, seems to be a considerable contribution to the application of
soft computing method in economics and finance.

It is a common believe that almost all problems of the fuzzy evaluation
of financial parameters in the capital budgeting are solved. Nevertheless, an
unresolved problem is the fuzzy evaluation of the Internal Rate of Return
(IRR), although this parameter plays an important role in the investments
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profitability assessment. In the case of real valued parameters, I RR is calcu-
lated as the solution of a nonlinear equation. So in the fuzzy environment, a
fuzzy extension of this equation should be solved. Previous authors considered
this equation and stated that it cannot be applied to the fuzzy case because
its left hand side is fuzzy, 0 in the right hand side is a crisp value and an
equality is impossible. In Prof. Dymova’s book, this problem is solved using
a new method which makes it possible to solve linear and nonlinear interval
and fuzzy equations and systems of them. The developed new method al-
lows the author to obtain an effective solution of the Leontjev’, input-output
problem in the interval setting.

Soft Computing in Economics and Finance makes a major contribution to
a better understanding of how fuzzy logic can be applied to solve important
problems in economic and financial applications. The author deserves our
thanks and congratulations for presenting an interesting book.

Czestochowa, June, 2010 Leszek Rutkowski
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Chapter 1
Introduction

The initial idea behind writing this book was to present new applications of soft
computing in the solution of economic and financial problems developed during the
last ten years as the result of research project supervised by the author of this book
in the Institute of Theoretical and Applied Informatics, Czestochowa University of
Technology, Poland. Some results have been published in the papers contributed by
the author, as well as Prof. Pavel Sevastjanov, Dr. Pawel Figat, Pawel Bartosiewicz,
M.Ph (he is the author’s Ph.D. student), and the author’s former Ph.D. students Dr.
Krzysztof Kaczmarek and Dr. Marek Dolata.

However, it became clear that the scope of this book should go far beyond the
initial idea of its contents. It is obvious that the book ought to provide much more
information, not only concentrate on the subject of the research into economic and
financial applications of soft computing, but also exhibit a wider view within the
general framework of soft computing methods.

In addition to the first idea, concerning the above mentioned research, the inten-
tion was to incorporate some results from the author’s other papers and book on
applications of soft computing methods in industry and economy. The main reason
for this was that some of these papers and the book were published in Russian and
Polish, and are not accessible to many interested readers.

The review of recent achievements in the field of implementation of the soft com-
puting methods in the solution of economic and financial problems is presented in
Chapter 2, where the problems which were revealed in the process of these methods
implementation are performed as well.

In Chapter 3, an overview of modern methods based on fuzzy sets, including
type 2 and level 2 fuzzy sets, intuitionistic fuzzy sets, interval analysis, and the
Dempster-Shafer theory of evidence (DST) is presented. The interrelations between
these methods are shown and some problems that impede their applications are em-
phasized as well. The author has no intention to make in this chapter a comprehen-
sive overview of all modern methods as now they are well presented in numerous
books and handbooks. Therefore, in this chapter the modern methods for uncertainty
modeling are presented only on the extent needed for understanding the applications
performed in the following chapters.

L. Dymowa: Soft Computing in Economics and Finance, ISRL 6, pp. 1
springerlink.com (© Springer-Verlag Berlin Heidelberg 2011
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It is shown that one of the most undesirable negative features of interval arith-
metic is the fast increasing of width of intervals obtained as the results of interval
calculations (excess width effect). Another important problem of interval analysis is
the so-called natural interval extension. If we have to make interval extension of real
valued function, all argument of this function should be replaced with correspond-
ing intervals and all operations should be replaced with corresponding operations
on intervals. Such approach to interval extension seems to be justified enough and
intuitively clear. Nevertheless, the so-called dependency problem is a major obsta-
cle to the application of extension principle in interval arithmetic. Although interval
methods can determine the range of elementary arithmetic operations and functions
very accurately, this is not always true with more complicated functions. If an inter-
val occurs several times in a calculation, and each occurrence is taken independently
then this can lead to an unwanted expansion of the resulting intervals.

An important problem of interval extension is also that the accuracy of resulting
interval strongly depends on the algebraic form of function chosen for extension. It
is worthy no note that as the fuzzy arithmetic operations are usually based on the
a -cut representation of fuzzy numbers, the above mentioned problems of interval
analysis are the problems of fuzzy arithmetic as well. It is noted in this chapter
that one of the most important applications of Atanassov’s intuitionistic fuzzy sets
(A-IFS) are the multiple criteria decision making problems (MCDM).

It is shown that there exist two important problems in MCDM in the intuitionis-
tic fuzzy setting: aggregation of local criteria without intermediate defuzzification
in the case when criteria and their weights are intuitionistic fuzzy values (IFVs);
comparison of /F valued scores of alternatives basing on the degree to which one
IFV is grater/smaller than the other. In this chapter, it is shown that there exist a
strong link between DST and A-IF S which makes it possible to reformulate the ba-
sic definitions of A-IF'S in terms of DST . We show that using the DST semantics, it
is possible to enhance the performance of A-/F'S when dealing with MCDM prob-
lems. Particularly, this approach allows us to use directly the Dempster’s rule of
combination to aggregate local criteria presented by /F'V's and develop a method for
MCDM without intermediate defuzzification when local criteria and their weights
are I[F'Vs. As the result we get final alternative’s evaluations in the form of belief
intervals. Hence, an appropriate method for such intervals comparison is needed.
Therefore, a method for interval and fuzzy numbers comparison based on DST,
which provides the result of comparison in the form of belief interval is presented.

It is noted that now besides the classical Dempster’s rule of combination a num-
ber of other methods for the combination of evidence are proposed in the literature.
All of them have own merits and drawbacks and the problem of choosing the best
method is now open.

In Chapter 4, the problems typical for MCDM are analyzed and new solutions
of them are proposed as well. The problem of appropriate common scale for repre-
sentation of objective and subjective criteria is solved using the simple subsethood
measure based on the o-cut representation of fuzzy values. To develop an appro-
priate method for aggregation of aggregating modes, the synthesis of tools of type-
2 and level-2 fuzzy sets is used. As the result the final assessments of compared
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alternatives are presented in the form of fuzzy valued membership function defined
on the support composed of considered alternatives. To compare the obtained fuzzy
assessments, the probabilistic approach to fuzzy values comparison is used. In is
shown that the investment evaluation problem is frequently a hierarchical one and a
new method for solving such problems, different from commonly used fuzzy ana-
Iytic hierarchy process (AH P) method, is proposed. The developed methods are used
for the solution of the stock ranking problem based on MCDM and optimization in
the fuzzy setting, and for the multiple criteria fuzzy evaluation and optimization in
budgeting.

Chapter 5 deals with the so-called distribution problem, which belong to the wide
class of the logistic problems. It is known that distribution transportation and trans-
portation problems have similar mathematical structures and are usually treated as
particular cases of the general linear programming problem. There are many effec-
tive algorithms for the solution of transportation and distribution problems proposed
in the scientific literature and in the textbooks. So we can say that these problems in
the case of real valued parameters are, generally, solved. Nevertheless, in practice,
we often meet different kinds of uncertainty when the parameters of these optimiza-
tion problems are presented by intervals or fuzzy values. The known approaches to
the solution of fuzzy transportation and distribution problems are usually based on
some restrictions imposed on the form of membership functions. These restrictions
make it possible, using analytical procedures, to transform the initial fuzzy prob-
lem to the set of usual linear programming problems with real valued parameters.
Nevertheless, in practice, membership functions representing the parameters of the
problem may have substantially complicated forms and analytical procedures can
not be used. Therefore, in this chapter a new approach to the solution of fuzzy dis-
tribution problem is developed. In the framework of this approach, all parameters
and variables may be fuzzy values without any additional restrictions. It is important
that real-world distribution problems are usually multiple criteria ones. In this chap-
ter, the results obtained as the solution of fuzzy single criterion distribution problem
are used as the base for the formalization and solution of multiple criteria fuzzy
distribution problem.

Chapter 6 is devoted to the synthesis of fuzzy logic and DST in stock trading de-
cision support systems. Modern computerized stock trading systems (the so-called
mechanical trading systems) are based on the simulation of the decision making
process and generate advices for the traders to buy or sell stocks or other financial
tools by taking into account the price history, technical analysis indicators, accepted
rules of trading and so on. There are many approaches to building stock trading sys-
tems proposed in the literature. The applications of the methods of soft computing
in this field of researches are analyzed in Chapter 2. It is noted that the source of
many failures when building really profitable stock trading systems is the ignoring
of human factor. It was recognized in [7], after obtaining a negative result that “The
trading system loses money and gets a negative Sharpe Ratio. We believe that if
expert’s experience is available, it will generate more promising results”.

We can say that the last statement was the pivotal idea on which the methods
presented in this chapter are based. We believe that the wisdom accumulated by
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generations of traders in the form of well-known trading rules of technical analysis
are an adequate base on which it is possible to build optimal fuzzy expert systems
for stock trading. Our starting point was the paper [1]], where the authors presented
an expert system based on a fuzzy logic representation of technical analysis trad-
ing rules which are usually used by investors for decision making. Since technical
analysis provides indicators used by experts to predict stock price movements, the
method proposed in [1]] maps these indicators into new inputs that can be used in a
fuzzy logic system. This chapter generalizes our experience in building stock trad-
ing systems. Some results we have obtained are partially presented in [2} [6]).

Here we present and compare three different expert systems for stock trading
based on the synthesis of fuzzy logic and technical analysis. The first one is a special
adaptation of classical Mamdani approach. Another method is based on the so-called
“logic-motivated fuzzy logic operators” [3]. The third system that will be presented
is based on the synthesis of fuzzy logic and DST .

In Chapter 7, the application of interval and fuzzy analysis in economical model-
ing is presented. In this chapter, a new concept of the solution of interval and fuzzy
equations based on the generalized procedure of interval extension called “interval
extended zero” method is proposed. The central for the proposed approach is the
treatment of “interval zero” as an interval symmetrical with respect to 0. It is shown
that such proposition is not of heuristic nature, but is a direct consequence of the
interval subtraction operation. Some methodological problems concerned with this
definition of interval zero are discussed. It is shown that the resulting solution of
interval linear equations based on the developed method may be naturally treated
as a fuzzy number. An important advantage of a new method is that it substantially
decreases the excess width effect. On the other hand, we show that it can be used
as the reliable practical tool for solving the linear interval and fuzzy equations and
the systems of them. The fundamentals of the proposed approach were presented
in [5, 4]. In this chapter, we present the generalization of these obtained and some
new results. The applications of a new approach are performed by the solution of
well known Leontief’s input-output problem in the interval setting and the solution
of the problem of fuzzy Internal Rate of Return in budgeting.

Many researchers contributed to these results in the fields related to the contents
of this book. The long list of reference includes their names associated with the pub-
lications cited in the book. Professor L.A. Zadeh, who is known as the “Father of
Fuzzy Logic”, and the pioneers who initiated research into soft computing applica-
tions, are mentioned with regard to their publications. The outstanding contributions
of Prof. J.J Buckley and Prof. C. Kahraman to application of soft computing meth-
ods in the solution of economic and financial problems should also be emphasized.
However, a number of researchers who made significant contributions to the solu-
tion of these problems are not cited in this book, since it is impossible to refer to
all of them. The interested reader can find the related papers and books in other
bibliography lists.

The author would like to especially acknowledge the contribution of Prof. C.
Kahraman to fuzzy modeling in finance and economics. His papers and the edited
by him recent book entitled “Fuzzy Engineering Economics with Applications” is
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closely related to the subject of this book. Therefore, the author dedicates her book
to Prof. Cengiz Kahraman. There are more persons whose important contributions
to the contents of this book should be acknowledged. There are many people whom
the author would like to thank for their help, encouragement, and understanding.
Presented below is a special acknowledgment.

Acknowledgments. As the author, I would like to express my sincere gratitude to Prof. Janusz
Kacprzyk, the Editor of the book series “Studies in Fuzziness and Soft Computing”, for his
encouragement to publish the book. The author thanks Prof. Leszek Rutkowski for his Fore-
word. The author also gratefully acknowledges Dr. Marek Dolata (her former Ph. D student)
Pawel Bartosiewicz, M.Ph (her Ph. D student), for the material being a part of our joint re-
search and included in the book. The author thanks Prof. D. Rutkowska for her valuable con-
sultations. The words of special thankfulness are directed to my husband Prof. P. Sevastjanov
for his help in the process of preparing the final form of this book.
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Chapter 2

Applications of Modern Mathematics in
Economics and Finance

Nowadays the dominating paradigms of economic theories are based on the clas-
sical mathematics and presented in terms of probabilistic and statistical methods.
These methods may be treated as the traditional ones. As the applications of them in
finance and economics are well presented in numerous papers, books and textbooks,
the detailed description of these applications is out of scope of this book. It should
be emphasized that in applications, the probabilistic and statistical methods are of-
ten and successfully used in the synthesis with modern methods of soft computing.
Now it is understood that in applications we often deal with different types of un-
certainty (not only of probabilistic nature). Therefore, this chapter presents a brief
overview of the applications of modern methods of soft computing in economics
and finance and the problems which were revealed in the process of these methods
implementation.

2.1 Fuzzy Set Theory and Applied Interval Analysis in
Economical and Financial Applications

This section presents an analysis of applications of the theory of fuzzy sets and its
generalizations such as Atannassov’s intutionistic fuzzy sets in the different fields
of economics and finance. The economical and financial applications of interval
analysis are presented as well. The main problems concerned with the use of fuzzy
set theory and interval analysis methods in economical and financial applications
are discussed.

The most salient feature of the late 20th century was the scale of changes af-
fecting social, economic and corporate life. Our environment is changing at a rate
which would once have been unthinkable, and the speed of events has now become
astonishing. The problems posed by these new situations are increasingly complex
and changeable and traditional models based on determinism and chance are no
longer able to cope with this reality. Therefore, in the last four decades the group
of new methods (the methods of soft computing) which make it possible to operate

L. Dymowa: Soft Computing in Economics and Finance, ISRL 6, pp. 7
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with non-probabilistic uncertainty was developed. Among them the tools of fuzzy
set theory [[199] are most frequently used in economic and financial applications.

Zadeh’s main motivation for the invention of fuzzy sets was the imprecision in
human decision-making. Fuzzy sets emerged from the need to bridge the gap be-
tween mathematical models and their empirical interpretations. The capability of
fuzzy sets to express gradual transitions from membership to non-membership and
vice versa has a wide utility.

One of the major thrusts of economic science is to describe the behavior of in-
dividual units such as consumers, households, firms, government agencies and their
interactions. But a large number of concepts, which we use in everyday life, are
vague. Fuzziness can be found in many areas.

In the literature, almost all the economic theories are explained in the classical
mathematics frame. In this perspective, fuzzy mathematics seems to be more suited
in explaining the concepts of economics than the classic one.

Therefore, the international association for fuzzy-set management and economy
(SIGEF) has been set up to encourage research and study relating to all aspects
of the economy in general, and corporate management in particular. The interna-
tional journal of this association “Fuzzy economic review” plays an important role
by bringing together the most important projects devised by specialist and offer-
ing them a fundamentally practical opening into the business world, in pursuit of
university-business cooperation which is both necessary and beneficial to both sides.
Different applications of fuzzy sets theory and fuzzy logic in economics and finance
are presented in the books [211, 26,59, and in the thousands of scientific
papers.

It is worthy to note that the best results can be obtained in the cases when dealing
with direct fuzzy extension of considered economical of financial concept presented
by some mathematical expressions.

Therefore, the tools of fuzzy set theory were most successfully used in budgeting.
There are a lot of financial parameters proposed in literature [13, 23, [35} for
budgeting. The main ones being: Net Present Value (NPV), Internal Rate of Return
(IRR), Payback period (PB), Profitability Index (PI). It is shown in [20] that the most
important parameters are NPV and /RR. A good review of other useful financial
parameters may be found in [9].

Net Present Value is usually calculated as follows:

P

T —KV, @2.1)

NPV = 2

where d is a discount rate, KV is a starting capital investment, P; is a total income
(cash flow) in a year ¢, T is a duration of an investment project in years. Usually the
discount rate is equal to the average bank interest rate in a country of an investment
or other value corresponding to a profit rate of alternative capital investments.

The value of /RR is a solution of the following non-linear equation with respect
to d:
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P KV =0 2.2
,; (1+ay - (22)
If P, KV (or at least one of them) are fuzzy numbers then with the use of fuzzy
extension of Eq. (Z.2), i.e., by replacement of its parameters and variables with
fuzzy ones and all arithmetic operations with relevant fuzzy operations, Eq. (2.2))
can be transformed to a fuzzy equation. The problem is to find a fuzzy solution of
such fuzzy equation, i.e., to obtain a fuzzy /RR.

The economic nature of /RR can be explained as follows. If an actual bank dis-
count rate or return of any other alternative investment under consideration is less
than /RR of considered project, then investment in this project is more preferable.
An estimation of /RR is frequently used as a first step of the financial analysis. Only
projects with /RR above some accepted threshold value (usually 15-20%) can be
chosen for further consideration.

Nowadays traditional approaches to the evaluation of NPV, IRR and other finan-
cial parameters is subjected to quite deserved criticism, since the future incomes
P, and rates d are rather uncertain parameters. Uncertainties which one meets in
capital budgeting cannot be adequately described in terms of probability. Really, in
budgeting we usually deal with a business-plan that takes a long time — as a rule
some years — for its realization. In such cases, the description of uncertainty via
probability representation of P;, KV and d usually is impossible due to a lack of
information about probabilities of future events. Thus, what we really have in such
cases are some subjective expert’s judgments. In real-world situations, investors or
experts involved are able to estimate only intervals of possible values P; and d and
the expected (more probable) values inside these intervals.

That is why during the last two decades the growing interest to applications of
the interval arithmetic [122] and fuzzy set theory methods [199] in budgeting has
being observed. After pioneer works by Ward and Buckley [24]], some other
authors contributed to the development of fuzzy capital budgeting theory 47,
44,45\ 511177, 178, [791180L 811 ©4L (T35 [151].

It is safe to say now that almost all problems of the fuzzy NPV estimation are
solved. An unresolved problem is the fuzzy estimation of the /RR. Ward con-
sidered Eq. (2.2) and stated that such an expression cannot be applied to the fuzzy
case because the left hand side of Eq. (Z.2)) is fuzzy, whereas 0 in the right hand
side is a crisp value and an equality is impossible. Hence, the Eq. (Z.2)) is senseless
from the fuzzy viewpoint. Kuchta proposed a method for fuzzy /RR estimation
where a-cut representation of fuzzy numbers [86] was used. The method is based
on an assumption (see [94} p. 380]) that a set of equations for /RR determination on
each o-cut may be presented (in our notation) as follows:

P3G
(1+1RRS)!

(KVV® =0, (KVV%), =0, (2.3)

T
; —HRR"‘) -

where KVV = —KV, indexes “1”, “2” stand for the left and right bounds of
corresponding intervals respectively, P* = [(P%);,(P%)2] are crisp interval
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representations of fuzzy cash flows at time ¢ on « -cuts. Of course, from the equa-
tions (2.3) all crisp intervals d* = [d{,d¥], expressing the fuzzy valued IRR may be
obtained. On the other hand, Egs.(2.3) are not a direct consequence of conventional
fuzzy and interval arithmetic rules. Eqs.(2.3) were obtained in using fuzzy ex-
tension of (2.2) assuming that P;, KV (or at least one of them) are fuzzy numbers
and representing them by the sets of o-levels. Since Eqs.(2.3) should be verified
on each o -cut, it is quite enough to consider only crisp interval extension of 2.2),
which is the particular case of more general equation

F(d)—B=0, 2.4)

where B is an interval (B = KV in our case ) and F'(d) is an interval valued function
of interval argument d (in our case F (d) = Z;T:1 uf:—’d),).

Using regular interval arithmetic [75]], this equation can be transformed to
[Fi(d) — By,F>(d) — B1] = 0, and finally we get two equations F;(d) — By = 0,
F>(d) — By = 0. Of course, if we deal with a linear interval function F (d) A-d(A
is an interval) then Fi(d) = Ay -dy and F>(d) = Ay - d> , but if F(d) = 4 we have
Fi(d)=% ,F(d) = 3 since F) is the left bound (minimal value in interval) and
F, is the rlght bound (maximal value in interval) of interval value F'(d). Hence, the
use of the regular interval arithmetic rules leads to the following equations:

T P(x a T PO(
(kvv? ‘+2 (T+RRZ) (Kvv 2 (1+IRR%)

t=1 =

=0. (2.5)

There is no way to get a correct not inverted interval solution of (Z.3). Only inverted
intervals /RR, i.e., such that IRR‘f‘ > IRR‘z)‘ can be obtained from (2.3). Since it is
hard or even impossible to interpret reasonable such results, they can not be used in
practice. It is shown in [31] that only approximate real valued IRR (represented by
usual non interval numbers) may be obtained from (2.3)).

In Chapter 7, we show that the main problem is that the conventional interval
extension (and the fuzzy as well) of usual equations, which leads to the interval
or fuzzy equations such as (Z.3) is not a correct procedure. A new approach to
the solution of fuzzy IRR problem is proposed in [132], but rather as a heuristic
method. In Chapter 7, this method is presented as a part of more general problem of
the solution of nonlinear fuzzy equations.

Now the mathematical tools of fuzzy set theory and fuzzy logic are successfully
used for the risk analysis in e-commerce development [[128], in portfolio selection
[191 40, [711, 1801, in Black-Scholes option pricing models [98}[192], in corporate ac-
quisition systems [118]], in evaluating investments in advanced manufacturing tech-
nology [I], in interactive fuzzy interval reasoning for smart web shopping [103], in
fuzzy scheduling [113], in logistic [53].

The great achievements were made in the field of linear and nonlinear fuzzy
regression models [27, [69} [76, [170]]. This seems to be very important as the regres-
sion analysis is one of the most powerful methods used in economic and financial
applications.
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Nowadays it is rather impossible to make a comprehensive review and analysis
of applications of fuzzy set theory and fuzzy logic in economics and finance as the
methods of soft computing are used almost in all fields of economics. Nevertheless,
in some branches of modern economics and finance these methods still are wait-
ing for their application. For example, in insurance only first steps were made and
adoption of tools of fuzzy sets theory is now on the stage of problem formulation
[154].

There are some problems in implementation of fuzzy set theory tools in logis-
tic [53]). Basing on the literature analysis, we can say that now there are no
such general approaches that make it possible to obtain the solution of fuzzy linear
programming problem, fuzzy transportation or fuzzy distribution problems without
additional restrictions on the form of fuzzy parameters and variables. Obviously,
such restrictions substantially limit the ability of known methods to solve practi-
cally important problems when additional restrictions disturb the initial structure of
the problem.

Therefore, in Chapter 5, we propose a new numerical approach to the solution
of fuzzy distribution problem based on the direct fuzzy extension of the simplex
method.

Another important challenge for fuzzy set theory is input-output analysis de-
veloped by V. Leontief [99]. Input-output analysis is an extremely effective tool
used in more than 70 countries over the world for manufacturing processes opti-
mization, economy condition improvement and intersectors costs allocation analy-
sis. The fuzzy extension of Leontief’s model in a spirit of L. Zadeh was proposed
by J. Buckley in [25], but now only a few papers are devoted to this problem. The
fuzzy extension of Leontief’s model in practice needs a solution of a system of thou-
sands linear fuzzy equations. Therefore, we are faced with the problems of compu-
tational and methodological nature which complicate the successful solution of such
systems.

In Chapter 7, the solution of interval Leontiev’s input-output problem with the
use on a new approach to interval extension is proposed.

Intuitionistic fuzzy sets (A-IF'S) proposed by Atanassov [6] is one of the possible
generalizations of fuzzy set theory and appears to be relevant and useful in some
applications. The concept of A-/F'S is based on the simultaneous consideration of
membership ¢ and non-membership v of an element of a set to the set itself such
that 0 < pu+v<1.

The similar approach, the so-called vague sets, proposed by Gau and Buehrer
in is proved to be equivalent to the A-IFS (see [28]). Since vague sets were
proposed later than A-IF'S, here we shell always speak of A-/F'S. There are many
papers devoted to the theoretical problems of A-/F'S in the scientific literature (see
[130] for an overview).

Nevertheless, only a few papers presenting applications of A-IF'S in economics
and finance can be cited. In all cases A-/F'S are not used solely, but in synthesis with
other methods including the methods of soft computing.

In [31], the authors propose a new approach for fuzzy inference in intuitionis-
tic fuzzy systems, which combines the outputs of two traditional fuzzy systems to
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obtain the final conclusion of the intuitionistic fuzzy system. A new method is illus-
trated using the example of monitoring a nonlinear dynamic plant. Guo and Zhang
[64]] proposed a new approach to projectrisk evaluation based on intuitionistic fuzzy
sets and the so-called TOPSIS method. In [182]], the authors investigate the multi-
ple attribute decision making problems to deal with the supplier selection in supply
chain management with intuitionistic fuzzy information, in which the information
about attribute weights is completely known, and the attribute values take the form
of intuitionistic fuzzy numbers.The use of TOPSIS method with intuitionistic fuzzy
information is proposed. Then, based on the traditional TOPSIS method, calculation
steps for solving intuitionistic fuzzy multiple attribute decision-making problems
with known weight information are given. Finally, an illustrative example about
supplier selection is given to verify the developed approach and to demonstrate its
practicality and effectiveness. In [I38]], an intuitionistic fuzzy goal programming
approach for a quality control problem is proposed. The method for multi-objective
intuitionistic fuzzy linear programming and its application to the solution of trans-
portation problem is proposed in [73]. In [[74]], a multi-objective transportation prob-
lem under intuitionistic fuzziness is considered. In [138], the intuitionistic fuzzy
goal programming and its application for solving the multi-objective transportation
problem are presented.

It is worth noting that, unfortunately, in all papers cited above, the applications
seem to by rather numerical examples than real-world applications.

Let as consider the applications of interval analysis in economics and finance.

Interval mathematics was developed by M. Warmus in his paper where the
basic rules of interval arithmetic were formulated. But the birth of modern interval
arithmetic was marked by the appearance of the book “Interval Analysis” by Ramon
E. Moore in 1966 [122]]. He had the idea in Spring 1958, and a year later he had
published a report [121]] on how interval arithmetic could be implemented on a
computer. Now the modern interval analysis is well presented in the book and
some important applications of interval analysis can be found in the book [73].

The journal “Reliable Computing” (originally Interval Computations) has been
published since the 1990s, dedicated to the reliability of computer-aided computa-
tions. We can say that most of papers devoted to internal mathematical problems of
interval analysis are now published in this journal. Moreover, the literature analysis
makes it possible to conclude that “interval community” is now focused mainly on
theoretical researches. Probably, a relatively low number of applications of inter-
val analysis can be explained by the great popularity of fuzzy set theory. Really, an
interval may be naturally treated as a particular case of a fuzzy value.

Although Lodwick in his book makes an effort to eliminate the gap between
interval and fuzzy analysis, we can say that now interval analysis and fuzzy set
theory are developing almost independently, whereas theoretical results obtained by
“interval community” may be successfully exploited in the framework of fuzzy set
theory.

A relatively low number of papers was devoted to the solution of linear program-
ming problems in the interval setting with application to the transportation and other
problems of logistic. Steuer [163]], Tong [[173]], Chanas and Kuchta [33]] proposed the
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solutions of the linear programming problem with the interval target function. The
generalization of these solution was presented by Kuchta in [95]]. Similarly, in [48]]
the authors proposed the procedure for the solution of transportation problem with
interval parameters of the objective function and constraints. The generalized linear
fractional programming under interval uncertainty is developed in [68]. The pro-
posed method reduces the problem to solving from two to four real-valued general-
ized linear fractional programs. The method is illustrated by a simple von Neumann
economic growth model. It should be noted that in all above papers, the developed
methods are based on analytical procedures that makes it possible to transform the
initial interval problem to the set of usual linear programming problems with real
valued parameters. In such a way, the authors avoid the direct use of methods of
applied interval analysis based on the rules of interval arithmetic. Therefore, such
approaches can be only formally treated as applications of interval analysis.

Liu developed a method to derive the iinterval profit of the inventory model
when the demand quantity and unit cost are intervals. A pair of two-level math-
ematical programming model to derive the upper bound and lower bound of the
profit is formulated. It is shown that the interval profit contains more information
for determining inventory policy. In [43] 49], a method for evaluating interval fore-
casts with applications to the financial risk management was developed. In [4]], this
method is used for the comparison of a number of alternative autoregressive condi-
tional duration models using a sample of data for three major companies traded
on the Australian Stock Exchange. Li et al. proposed a dual-interval ver-
tex analysis method through incorporating the vertex method within an interval-
parameter programming framework. A management problem in terms of regional
air pollution control is studied to illustrate applicability of the proposed approach.
The results indicate that useful solutions for planning the air quality management
practice have been generated. They can help decision makers to identify desired
pollution-abatement strategies with minimized costs and maximized environmental
efficiencies.

Summarizing we can say that using the ¢-cut presentation of fuzzy numbers, the
problems of fuzzy arithmetic can be reduced to the problems of interval analysis.
Hence, the methods of interval analysis can be successfully used in applications of
fuzzy set theory. Therefore, in Chapter 3 we present the basics and some important
problems of interval analysis, in the following chapters (especially in Chapter 7) we
present some new methods of interval analysis and show how they can be used in
the economic and financial applications in the interval and fuzzy environments.

2.2 Economic and Financial Applications of Rough Sets Theory

Rough sets (RS) theory was introduced more than 20 ago by Pawlak [133]] and has

emerged as a powerful technique for the automatic classification of objects [177].
The popularity of RS theory stems primarily from its operational processes,

which adhere closely to the notions of knowledge discovery and data mining [110].
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Most RS applications are designed to deal with classification problems of one
form or another. In constructing such applications, RS theory is generally integrated
with other theories such as fuzzy set theory, grey systems theory and so on.

Based on the notion of the existence of indiscernibility relation between objects,
RS deal with the approximation of sets or concepts by means of binary relations.
Compared to other methods used in financial area, such as discriminant analysis,
univariate statistical method and linear probability model, this new method has the
following advantages [30, [62]]: it is based on the original data only and does not
need any external information; it is a tool suitable for analyzing not only quantitative
attributes, but also qualitative ones; it discovers important facts hidden in data and
expresses them in the natural language of decision rules; the set of derived decision
rules gives a generalized description of the knowledge contained in the database,
eliminating any redundancy typical of the original data; the obtained decision rules
are based on facts, because each decision rule is supported by a set of real examples;
the results of RS are easy to understand, while the results from other methods (credit
scoring, utility function and outranking relation) usually require an interpretation of
the technical parameters, with which the user may not be familiar.

The applications of RS in economic and financial prediction can be divided into
three main areas [153]]: business failure prediction [2, 30, [62] 67,
[164]), database marketing [92, and financial investment in-
cluding stock market analysis algorithms and portfolio selection 111,121 [60|
201].

The detailed review of applications of RS in financial domains can be found in
[172]. The methods of RS theory were used in the solution of scheduling problem
[109], in the model for extracting payment rules of vehicle license tax and for
the solutions of other problems of economic and financial analysis.

It is worthy to note that the best and useful in practical applications results have
been obtained when the tools of RS theory were used in the synthesis with other
methods of soft computing.

2.3 Artificial Neural Network-Based Applications in Economics
and Finance

In this section, the economical and financial applications of artificial neural net-
works are presented and discussed. Nowadays the tools of artificial neural networks
(ANN) are successfully used in almost all branches of economic and financial anal-
ysis. Therefore, it seems to be impossible to make a comprehensive review of all
applications of ANN in these fields. Therefore, here we present only the most im-
portant and successful applications especially concerned with the research issues we
deal with in the following chapters of this book.

Basing on the bibliography of neural network business applications research
[191] we can see that in 1994-1998 years production/operations had the largest
number of ANN applications, followed by finance, marketing/distribution,
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information systems, accounting/auditing, and human resources. In production/
operations, the most popular research areas were the part family/machine grouping,
job shop scheduling, cellular manufacturing system design, and equipment/machine
fault diagnosis/detection. Bankruptcy prediction of banks/firms was the most com-
mon application in the area of finance. In particular, the neural network model
trained by the back-propagation learning algorithm is the most popular tool used
for the solution of financial decision-making problems, whose prediction accuracy
outperforms that of other models, such as logistic regression (LR), linear discrim-
inant analysis (LDA), multiple discriminant analysis (MDA), k-nearest neighbor
(k-NN), decision trees, efc. This indicates that choosing an appropriate learning
model/classifier is a major factor affecting the classification or prediction result.

The analysis of the modern scientific literature make it possible to say that these
basic tendencies are still actual.

The state of the art in application of ANN for bankruptcy forecasting is pre-
sented in [[134], where the author noted that the first studies on the use of ANNs
were carried out in the early 1940s, but the financial applications are much more re-
cent. As for experiments within the scope of the forecast of bankruptcy, they did not
come out until 1990. The ANNs can be compared with the traditional statistical tools
of forecast: “The neural networks make it possible to approximate both linear and
nonlinear functions and achieve outstanding performances within the applications
concerning classification, the prediction of future values as well as the modeling
and the control of processes” [134]]. They have three main features that allowing
them to adapt the issue of bankruptcy forecast. On the one hand, the failure of a
company is a somewhat complex field which is still not the subject of a complete
theory. It is important that the large availability of the companies accountancy on
the data-processing data bases meets the need for the neural networks. Addition-
ally, bankruptcy forecast is not a problem that can be separated linearly, however,
an artificial neural network does not require a linear assumption of separation of the
classes. Therefore, their capacities can only be expressed efficiently within the scope
of both a significant base of examples and a non-linear complex problem since it has
not yet been the subject of mathematical modeling. The bankruptcy of companies
shows these three characteristics. In [29], ANNs are used for auditing and risk as-
sessment. The paper focuses on the use of ANNs as an enabler of the new business
risk auditing framework and provides insight into future research opportunities. In
general, ANNs, which are classifiers by nature, offer the capacity to consider multi-
ple types of evidence simultaneously and can assist auditors in assessing risks and
making judgments.

The important applications of ANNs are credit scoring, prediction of bankruptcy
of banks and firms, country investment risk estimation and financial crisis prediction.

The neural network ensembles were used for bankruptcy prediction and credit
scoring in [174]. A bank failure early warning system based on a novel localized
pattern learning and semantically associative fuzzy neural network is presented in
[127]). In [13]], three different ANN models serve as a cross validation of the effi-
cacy of using and consequent performance of neural network models that categorize
country investment risk. Two main ANN models named RBF and MLP were applied
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in to model the risky economical projects and performance results were com-
pared. Analysis of the neural network outputs proved that more predictive capability
can be achieved by MLP. The proposed network can be applied to any risky econom-
ical project analysis if the project inputs are normalized with a Gaussian distribution
function. The application of ANN models for predicting US recessions is presented
in [139]. This paper examines the relevance of various financial and economic indi-
cators in predicting US recessions via neural network models. The author shares the
view that business cycles are asymmetric and cannot be adequately accommodated
by linear constant-parameter single-index models. Therefore the author uses a novel
neural network to recursively model the relationship between the leading indicators
and the probability of a future recession.

The usefulness of ANNs for early prediction of economic crisis is analyzed in
[90]. The authors noted that during the 1990s, the economic crises in many parts
of the world have sparked a need in building early warning system (EW.S) which
produces signal for possible crisis, and accordingly various EW Ss have been estab-
lished. In this paper, the authors focus on an interesting issue: “How to train EW S?”
To study this, various aspects of the training data (i.e., the past crisis related data)
were discussed and then several data mining classifiers including artificial neural
networks were probed as a training tool for EWS. In [197]], a multiscale neural net-
work learning paradigm for financial crisis forecasting is proposed. For illustration
purpose, the proposed multiscale neural network learning paradigm is applied to
exchange rate data of two Asian countries to evaluate the state of financial crisis.
Experimental results reveal that the proposed multiscale neural network learning
paradigm can significantly improve the generalization performance relative to con-
ventional neural networks.

The methods based on ANNs are successfully used in production prediction. In
[129], the authors describe a decision support system that incorporates both curve
fitting and ANN approaches, and present a range of possible solutions for oil pro-
duction prediction. The synthesis of seasonal time series ARIMA method and neural
networks with genetic algorithms for predicting the production value of the mechan-
ical industry in Taiwan is presented in [107]. The paper [[7] presents an approach
based on an integrated genetic algorithm and artificial neural network to estimate
and predict the electricity demand using stochastic procedures. The economic indi-
cators used in this paper are price, value added, number of customers and consump-
tion in the previous periods. This model can be used to estimate the energy demand
in the future by optimizing the values of parameters. Modified neo-fuzzy neuron-
based approach for economic and environmental optimal power dispatch is devel-
oped in [36]. It is shown that the proposed model is capable of achieving accurate
results and the training is observed to be faster than other popular neural networks.
In [[142], the synthesis of ANNs and multiple criteria analysis is used for sustainable
irrigation planning. In the paper [37], the authors provide a microeconomic appli-
cation of ANNs by input-output mapping for 82 US major investor-owned electric
utilities using fossil-fuel fired steam electric power generation for the year 1996.
They construct a multilayer feed-forward neural network with back-propagation to
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represent the relationship between a set of inputs and an electricity production as an
output.

One of the classical tools for characterizing an economic system is input-output
analysis, invented by Leontief. The original input-output analysis is a static model
[100], and it has been extended to a dynamic input-output model [T0T].

In [[184]], an alternative method of input- output analysis is proposed. This method
is based on the layered neural network model. It shows that neural networks method
can be useful for input-output analysis for a dynamic economic system.

The problem of scheduling is a traditional application of ANNs. In [156], the au-
thors first propose an attribute selection algorithm based on the weights of neural
networks to measure the importance of system attributes in a neural network-based
adaptive scheduling (NVNAS) system. Next, the NNAS system is combined with the
attribute selection algorithm to build scheduling knowledge bases. In [157], a real-
time scheduling algorithm is proposed. This algorithm first makes a fuzzy classifi-
cation for the operations of jobs in real-time and then schedules using the heuristic.
The heuristic is obtained by training a neural network off line with the use of ge-
netic algorithm. Based on these ideas a real-time scheduler is built with neuro-fuzzy
network.

The job-shop scheduling problem is one of the most difficult problems in schedul-
ing. It aims to allocate a number of machines over time to perform a set of jobs with
certain constraint conditions in order to optimize a certain criterion. To solve this
problem, in the neural network is constructed based on the constraint condi-
tions of a job-shop scheduling problem. Its structure and neuron connections can
change adaptively according to the real-time constraint satisfaction situations that
arise during the solving process. In [3], the authors give a comprehensive overview
on ANNs approaches for solution of production scheduling problems, discuss both
theoretical developments and practical experiences, and identify research trends.
More than 50 major production and operations management journals published in
years 1988-2005 have been reviewed. Existing approaches are classified into four
groups, and additionally a historical progression in this field was emphasized. An
application of ANNs for the solution of flowshop problem is presented in [34]]. This
paper considers the n-job, m-machine permutation flowshop with the objective of
minimizing the mean flowtime. Initial sequences that are structured to enhance the
performance of local search techniques are constructed from job rankings delivered
by a trained neural network. The network’s training is done by using data collected
from optimal sequences obtained from solved examples of flowshop problems.

ANN s are successfully used for the solution of different financial problems.

The paper [91] introduces a resource allocation neural network model to optimize
investment weight of portfolio. This model can dynamically adjust the investment
weight as a basis of 100 percent of summing all of asset weights in the portfolio. A
model based on the combining neural networks and decision trees for earnings man-
agement prediction is presented in [173]. This paper is a preliminary study focusing
on the development of neural network and decision trees models to predict the level
of earnings management. It is believed that the predictive models can help users
of financial statements who make decisions depending on the earnings amounts.
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Besides, building a prediction model to indicate the level of earnings management
in advance is a new application for neural networks.

One of the most important and fruitful applications of ANNs is the forecasting in
different branches of finance.

The distribution forecasting of high frequency financial time series is presented
in [132]]. The availability of high frequency data sets in finance has allowed the
use of very data intensive techniques using large data sets in forecasting. In this
study, an algorithm requiring fast k-NN type search has been implemented using a
binary neural network based upon correlation matrix memories. This work has also
constructed probability distribution forecasts. In assistance to standard statistical
error measures, the implementation of simulations has allowed actual measures of
profit to be calculated.

One of the major difficulties in investment strategy is to integrate a supply chain
with finance for controlling the marketing timing. In [42]], a hybrid forecast market-
ing timing model based on the probabilistic neural network, rough set and decision
tree is developed. The authors use not only the different indexes of fundamental
and technical analysis, but also the rough set theory and artificial neural networks
inference system to construct three investment market timing classification mod-
els. This includes the probabilistic neural network classification model, rough set
classification model and hybrid classification model combining probabilistic neural
networks, rough sets and decision tree. An approach for the financial performance
prediction based on the ANN's and the data of fundamental and technical analysis is
proposed in [97]. This research project investigates the ability of neural networks,
specifically, the back propagation algorithm, to integrate fundamental and technical
analysis for the financial performance prediction. The predictor attributes include 16
financial statement variables and 11 macroeconomic variables. A hybrid approach to
the Japanese candlestick method for financial forecasting is developed in [84]]. This
paper discusses an experimental study of the Japanese candlestick method used in
hybrid stock market forecasting models. Two models are presented in this paper.
The first of them is a committee machine with simple generalized regression neural
networks experts. This model also has a simple gating network. The second model
has a similar committee machine along with a hybrid type gating network that con-
tains fuzzy logic. A method for forecasting stock market returns with the use of data
mining and neural networks is presented in [56]. This paper introduces an informa-
tion gain technique used in machine learning for data mining to evaluate the pre-
dictive relationships of numerous financial and economic variables. Neural network
models for level estimation and classification are then examined for their ability to
provide an effective forecast of future values. A cross-validation technique is also
employed to improve the generalization ability of several models. The forecasting
model of global stock index based on the stochastic time effective neural network
is proposed in [111]]. This paper introduces a new stochastic time effective function
to model a stochastic time effective neural network model. The effectiveness of the
model has been analyzed by performing a numerical experiment on the data of SA/,
SBI, HSI, DJI, IXIC and S&P500, and the validity of the volatility parameters of
the Brownian motion is tested. Further, the paper shows some predictive results on
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the global stock indices using the stochastic time effective neural network model.
In [143]], the forecasting the volatility of stock price index is analyzed. This paper
proposes a hybrid model with neural network and time series analysis for forecast-
ing the volatility of stock price index in two view points: deviation and direction.
This model demonstrates the utility of the neural network combined with time series
analysis for the forecasting financial goods. A regression neural network for error
correction in foreign exchange forecasting and trading is used in [39]. The authors
propose an adaptive forecasting approach which combines the strengths of neural
networks and multivariate econometric models. This hybrid approach contains two
forecasting stages. In the first stage, a time series model generates estimates of the
exchange rates. In the second stage, general regression neural network is used to
correct the errors of the estimates. In [89], the stock market prediction using ANNs
with optimal feature transformation is considered. This paper compares a feature
transformation method using a genetic algorithm (GA) with two conventional meth-
ods for building ANNs. In this study, the GA is incorporated to improve the learn-
ing and generalizability of ANNs for stock market prediction. Daily predictions are
conducted and prediction accuracy is measured. In this study, three feature transfor-
mation methods for ANNs are compared. A new method for stock market prediction
of S&P 500 based on ANNs is presented in [198]]. The authors propose an improved
bacterial chemotaxis optimization, which is then integrated into the back propaga-
tion artificial neural network to develop an efficient forecasting model for prediction
of various stock indices. Experiments show its better performance than other meth-
ods in learning ability and generalization. The use of multiple classifiers for stock
market prediction is proposed in [140]. In this paper, the authors investigated the
predictability of the Dow Jones Industrial Average index to show that not all peri-
ods are equally random. They used the Hurst exponent to select a period with great
predictability. Parameters for generating training patterns were determined heuristi-
cally by auto-mutual information and false nearest neighbor methods. Some induc-
tive machine-learning classifiers-ANN, decision tree, and k-nearest neighbor were
then trained with these generated patterns. Through appropriate collaboration of
these models, the authors achieved prediction accuracy up to 65 percent.

The paper [124] is devoted to the important methodological problem “Is the pre-
dictability of emerging and developed stock markets really exploitable?”. The au-
thors have analyzed the daily and weekly forecastability of stock returns of a large
number of markets during several years. They employed different information sets
as well as model specifications; they also considered linear and nonlinear forecasts
to assess the validity of the results. They use a variety of linear and nonlinear artifi-
cial neural networks models and perform a computationally demanding forecasting
experiment to assess the predictability of returns. The results suggest that nonlinear
models do not provide superior predictions than the linear ones and that emerging
and developed stock markets are generally nonpredictable when total transaction
cost are considered. It is very important that according to obtained results, ANNs do
not provide superior performance than the linear models.

An important application of ANNs is the development of intelligent stock trad-
ing decision support systems. Modern computerized stock trading systems (or the
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so-called mechanical trading systems) are based on the simulation of the decision
making process and generate advices for the trader to buy or sell some stocks or
other financial tool he/she deals with taking into account the price history, technical
analysis indicators, accepted rules of trading and so on.

An intelligent stock trading decision support system based on fuzzy neural net-
work and artificial neural network is developed in [96]. The authors proposed a
genetic algorithm based fuzzy neural network to formulate the knowledge base of
fuzzy inference rules which can measure the qualitative effect on the stock mar-
ket. Next, the effect is integrated with the technical indexes through the ANN. An
example based on the Taiwan stock market is utilized to assess the proposed intelli-
gent system. Evaluation results indicate that the neural network considering both the
quantitative and qualitative factors excels the neural network considering only the
quantitative factors both in the clarity of buying-selling points and buying-selling
performance.

The trading system based on ANNs, forecasting and trading strategy is proposed
in [47]. It is noted that previous researches in learning methods has focused on pre-
dictability based on comparative evaluation and these techniques may be employed
to forecast financial markets as a prelude to intelligent trading systems. This paper
explores the effect of a number of possible scenarios in this context. The alternative
combinations of parameters include the selection of a learning method, whether a
neural net or case based reasoning; the choice of markets, whether in one country or
two; and the deployment of a passive or active trading strategy. When coupled with
a forecasting system, however, a trading strategy offers the possibility for returns in
excess of a passive buy-and-hold approach. In this study, the authors investigated the
implications for portfolio management using an implicit learning technique (neural
nets) and an explicit approach. In [141]], a novel recurrent neural network-based pre-
diction system for option trading and hedging is developed. The authors propose a
novel non-parametric method using an ad-hoc recurrent neural network for estimat-
ing the future prices of war commodities such as gold and crude oil as well as curren-
cies, which are increasingly gaining importance in the financial markets. The price
predictions from the network shown to be accurate and computationally efficient,
are used in a hedging system to avoid unnecessary risks. Experiments with actual
gold and currency trading data show that the developed system using the proposed
network and strategy can construct portfolios yielding a great return on investment.

The decision-making model for stock markets based on ANNs is proposed in
[126]]. The paper introduces an intelligent decision-making model which is based on
the application of ANNs and swarm intelligence technologies. The proposed model
is used to generate one-step forward investment decisions for stock markets. The
ANNSs are used to make the analysis of daily stock returns and to calculate one
day forward decision for purchase of the stocks. Subsequently the particle swarm
optimization algorithm is applied in order to select the “the best” ANN for the future
investment decisions and to adapt the weights of other networks toward the weights
of the best network.

A novel fuzzy neural network intelligent stock trading system is developed in
[169]]. It combines the superior predictive capability of ANNs and the use of widely
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accepted moving average and relative strength indicator trading rules. The system
is demonstrated empirically using real live stock data to achieve significantly higher
multiplicative returns than a conventional technical analysis rule-based trading
system.

The fuzzy adaptive decision-making for rational traders in speculative stock mar-
kets is developed in [[14]. This paper introduces a hybrid neurofuzzy system for
decision-making and trading under uncertainty. The efficiency of a technical trad-
ing strategy based on the neurofuzzy model is investigated in order to predict the
direction of the market for 10 of the most prominent stock indices of USA, Europe
and Southeast Asia. It is demonstrated via an extensive empirical analysis that the
neurofuzzy model allows technical analysts to earn significantly higher returns by
providing valid information for a potential turning point on the next trading day.

The system developed in [34] is a first attempt in the literature to predict the
sell/buy decision points instead of stock price itself. In this study, an integrated
system based on the combining dynamic time windows, CBR, and neural network
for stock trading prediction is developed and there are three stages in this system:
(1) screening out the potential stocks and the important influential factors; (2) us-
ing a back propagation network to predict the buy/sell points (wave peak and wave
trough) of stock price; (3) adopting case based dynamic windows to further improve
the forecasting results. The empirical results show that the proposed model can re-
duce the false alarm of buying or selling decisions.

In [37]], intelligent technical analysis based equivolume charting for stock trading
using neural networks is presented. Two technical indicators, namely the volume
adjusted moving average (VAMA) and the easy of movement (EMV') indicator, are
developed from equivolume charting. This paper explores the profitability of stock
trading by using a neural network model developed to assist the trading decisions
based on VAMA and EMV . The generalized regression neural network is chosen
and utilized on past S&P 500 index data. The results show that the stock trading
using the neural network with the VAMA and EMV outperforms the results of stock
trading generated from the VAMA and EMV without neural network assistance, the
simple moving averages (MA) in isolation, and the buy-and-hold trading strategy.

A hybrid stock trading system for intelligent technical analysis-based equivol-
ume charting is proposed in [38]]. The authors present the use of an intelligent hy-
brid stock trading system that integrates neural networks, fuzzy logic, and genetic
algorithms techniques to increase the efficiency of stock trading when using a vol-
ume adjusted moving average (VAMA), a technical indicator developed from equiv-
olume charting. For this research, a neuro-fuzzy-based genetic algorithm utilizing
a VAMA membership function is introduced. The results show that the intelligent
hybrid system takes advantage of the synergy among these different techniques to
intelligently generate more optimal trading decisions based on VAMA, allowing in-
vestors to make better stock trading decisions.

An empirical methodology for developing stock market trading systems using ar-
tificial neural networks is presented in [179]. It is noted that a great deal of work has
been published over the past decade on the application of neural networks to stock
market trading. Individual researchers have developed their own techniques for
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designing and testing these neural networks, and this presents a difficulty when try-
ing to learn lessons and compare results. This paper aims to present a methodology
for designing robust mechanical trading systems using soft computing technologies
such as artificial neural networks. The paper describes the key steps involved in
creating a neural network for the use in stock market trading, and places particu-
lar emphasis on designing these steps to suit the real-world constraints the neural
network will eventually operate in. Such a common methodology brings with it a
transparency and clarity that should ensure that previously published results are both
reliable and reusable.

Summarizing we can say that during the last two decades powerful mathematical
methods have been used to find a way to predict stock prices accurately, but they
have produced less than successful results in practice [66]. In [96], it is shown that
numerous studies addressing stock price prediction have generally employed the
time series analysis techniques [87] and multiple regression models. Recently, arti-
ficial intelligence techniques like ANNs and genetic algorithms have been applied
in this area. However, the above-mentioned concern still exists [T19].

In [88]], the use of ANNs had some limitations in learning the patterns because
stock price data have tremendous noise and complex dimensionality. In [96], it is
pointed out that numerous factors such as macro-economical and political events
may have a major influence on stock prices. As it was noted in [I83]] “in recent
times interest has turned to the use of neural networks for this task, but had less than
successful results”. That is why, a growing interest of researchers to the application
of RS theory for trading rules extraction is observed [183]]. The synthesis of
fuzzy logic and Dempster-Shafer theory of evidence (DST) also seems to be chal-
lenging enough in the building stock trading systems. Chapter 6 of this book is
devoted to this issue.

2.4 Applications of Multiple Criteria Decision Making in
Economics and Finance

It is safe to say that almost all real-world economic and financial problems are mul-
tiple criteria ones since usually at least two controversial criteria should be taken
into account: the profit maximization and risk minimization. In reality, these prob-
lems can be solved taking into account a great number of conflicting local criteria of
different importance, often ill defined and organized into the complex hierarchical
structures. Therefore, a large number of applications of multiple criteria decision
making (MCDM) in economics and finance can be found in the literature.

In this section, the more important applications are presented with the classification
of them.

The authors of [166] presented the widest review of this problem based on more
than 250 literature indices. They have showed that MCDM is now actively used
in such areas as portfolio analysis, capital budgeting, general financial planning,
working capital and commercial bank management, auditing, accounting, insur-
ance and pension fund management, interest rate and risk analysis, prediction and
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classification, government and nonprofit organizations, strategic planning, mergers,
and acquisitions.

The first mathematically formalized decision theory was developed by John von
Neumann and Oskar Morgenstern. In 1944, they published their book “Theory of
Games and Economic Behavior”. In this book, they moved on from Bernoulli’s for-
mulation of an utility function over wealth, and defined an expected utility function
over lotteries or gambles.

The classical utility theory deals with the probabilistic type of uncertainty and was
used in many economical and financial applications. It makes it possible to aggregate
local criteria presented by utility functions to rank the competing alternatives.

There are different approaches to formulation of MCDM proposed in the liter-
ature. The first attempt of classification of these approaches was made in [144].
The author separates tree main classes of MCDM problems, but more scientifically
grounded seems to be the classification presented ten years later in , where the
following classes of MCDM were distinguished: multiobjective mathematical pro-
gramming, multiattribute utility theory, outranking relations approach, preference
disaggregation approach.

Multiattribute utility theory is the generalization of classical utility theory and is
based on the aggregated utility functions. The problems concerned with formulation
of aggregated multiple criteria utility functions under probabilistic uncertainty are
described in [200].

An approach based on the preference relations was implemented in the ELECTRE
method. This method is flexible enough to analyze alternatives when it is hard to
discriminate them. The methods based on the preference relations are presented in
[81].

The methods of preference disaggregation are based on the ordinal regression
analysis. The broad bibliography about these methods is presented in [131].

The methods described above were used for the solution of different economic
and financial problems. The comprehensive review of such applications may be
found in [202].

The main limitations of the described above methods are the use of classical
utility theory with strongly monotone utility functions representing local criteria, the
weighted sum used for aggregation of local criteria and the probabilistic approach
to modeling uncertainty.

Nevertheless, the nature of economic and financial MCDM problems usually
needs more flexible methods for modeling different kinds of uncertainties.

For example, let us consider an investment evaluation problem. It is well known
that evaluation of important investment projects usually can not be successfully car-
ried out using only financial parameters since the possible ecological, social and
even political factors of project’s implementation should be evaluated as well. The
role of these factors rises along with the project’s importance. Obviously, such fac-
tors, as a rule, can not be predicted with a high accuracy, moreover their estima-
tions are usually based on the expert’s opinions expressed in a verbal form. So the
proper mathematical tools are needed to incorporate such ill defined estimations into
the general evaluation of investment project. Since the applicability of traditional
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probabilistic methods is often limited by absence of objective probabilistic informa-
tion about future events, during last two decades the growing interest to the appli-
cation of the methods of soft computing such as interval analysis, fuzzy sets theory
methods, rough sets and the tools of DST to the solution of MCDM problems in
economics and finance has been observing. As a rule, in applications the different
combinations of these methods are used.

Nowadays the most popular in the applications MCDM method is the analytic
hierarchy process (AH P) developed by T. Saaty [147].

Vaidya and Kumar [178]] presented a broad overview of applications of AHP. A
total of 150 application papers are referred to in this paper, 27 of them are criti-
cally analyzed. It is shown that the main applications of AHP and fuzzy AHP are
concerned with the following problems: selection, evaluation, benefit-cost analy-
sis, allocations, planning and development, priority and ranking, decision making,
forecasting, medicine and related fields, quality function deployment.

In [52], a fuzzy AHP approach is used for computer-aided machine-tool selec-
tion. Both economic evaluation criterion and strategic criteria such as flexibility,
quality improvement, which are not quantitative in nature, are considered for eval-
uation. Much has been written about the deficiencies of traditional models for jus-
tifying advanced manufacturing systems. It is emphasised that the use of fuzzy set
theory allows us for incorporating unquantifiable, incomplete and partially known
information into the decision model. In this paper, a fuzzy AHP is used for the eval-
uation and justification of an advanced manufacturing system. Finally, an example
of machine tool selection is used to illustrate and validate the proposed approach.
In [65], an AHP based approach was used for the solution of personnel selection
problem. Due to the increasing competition in the process of globalization and fast
technological improvements, world markets demand companies to have quality and
professional human resources. This can only be achieved by employing potentially
adequate personnel. In this paper, the authors proposed a personnel selection system
based on fuzzy analytic hierarchy process (FAHP). The FAHP is applied to evaluate
the best adequate personnel dealing with the rating of both qualitative and quanti-
tative criteria. The result obtained using FAHP is compared with results produced
by Yager’s weighted goals method. In addition, a practical computer-based decision
support system is introduced to provide more information and help manager to make
better decisions under fuzzy circumstances.

The hierarchical structure of the problem of evaluating alternative production
cycles is considered in and AH P method is used for its building. Nevertheless,
the drawback of this work is that the simple normalization of financial parameters
(dividing them by their maximal values) is applied instead of natural local criteria.

An interesting example of practical application of the multiple criteria hierarchi-
cal analysis is presented in [103]. The generalized AHP method has been used for
estimation of 103 mutually dependent investment projects proposed for the Tumen
river region (China) industrial development.

In the last decade, the grooving interest to the application of DST is observed.
It should be noted that DST usually is not used solely, but with combination with
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some other methods. As now only a few papers devoted to the applications of DST
in economics and finance are published, we analyze them with pertinent details.

Beynon et al. [16] developed a new method based on the synthesis of DST as a
promising improvement on “traditional” approaches to decision analysis and AHP.
The method is illustrated by simple example. In this example, the decision involves
buying a new car, from a choice of 3 known types of car (decision alternatives), say
A, B and C. In the DST terminology A, B, C is then the frame of discernment. The
criteria to help us judge each of these cars are: price, fuel, comfort and style. The
overall objective (focus) is to decide which is the best car to buy.

The paper outlines a new software system that utilizes the newly developed
method (DS /AH P) which combines aspects of the AH P with DDST for the purpose
of multi-criteria decision making. The method allows a decision maker considerably
greater level of control (compared with conventional AH P methods) on the judgments
made in identifying levels of favouritism toward groups of decision alternatives. More
specifically, the DS /AH P analysis allows decision makers for additional analysis, in-
cluding levels of uncertainty and conflict in the decisions made, for example. In this
paper, an expert system is introduced which enables the application of DS/AHP to
MCDM. The expert system illustrates further the usability of DS/AHP, also includ-
ing new aspects of analysis and representation offered through using this method. In
[18]], the author exposits a novel technique for the ranking and classification of ob-
jects to a particular state. Each object is described by measurements from a number
of variables which may offer different levels of support for the individual objects to
be associated with the two states: a given hypothesis and not the hypothesis. The DST
is a central component of this technique. This makes it possible to estimate the mea-
sure of concomitant ignorance, which may encompass the precision of the individual
measurements as well as the possible ambiguity of their influence on the subsequent
classification of objects. The level of ignorance influences the utilization of the tech-
nique as a tool for the ranking or classification of objects. A simplex plot method
for representing data provides a clear visual representation (interpretation) to the de-
gree of interaction of the support from the variables to the ranking or classification
of the objects. To illustrate the proposed technique, the application considered in the
paper is the elucidation of the risk of corporate failure of a number of companies.
Subsequently, each variable (financial and non-financial) may offer support for the
ranking and classification of companies between the extreme states of being a failed
or non-failed company. A comparison on the ranking and classification of companies
is made with a traditional multivariate discriminant analysis.

Wang et al. have used the so-called evidential reasoning (ER) approach
(based on the DST) for environmental impact assessment (E/A) problems. These
problems are often characterized by a large number of identified environmental fac-
tors that are qualitative in nature and can only be assessed on the basis of human
judgments, which inevitably involve various types of uncertainties such as ignorance
and fuzziness. All assessment information, quantitative or qualitative, complete or
incomplete, and precise or imprecise, is modelled using a unified framework of a
belief structure. The ER approach is used to aggregate multiple environmental fac-
tors, resulting in an aggregated distributed assessment for each alternative policy. A
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numerical example and its modified version are studied to illustrate the detailed im-
plementation process of the ER approach and demonstrate its potential applications
in EIA.

In [139], the authors have developed a rough set and DST based formalism to
objectively represent uncertainty inherent in the process of service discovery, char-
acterization, and classification. Rough set theory is ideally suited for dealing with
limited resolution, vague and incomplete information, while DST provides a consis-
tent approach to model an expert’s belief and ignorance in the classification decision
process. Integrating these two formal approaches in spatial domain provides a way
to model an expert’s belief and ignorance in service classification. In an application
scenario of the model, the authors have used a cognitive map of retail site assess-
ment, which reflects the partially subjective assessment process. Thus, the authors
provide a naturalistic means of incorporating both qualitative aspects of intuitive
knowledge as well as hard empirical information for service management within a
formal uncertainty framework.

In [[193], the evidential reasoning approach (ER) is used in combination with mul-
tiple attribute decision analysis (MADA). In this paper, the ER approach is further
developed to deal with MADA problems with both probabilistic and fuzzy uncer-
tainties. In this newly developed ER approach, precise data, ignorance and fuzziness
are all modelled under the unified framework of a distributed fuzzy belief structure,
leading to a fuzzy belief decision matrix. In contrast to the existing ER algorithm
that is of a recursive nature, a new fuzzy ER algorithm provides an analytical means
for combining all attributes without iteration, thus providing scope and flexibility
for sensitivity analysis and optimization. A numerical example (ranking the cars) is
provided to illustrate the detailed implementation process of the new ER approach
and its validity and wide applicability.

XXX

Nowadays, a new ranking method called technique for order preference by sim-
ilarity to ideal solution (TOPSIS) becomes very popular in economic and financial
application. It is a typical MCDM method and seems to be flexible enough for its
exploiting in applications in the synthesis with other methods. Since TOPSIS is a
relatively new method, here we analyze its applications with some details.

In [46], a fuzzy TOPSIS approach for selecting plant location is proposed, where
the ratings of various alternative locations under various criteria and the weights
of various criteria are assessed in linguistic terms represented by fuzzy numbers.
In the proposed method, the ratings and weights assigned by decision makers are
averaged and normalized into a comparable scale. The membership function of each
normalized weighted rating can be presented using arithmetic of fuzzy numbers.
Using the suggested method, the decision maker’s fuzzy assessments with different
rating viewpoints and the trade-off among different criteria are considered in the
aggregation procedure to assure more convincing decision making. A numerical
example demonstrates the feasibility of the proposed method.

Yong [195] developed a new fuzzy TOPSIS method. Compared with existing
fuzzy T OPSIS methods, the proposed method can deal with group decision-making
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problems in a more efficient manner. A numerical example of plant location selec-
tion is used to illustrate the efficiency of the proposed method.

Shyur [158] models the commercial-off-the-self (COT S) evaluation problem as
an MCDM problem and proposes a five-phase COT S selection model combining the
technique of ANP (analytic network process) and modified 7OPSIS method. Given
the high interest in motivation to the use of commercially available software, the
evaluation and selection of (COT S) products is an important activity in the software
development projects. Selecting an appropriate COT S product is often a non-trivial
task in which multiple criteria need to be careful considered. The case study demon-
strates the effectiveness and feasibility of the proposed evaluation procedure.

A new approach to multi-objective inventory planning using multi-objective par-
ticle swarm optimization (MOPSO) and TOPSIS is presented in [176]. This paper
first employs the (MOPSO) algorithm to generate the non-dominated solutions of
a reorder point and order size system. The TOPSIS method is then used to sort
the non-dominated solutions by the preference of decision makers. That is, a two-
stage multi-criteria decision framework which consists of MOPSO and T OPSIS is
presented to find out a compromise solution for decision makers. By varying the
weights of various criteria, including minimization of the annual expected total rel-
evant cost, minimization of the annual expected frequency of stock-out occasions,
and minimization of the annual expected number of stock-outs, managers can de-
termine the order size and safety stock simultaneously which fits their preference
under different situations.

In [85]], the interpretive structural modeling and fuzzy TOPSIS are used for the
selection of reverse logistics provider. It is worthy to note that this paper is devoted
to the solution of the real-world problem. For industries, the management of return
flow usually requires a specialized infrastructure with special information systems
for tracking and dedicated equipment for the processing of returns. Therefore, in-
dustries are turning to third-party reverse logistics providers (3PRLPs). In this paper,
a multi-criteria group decision making (MCGDM) model in fuzzy environment is
developed to guide the process of selection of the best 3PRLP. The interactions
among the criteria are also analyzed before arriving at a decision for the selection
of the best 3PRLP among 15 alternatives. The analysis is done through interpretive
structural modeling (/SM) and fuzzy T OPSIS. Finally the effectiveness of the model
is illustrated using the case study of battery manufacturing industry in India.

A two step fuzzy AHP and TOPSIS methodology is developed in [63] for the
evaluation of hazardous waste transportation firms. Hazardous wastes are likely the
source of danger to human health and/or environment. The safe transportation of
them is then a very important problem. Consequently, the selection of the right and
most appropriate transportation firm is an important problem for hazardous waste
generators. In this paper, a two step methodology is structured to evaluate hazardous
waste transportation firms using the methods of fuzzy AHP and TOPSIS. A numer-
ical example is presented to clarify the methodology.

An interesting real-world application of TOPSIS in combination with fuzzy
AHP is presented in [149]. The aim of this study is to propose a fuzzy multi-
criteria decision model to evaluate the performances of banks. The largest five
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commercial banks of Turkish banking sector are examined and these banks are eval-
uated in terms of several financial and non-financial indicators. Fuzzy analytic hier-
archy process (FAHP) and TOPSIS methods are integrated in the proposed model.
After the weights of local criteria are determined based on the opinions of experts
using the FAH P method, these weights are input to the 7OPSIS method to rank the
banks. The results show that not only financial performance, but also non-financial
performance should be taken into account in a competitive environment.

In [183], the fuzzy hierarchical TOPSIS is used for the solution of supplier selec-
tion problem. This study proposes a new fuzzy hierarchical T OPSIS method, which
not only is well suited for evaluating fuzziness and uncertainty problems, but also
can provide more objective and accurate criterion weights, while simultaneously
avoiding the problem of Chen’s fuzzy T OPSIS. For application and verification, this
study presents a numerical example and build a practical supplier selection problem
to verify the proposed method and compare it with other methods.

Ashtiani et al. [3] developed an extension of fuzzy TOPSIS method based on
interval-valued fuzzy sets. In this paper, the interval-valued fuzzy T OPSIS method
is presented aiming at solving MCDM problems in which the weights of criteria
are unequal, using interval-valued fuzzy sets concepts. The method is illustrated
by the example of choosing a manager for R&D department of telecommunication
company.

The solution of the real-world problem of choice of location for direct foreign
investment in new hospitals in China using ANP and T OPSIS is presented in [112].
This study models location choices for foreign direct investments in new hospitals
in China as the MCDM problem and develops a multidirectional relationship de-
cision model which combines the techniques of analytic network process (ANP)
and TOPSIS. This study discusses applying ANP to the relative weighting of mul-
tiple assessment criteria. The TOPSIS approach is employed to rank 15 counties of
China’s Yangtze River Delta region (without the Zhoushan) in terms of their overall
performance under the decision model. To illustrate how the proposed approach is
applied to the problem of selecting locations for new hospitals in China the empiri-
cal study of the real case is performed.

There are only a few papers devoted to the application of intuitionistic fuzzy sets
A-IFS to the solution of MCDM economic and finance problems in the literature,
whereas as it is stated in [168], A-IFS provide a richer apparatus to grasp impre-
cision than the conventional fuzzy sets and they seem to be a promising tool for
extended decision making models.

In [102]], the methods of intuitionistic fuzzy sets are used for the solution of an
air-condition system selection problem which is a multiattribute decision making
problem. Unfortunately, the application seems to be only a numerical example.

Boran et al. [22] combined the method of multi-criteria intuitionistic fuzzy group
decision making with TOPSIS method to select an appropriate supplier in group
decision making environment. Intuitionistic fuzzy weighted averaging operator is
utilized to aggregate individual opinions of decision makers for rating the impor-
tance of criteria and alternatives. Finally, a numerical example for supplier selection
is given to illustrate application of intuitionistic fuzzy T OPSIS method.
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In [187], the authors proposed an approach to multiattribute decision making
with interval-valued intuitionistic fuzzy assessments and incomplete weights. By
employing a series of optimization models, the proposed approach derives a linear
program for determining attribute weights. An illustrative investment decision prob-
lem is employed to demonstrate how to apply the proposed procedure and compara-
tive studies are conducted to show its overall consistency with existing approaches.

2.5 Summary and Discussion

In this chapter, we have shown that almost all modern soft computing methods can
be successfully applied to the solution of economic and financial problems in dif-
ferent fields. In applications (especially in MCDM), the modern methods usually
are not used solely, but in different combinations. Nevertheless, in many cases the
applications seem to be rather numerical examples, not the solutions of real-world
problems. Especially, the applications of intuitionistic fuzzy sets and the Dempster-
Shafer theory are performed in the literature by such numerical and sometimes arti-
ficial examples.

There is a problem of interconnection of applied interval analysis and fuzzy set
theory. Basing on the literature analysis, we can say that now interval analysis and
fuzzy set theory are developing almost independently, whereas theoretical results
obtained by “interval community” may be successfully exploited in the framework
of fuzzy set theory. Moreover, the literature analysis makes it possible to conclude
that “interval community” is now focused mainly on the theoretical researches.
Probably, the relatively low number of applications of interval analysis can be ex-
plained by the great popularity of fuzzy set theory. Really, an interval may be natu-
rally treated as a particular case of a fuzzy number.

Nevertheless, we can say that using ¢-cut presentation of fuzzy values, the prob-
lems of fuzzy arithmetic can be reduced to the problems of interval analysis. Hence,
the methods of interval analysis can be successfully used in applications of fuzzy set
theory. Therefore, in Chapter 3 we present the basic definitions and some important
problems of interval analysis, and in the following chapters (especially in Chapter 7)
we present some new methods of interval analysis and show how they can be used
in the economic and financial applications in the interval and fuzzy environments.

Recently, a new approach called belief-rule-based systems has been developed.
A belief-rule-base inference methodology combines evidential reasoning based on
the tools of DST and traditional IF-THEN rules which can be presented using fuzzy
logic. This approach requires the use of some system parameters including rule
weights, attribute weights, and belief degrees. These parameters need to be deter-
mined with care for reliable system simulation and prediction. Some off-line op-
timization models have been proposed in the literature. In our opinion, this new
approach does not match yet to the traditional classification of soft computing meth-
ods. Therefore, we desist from its presentation in this chapter. We shall describe this
approach with new results and application to building stock trading decision support
systems in Chapter 6. Nevertheless, we can say that this approach may be success-
fully used in financial applications [53} [150].
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Chapter 3
The Methods for Uncertainty Modeling

There are many modern methods for uncertainty modeling developed in last decades.
Generally, they are not in conflict with the traditional probabilistic approach since
they deal with another (non-probabilistic) types of uncertainties. Moreover, in the
solution of real-world problems, the probabilistic and the other types of uncertain-
ties often become apparent simultaneously. Therefore, the synthesis of traditional
and modern methods for uncertainty modeling usually provides best results in ap-
plications. In this chapter, we present an overview of modern methods based on
the fuzzy sets theory (including type-2 fuzzy sets and intuitionistic fuzzy sets), in-
terval analysis, and the Dempster-Shafer theory of evidence (DST). We show the
interrelations between these methods and emphasize some problems that impede
their applications. We do not intend to present here a comprehensive overview of
all modern methods as now they are well presented in numerous books and hand-
books. Therefore, in this chapter we present the modern methods for uncertainty
modeling only to the extent needed for understanding the applications presented in
the following chapters.

3.1 Fuzzy Set Theory

In this section, we present the fundamentals of fuzzy set theory introduced by Zadeh
in 1965 and the generalizations of fuzzy set theory such as type 2 fuzzy sets
and intuitionistic fuzzy sets which seem to be the most useful in applications.

3.1.1 Basic Definitions

Classical sets are also called “crisp” sets so as to distinguish them from fuzzy sets.
In fact, the crisp sets can be treated as a special case of fuzzy sets. Let A be a crisp
set defined in the universe X . Then for any element x in X, either x is a member of A

L. Dymowa: Soft Computing in Economics and Finance, ISRL 6, pp. 41
springerlink.com (© Springer-Verlag Berlin Heidelberg 2011
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Fig. 3.1 The characteristic function nx of a crisp set and the membership function 1 (x) of a
fuzzy set

or not. In the fuzzy set theory, this property is generalized. Therefore, in a fuzzy set,
it is not necessary that x is a full member of a set or not a member. It can be a partial
member of a set. The generalization is performed as follows: for any crisp set A, it is
possible to define a characteristic function ny= 0,1, i.e., the characteristic function
takes either the values O or 1 in a classical set. For a fuzzy set, the characteristic
function can take any value between zero and one as it is shown in Fig. 3.1.

Definition 3.1. The membership function p(x) of a fuzzy set A is pa: X — [0,1].
So every element x in X has a membership degree pi4(x) € [0, 1]. A fuzzy set A is
completely determined in the universe X by the set of tuples:

A={(x,ma(x)),xeX},VxeX. (3.1)

The maximal value of 4 (x) is equal to 1 for x which completely belongs to A, and
the minimal value of 4 (x) is equal to 0 when x does not belong to A.

Example 3.1. Suppose one wants to describe the class of cars having the property
of being expensive by considering BMW, Rolls Royce, Mercedes, Ferrari, Fiat,
Honda and Renault. Some cars like Ferrari and Rolls Royce are definitely expen-
sive and some like Fiat and Renault are not so expensive and do not belong to the
set. Then, the fuzzy set of expensive cars can be described as: (Ferrari, 1),(Rolls
Royce, 1),(Mercedes, 0.8),( BMW, 0.7), (Honda, 0.4). Obviously, Ferrari and Rolls
Royce have the membership value of 1, whereas BMW, which is less expensive, has
a membership value of 0.7 and Honda 0.4.

Example 3.2. A set of natural numbers “close to 6” can be defined as a fuzzy set.
This can be done, say, buy including all numbers from 3 to 9 as follows: 6={(3, 0.1),
(4,0.2),(5,0.5), (6, 1),(7,0.5), (8,0.2), (9, 0.1)}.

Zadeh proposed an alternate representation for fuzzy sets, which is more convenient.
Suppose the universe of discourse is a finite set with n elements, that is X={x,x,,
..,Xn }, then an alternative representation for A can be presented as follows:

A:Z‘LLA(X,')/X,':,UA(Xl)/Xl+...+[,LA(X,,)/X,7 3.2)
=
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or equivalently

+...+ . 3.3)
X; X1 Xn

A— i Ha(xi) _ Ha(x1) Ha(xn)
i=1

Here the symbol “+” denotes an enumeration, listing or union rather than addition,
the line between the top and bottom entries in the above formulas is just a delimiter
or separator.

The fuzzy set of expensive cars (see Example 3.1) can be now written using this

: . 1 1 0.8 0.7 0.4
notation as: {Ferrari + RollsRoyce, + Mercedes + BMW + Honda }
In the case of not finite universe of discourse, a fuzzy set A can be expressed as

A= [ )/ (3.4)
or
A:/X“A)C(X)7 (3.5)

respectively. Symbol [ in the above expressions refers to union rather than to inte-
gration. This symbolic notation is used to connect an element and its membership
value.

Some other important definitions are presented below.

Definition 3.2. The support of a fuzzy set A, denoted by supp(A), is the set of points
in X at which the membership function fi4(x) is positive

supp(A) = {x € X114 (x) > 0} (3.6)

Definition 3.3. A singleton is a fuzzy set A whose support is a single point x in the
universe of discourse X .

Definition 3.4. The core of a fuzzy set A defined in the universe of discourse X,
denoted by core(A), also referred to as kernel, is the set of points in X at which the
membership function 4 (x) equals to 1, that is

core(A) ={xeX;us(x) =1} 3.7

Definition 3.5. The height of a fuzzy set A defined in the universe of discourse X,
denoted by hgt(A), is the maximal value of its membership function p4(x), that is

hgt (A) = sup pa (x) (3.8)

xeX

Definition 3.6. A fuzzy set A is empty if for each x € X the value of membership
function p4 (x) is equal to zero, that is

A=0sVxeX;us(x)=0 3.9
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Definition 3.7. A fuzzy set A C X is included in a fuzzy set B C X, if forany x € X
the value of membership function p4 (x) is not greater than the value of membership
function pg(x), that is

ACBE&VxeX;ualx) < up(x) (3.10)

Definition 3.8. A fuzzy set A C X is equal to a fuzzy set B C X, if for any x € X the
value of membership function 4 (x) is equal to the value of membership function
Ug(x), that is

A=B&VxeX;us(x) = up(x) (3.11)

Definition 3.9. A fuzzy set A defined on X is said to be normalized, if

sup (4 (x)) = 1 (3.12)

xeX

Definition 3.10. A fuzzy set A is convex if its membership function is such that:
pa (Ax + (1 —2A)x2) > min{pa (x1), Ha (x2) } (3.13)
for any x1,x, € X and A € [0, 1]. Otherwise A is a non-convex fuzzy set.

Definition 3.11. The cardinality of a fuzzy set A is defined as

A| = / ta (x)dx. (3.14)

3.1.2 Operations on Fuzzy Sets

The fuzzy sets may be treated as the generalization of usual (crisp) sets. Therefore,
the complement, union and intersection operators on fuzzy sets have been defined
by Zadeh in his early works.

Definition 3.12. The complement of a fuzzy set A, denoted by A, is defined by its
membership function as follows

pg (x) = 1 — pa (x) (3.15)
forall x € X.

The value of pi; (x) corresponds to negation of the concept represented by A. For
example, if A is a fuzzy set of big houses, the complement of this fuzzy set is the
fuzzy set of houses which are not big ones. Fig. 3.2 illustrates the complement of a
fuzzy set A.
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Fig. 3.3 Union of fuzzy sets

Definition 3.13. The union of two fuzzy sets A and B with respective membership
functions 4 (x) and pg(x) is a fuzzy set denoted by A UB whose membership func-
tion is defined by

Haug (x) = max (Uy (x), g (x)) (3.16)
forallx € X.

The graphical illustration of the union of fuzzy sets is presented in Fig. 3.3.

Definition 3.14. The intersection of two fuzzy sets A and B with respective member-
ship functions 4 (x) and pp(x) is a fuzzy set denoted by A N B whose membership
function is defined by

ars () = min (444 (¥) , g (¥)) (3.17)
forallx € X.

The illustration is presented in Fig. 3.4.
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)

Fig. 3.4 Intersection of fuzzy sets

The union operation of fuzzy sets A1,As,...,A, C X is denoted by |Ji_; A; and is
given as the extension of Definition 3.16:

A UAU. A, (X) = max (Ha, (X), Ua, (X) ..., Ha, (X)) (3.18)

forallx € X.
Similarly, the intersection of fuzzy sets A;,A»,...,A, C X is denoted by ('L, A;
and is given as the extension of Definition 3.17:

Ba;rasn..na, (X) = min (fa (x), fa, (X) -, la, (X)) (3.19)

forallx € X.

The definitions presented above, constitute the basis for the theory of fuzzy sets
formulated by Zadeh and the formulas (3.15), (3.16) and (3.17) are called
standard operations. However, these operations are not only possible way to extent
classical theory consistently to the fuzzy set theory. Zadeh and other authors have
suggested alternative or additional definitions concerning with operations on fuzzy
sets.

For example, Yager [145] proposed the more general definitions of union and
intersection of fuzzy sets:

Hacs (x), = 1 —min[L, [( () + 5 ()] /7], (3.20)

Hare (¥), = T —minL[(1 = pa(0)? + (1= ps(0)]7), p> 1. (32D)

For p — oo these operations transform to the Zadeh’s operations (3.16) and (3.17),
respectively.

It is worth noting that operations (3.20) and (3.21) are idempotent ones only in
the case of p = . Bellman and Zadeh [12]] introduced the more “soft” operations
of union and intersection of fuzzy sets:
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Haus (X) = pa(x) + pp (x) — a (x) g (%), (3.22)

HanB (X) = pa(x)up(x). (3.23)

It is noted in that from practical and theoretical points of view the “hard” op-
erations (3.16) and (3.17) are more preferable than the “soft” operations, but in
applications there may be such situations when the “hard” operations do not reflect
the sense of union and intersection.

All the definitions presented above are only particular cases of a more wide class
of operations of union and intersection.

A general class of intersection operators for fuzzy sets is defined by so-called
triangular norms or #-norms, and a general class of union operators is defined, anal-
ogously, by s-norms (#-conorms). These operators are extensively applied in fuzzy
set theory as logical connective AND, which represents the intersection and as logi-
cal connective OR, which represents the union.

The triangular norms and f-conorms can be defined as follows

(38,421 (99, 138] [158]:

Definition 3.15. A triangular norm ¢ is a function of two arguments:
t:[0,1] x[0,1] — [0,1], (3.24)

which satisfies the following conditions for a,b,¢,d € [0, 1]

Monotonicity : t(a,b) <t(c,d); a<c; b<d (3.25)
Commutativity : t(a,b) =t(b,a) (3.26)
Associativity : t(t(a,b),c) = t(a,t(b,c)) (3.27)
Boundary conditions : t(a,0) = 0; t(a,1) =a (3.28)

The most frequently used in applications are Zadeh’s -norm: ¢(a,b) = min(a, b),
Algebraic 7-norm: ¢ (a,b) = a - b and Bounded 7-norm: max(a+ b — 1,0).

Definition 3.16. An s-norm is a function of two arguments:
5:]0,1] x [0,1] — [0, 1], (3.29)

which satisfies the following conditions for a,b,c,d € [0,1]

Monotonicity : s(a,b) < s(c,d); a<c; b<d (3.30)
Commutativity : s(a,b) = s(b,a) (3.31)
Associativity : s(s(a,b),c) = s(a,s(b,c)) (3.32)

Boundary conditions : s(a,0) = a; s(a,1) =1 (3.33)
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The most frequently used in applications are Zadeh’s s-norm: s(a,b) = max(a,b),
Algebraic s-norm: s(a,b) = a+b—a-band Bounded s-norm: min(a + b, 1).

The #-norms and s-norms are related in sense of logical duality. Any s-norm can
be derived from a z-norm through the following formula [2]]:

t(a,b)=1—s(1—a,1—b) (3.34)

Many other examples of 7-norms and s-norms can be found in the literature (see,
e.g., [42163] 164,909,103, [104} [158]).

It is worth noting that there are no good or bad #-norms and s-norms among those
proposed in the literature as the choice of appropriate norm for a specific application
is a context dependent problem.

3.1.3 Operations on Fuzzy Numbers

There are many definitions of fuzzy number proposed in the literature. One of them,
introduced by Dubois and Prade [37]], seems to be general and suitable enough for
different applications of fuzzy set theory. According to [37], a fuzzy number is a
fuzzy subset of the real line whose highest membership values are clustered around
a given real number called the mean value; the membership function is monotonic
on both sides of this mean value.

The operations on fuzzy numbers are generally based on extension principle in-
troduced by Zadeh [136]]. This principle plays an important role in fuzzy set the-
ory, especially in fuzzy arithmetic. It provides a general method for extending crisp
mathematical concepts to the fuzzy framework.

Suppose that f is a function that maps points in space X to points in space Y, that
is

f:X—-Y (3.35)

and A is a fuzzy subset of X expressed by Equation (3.3). Then the extension prin-

ciple asserts that
) ua (xl ) Ha (xn)
f(A)_{ 70e) + ...+ 7o) } (3.36)

If more than one element of X is mapped by f to the same element of y €Y, then the
maximum of the membership grades of these elements in the fuzzy set A is chosen
as the membership grade for y in Y. If no element x € X is mapped to y, then the
membership grade of y in f(A) is zero.

Fuzzy arithmetic seems to be a highly developed and well-formalized branch of
fuzzy sets theory. Nevertheless, there are some problems of the practical implemen-
tation of fuzzy arithmetic rules. They are based on the extension principle intro-
duced by Zadeh [154] for arithmetical operations on fuzzy numbers. The general
formulation of this principle uses an arbitrary ¢ -norm.

Let A, B, Z be fuzzy values and @ € {+,—,%*,/} be an arithmetical operation.
Then
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Z=A@B = {z=x@y,u(z) =maxr(u(x),u(y)),x €A,y € B}. (3.37)

As emphasized by Zimmermann and Zysno [159], the choosing of the concrete
realization of f-norm is rather an application dependent problem, but three main
t-norms are usually used in practice:

t(p(x), pu(y)) = min(u(x), n(y)), (3.38)
t(p(x), 1 (y)) = 0.5(u(x) + p(v)), (3.39)
t((x), 1 (y) = po)u(y). (3.40)

It is worth noting that there are many other #-norms used in fuzzy logic, but ex-
pressions (3.38)-(3.40) are most suitable for fuzzy arithmetic applications, although
expression (3.39) is not a #-norm at all.
An alternative approach to implementation of fuzzy arithmetic is based on the
o-cuts presentation of fuzzy numbers [155} [156].
So, if A is a fuzzy number, then A = |J Ay, where oA, is the fuzzy subset:
o

x€X, ua(x) > o, Ag is the support set of fuzzy subset oA, and X is the universe
of discourse.

To illustrate the representation of fuzzy number with the use a-cuts, consider the
following example.

LetX =1,2,...,10 and
A=0.1/240.3/3+0.6/44+0.8/5+1/6+0.7/7+0.4/840.2/9.

ThenA= Y «aAy=
oe(0,1]

0.1(1/24+1/3+1/4+1/5+1/6+1/7+1/8+1/9)+
+0.2(1/3+1/4+1/5+1/6+1/7+1/8+1/9)+
+03(1/3+1/44+1/5+1/6+1/7+1/8)+
+0.4(1/44+1/5+1/6+1/7+1/8) +

+0.6(1/4+1/5+1/6+1/7)+

+07(1/54+1/6+1/7)+

+0.8(1/5+1/6) +
+1(1/6)=0.1/240.3/34+0.6/4+0.8/5+1/6+0.7/7+0.4/8 +0.2/9.

The graphical interpretation of ¢t-cuts is presented in Fig. 3.5.

It was proved that if A and B are fuzzy numbers, then all the operations on them
may be presented as operations on the set of crisp intervals corresponding to their
o-cuts:

(A@B)y =Aq@By,. (3.41)

Of course, the direct a-cut representation of operations on fuzzy numbers seems
to be a rough one in comparison with the generalized expression (3.37). But for
the practical numerical realization of (3.37) we have to use the discretization of the
supports of considered fuzzy numbers A, B and Z if we deal with non-trivial forms
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Fig. 3.5 Illustration of ¢-cuts

of u(x) and u(y). It is well known for the practicians that any direct discretization
of (3.37) leads to unacceptable results [100,/109]].

To illustrate, let us consider the example adopted from [[100]. Let A = "near 5”
and B ="near 7” be fuzzy values represented by corresponding finite fuzzy sets (see
Table 3.1).

Table 3.1 Discrete representation of the test fuzzy values A and B

114(x;)[0]0.33[0.66] T 0.5]0
x 2[3 45|67
1s(v)[0[ 05| 1 [0.66/0.33[0
yvi 5] 6] 78] 9 [0

Then for multiplication (A - B) in the case of 7(u(x), u(y)) = p(x) - u(y) we get
the result shown in Fig. 3.6. We can see that the use of the general definition (3.37)
does not provide the convex resulting fuzzy number in the case of multiplied fuzzy
numbers, whereas we have no problems when using an approach based on the o-
cuts representation of fuzzy numbers. It seems natural that the results obtained with
the use of the general definition (3.37) may be improved using a more detailed
discretization, but in practice usually it is hard to do this. It should be emphasized
here that similar unacceptable results were obtained using all the definitions (3.38)-
(3.40) for all arithmetical operations, but there is no problem if we use the a-cut
presentation of operations on fuzzy numbers. More details, examples and analysis
may be found in [100l [109]]. However, for our purposes it is quite enough to treat
the result presented above as only the empirical fact, which indicates that there are
some difficult problems when using the discretization of general expression (3.37)
and that these problems can be easily eliminated using the o-cut representation
of fuzzy arithmetic rules. Hence, the a-cut representation of fuzzy numbers and
operations on them can be accepted as the basic concept for fuzzy modeling of the
real-world processes.
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Fig. 3.6 Multiplication of two fuzzy numbers (see, Table 3.1) (I-using the definitions (3.37)
and (3.40), II-using a-cuts (3.41)

Since in the case of o-cut presentation, fuzzy arithmetic is based on crisp in-
terval arithmetic rules, the basic definitions of applied interval analysis should be
presented too.

There are some definitions of interval arithmetic [89]], but in practical ap-
plications the so-called “naive” form proved to be the best one. According to it, if
A =ay,az) and B = [by,by] are crisp intervals and @ € {+,—,x,/}, then

Z=A@B={z=x@y,xc€A,y€B}. (3.42)

As the direct consequence of the basic definition (3.42) the following expressions
were obtained:

A+B= [al +b1,a2—|—b2],A—B = [a1 —bz,az—bl],

AB = [min(a\by,axby,a1by,azby),max(a1by,azby,a1by,azby)],
A/B = [al,az][l/bz, 1/b1], 0 % B.

Of course, there are many internal problems within applied interval analysis, e.g.,
the division by zero-containing interval, but in general, it can be considered as a
reliable mathematical tool for modeling under conditions of uncertainty.

The methods of interval analysis will be presented in the following section in
more detail.
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3.1.4 Generalizations of Fuzzy Set Theory

The fuzzy set theory is now in the state of continuous development. Therefore, some
its generalization or extensions have been proposed in the literature. Some of them,
e.g., relativistic fuzzy sets [39] and quantum fuzzy sets [79] deserve to be stud-
ied especially for seeking their application, but a number of such generalizations
perform only abstract mathematical concepts. For example, in the paper [137], the
author honestly write that his generalization of fuzzy set theory can not be used in
applications. Therefore, here we present only the foundations of type-2 fuzzy sets
and intuitionistic fuzzy sets as they are the most applicable generalizations of fuzzy
set theory, although in Chapter 4 we shell use the level-2 fuzzy sets too.

3.1.4.1 Type-2 Fuzzy Sets

The type-2 fuzzy sets were introduced by Zadeh [156] to deal with the situations
when uncertainty can exist about the membership grades. Prof. Zadeh didn’t stop
with type-2 fuzzy sets, because in [156] he also generalized all of this to type-n
fuzzy sets. A classical fuzzy set (type- 1 fuzzy set) is a special case of a type 2 fuzzy
set.

Work on type-2 fuzzy sets languished during the 1980’s and early-to-mid 1990’s,
although a small number of papers were published about them. This changed in the
latter part of the 1990’s as a result of Prof. Jerry Mendel and his student’s works
on type-2 fuzzy sets and systems (see, e.g., [83]). Since then, more and more re-
searchers around the world are writing papers about type-2 fuzzy sets and systems.

According to [84], there are (at least) four sources of uncertainties in type-1 fuzzy
sets: (1) The meanings of the words that are used to define membership grades
can be uncertain (words mean different things to different people). (2) The knowl-
edge can be extracted from a group of experts who do not all agree. (3) Measure-
ments that activate a type-1 fuzzy sets may be noisy and therefore uncertain. (4) The
data that are used to tune the parameters of a type-1 fuzzy sets may also be noisy.
All of these uncertainties translate into uncertainties about fuzzy set membership
functions. Type-1 fuzzy sets are not able to directly model such uncertainties be-
cause their membership functions are totally crisp. On the other hand, type-2 fuzzy
sets are able to model such uncertainties because their membership functions are
themselves fuzzy. Membership functions of type-1 fuzzy sets are two-dimensional,
whereas membership functions of type-2 fuzzy sets are three-dimensional. It is the
new third-dimension of type-2 fuzzy sets that provides additional degrees of free-
dom that make it possible to directly model uncertainties. Type-2 fuzzy sets have
already been used in decision making [[146], in economic and financial application
such as forecasting of time-series [61}, [82] and transport scheduling [58].

To make the formal definition of type-2 fuzzy set more transparent, consider its
graphical representation [84].

Imagine blurring the type-1 membership function depicted in Fig. 3.7(a) by shift-
ing the points on the triangle either to the left or to the right and not necessarily by
the same amounts, as in Fig. 3.7(b). Then, at a specific value of x, say x/, there is
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no longer a single value for the membership function (u'); instead, the membership
function takes on values wherever the vertical line intersects the blur. Those values
need not all be weighted the same; hence, we can assign an amplitude distribution
to all of those points. Doing this for all x € X, we create a three-dimensional mem-
bership function-a type-2 membership function- that characterizes a type-2 fuzzy
set.

U i u'
. falx) .
2
0 0
x x' X

(@) ()

Fig. 3.7 (a) Type-1 membership function and (b) blurred type-1 membership function, in-
cluding discretization at x = x/

Below we present the definitions from [84].
Definition 3.17. A type-2 fuzzy set, denoted A, is characterized by a type-2 mem-
bership function pj (x,u), where x € X and u € J, C [0,1], i.e.,

A={((x,u),uz (x,u) |Vx e X,Vu e J, C[0,1]} (3.43)

in which 0 < p; (x,u) < 1.
A can also be expressed as

A= /XEX' ey M (x,u) / (x,u), Je € [0,1], (3.44)

where [ [ denotes the union over all admissible x and u. For discrete universes of
discourse [ is replaced by Y.

In Definition 3.17, the first restriction that Vu € J C [0, 1] is consistent with the type-
1 constraint 0 < p4 (x) < 1, i.e., when uncertainties disappear a type-2 membership
function must reduce to a type- 1 membership function, in which case the variable
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u equals to 4 (x) and 0 < s (x) < 1. The second restriction 0 < pz (x,u) < 1is
consistent with the fact that the amplitudes of a membership function should lie
between or be equal to 0 and 1.

Definition 3.18. At each value of x, say x = X/, the 2-D plane whose axes are u and
M («',u) is called a vertical slice of f15 (x,u). A secondary membership function is a
vertical slice of pj (x,u). Itis uz (x =", u)=p; (X',u) forx e X andVu € Jy C [0,1],
ie.,

wi (x=x"u) =p; () = fo(u)/u, Jo C[0,1] (3.45)

MEJ. Y

in which 0 < fy (1) < 1.

Because Vx' € X, we drop the prime notation on pj (x'), and refer to uj (x) as a
secondary membership function; it is a type-1 fuzzy set, which we also refer to as a
secondary set.

Based on the concept of secondary sets, we can reinterpret a type-2 fuzzy set as
the union of all secondary sets, i.e., using (3.45) we can re-express A in a vertical-
slice manner, as

A= {(x,u5 (x))[vx € X} (3.46)

or, as

A= / _ Ha)/x= / . { m /u} I L C0,0]. (34T)

Definition 3.19. The domain of a secondary membership function is called the
primary membership of x. In (3.47), J, is the primary membership of x, where
Jy C[0,1] for Vx € X.

Definition 3.20. The amplitude of a secondary membership function is called a sec-
ondary grade. In (3.47), f,(u) is a secondary grade; in (3.45), p; (x',u') is a sec-
ondary grade.

If X and J, are both discrete, then the right hand side of (3.47) can be expressed as
follows:

]

X szf W)/ ”} / e é sz Ju ) /u] / " (3.48)
= [:glfxl (ulk)/ulk} /Xl +.t [Zglvlfw (”Nk)/”Nk} /XN~ |

In this equation, “+” also denotes union. Observe that x has been discretized into
N values and at each of these values u has been discretized into M; values. The
discretization along each u;; does not have to be the same, which is why we have
shown a different upper sum for each of the bracketed terms. The operations on
type-2 fuzzy sets are defined in [84].

One of the useful simplification (type reduction) of a type-2 fuzzy set is an in-
terval type-2 fuzzy set. Interval type-2 fuzzy sets have received the most attention
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because the mathematics that is needed for such sets-primarily interval arithmetic-is
much simpler than the mathematics that is needed for general type-2 fuzzy sets. So,
the literature about interval type-2 fuzzy sets is large, whereas the literature about
general type-2 fuzzy sets is much smaller. Both kinds of fuzzy sets are being actively
researched by an ever-growing number of researchers around the world.

More information about type-2 fuzzy sets, interval type-2 fuzzy sets and their

applications can be found in [87].

3.1.4.2 Intuitionistic Fuzzy Sets

Intuitionistic fuzzy set proposed by Atanassov [3]], is one of the possible generaliza-
tions of fuzzy sets theory and appears to be relevant and useful in some applications.
As the so-called “intuitionistic fuzzy set theory” was independently introduced by
Takeuti and Titani [129]], there are some terminological difficulties in fuzzy set the-
ory. Dubois et al. [36] noted that “Takeuti-Titani’s intuitionitic fuzzy logic is simply
an extension of intuitionistic logic [27], i.e., all formulas provable in the intuition-
istic logic are provable in their logic. Intuitionistic fuzzy set theory by Takeuti and
Titani is an absolutely legitimate approach, in the scope of intuitionistic logic, but
it has nothing to do with Atanassov’s intuitionistic fuzzy sets.” Therefore, to avoid
a misunderstanding, in this book, the Atanassov’s intuitionistic fuzzy sets is ab-
breviated as A-/F'S. Generally, the Atanassov’s model (A-/F'S) may be treated as
a classification model subject to a valuation space with three classes and defining
certain structure [8§].

The concept of A-/F'S is based on the simultaneous consideration of membership
1 and non-membership v of an element of a set in the set itself [3]. It is postulated
that 0 < u+ v < 1. The similar approach, the so-called vague sets, proposed by Gau
and Buehrer in [44] is proved to be equivalent to the A-ITF'S (see [19]). Since vague
sets were proposed later than A-IF'S, in this book, we shall always speak of A-IF'S.

To make the basic definition of A-/F'S more clear and transparent, consider an
example from [3].

Let E be the set of all countries with elective governments. Assume that we know
for every country x € E the percentage of the electorate that have voted for the cor-
responding government. Denote it by M(x) and let u (x) = A% (degree of mem-
bership, validity, etc.). Let v (x) = 1 — p (x). This number corresponds to the part
of electorate who have not voted for the government. By fuzzy set theory alone we
cannot consider this value in more detail. However, if we define v(x) (degree of
non-membership, non-validity, etc.) as the number of votes given to parties or per-
sons outside the government, then we can show the part of electorate who have not
voted at all or who have given bad voting-paper and the corresponding number will
be m(x) =1 —u(x) — v(x) (degree of indeterminacy, uncertainty, etc.). Thus we
can construct the set {{x, it (x), v (x)) |x € E} and obviously, 0 < pt (x) + v (x) < 1.

Obviously, for every ordinary fuzzy set m (x) = 0 for each x € E and these sets
have the form {(x, s (x),1 — s (x)) [x € E'}.
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In [3]], Atanassov defined A-IF'S as follows.

Definition 3.21. Let X = {x},x2,...,x,} be a finite universal set. An intuitionistic
fuzzy set A in X is an object having the following form: A = { < x;, ua(x;), va(x;) >
|x; € X}, where the functions 4 : X — [0,1],x; € X — pa(x;) € [0,1]and v4 : X —
[0,1], x; € X — va(x;) € [0,1] define the degree of membership and degree of non-
membership of the element x; € X to the set A C X, respectively, and for every
X €X,0 < ua(xj)+valx;) <1

Following to [3]l, we call m(x;) = 1 — ua(x;) — va(x;) the intuitionistic index (or
the hesitation degree) of the element x; in the set A. It is obvious that for every
xj€X wehave 0 < my(x;) < 1.

As we noted above, A-IF'S is an extension of the standard fuzzy set. All results
which are typical for ordinary fuzzy sets theory can be transformed here, too. Also,
any research based on fuzzy sets can be described in terms of A-IF'S. On the other
hand, there have been denned over A-IF' S not only operations similar to the ordinary
fuzzy set ones, but also operators that cannot be denned in case of fuzzy sets. A-IF'S
have geometrical interpretations (see Fig. 3.8 and Fig. 3.9).

Ha

Va

Fig. 3.8 Illustration of 4 and vy4

Similarly to the fuzzy set theory, a large number of relations and operations over
A-IF'S are denned, but more interesting are the modal operators that can be defined
over the A-IF'S. They do not have analogues in the ordinary fuzzy set theory.

Let A be an A-[FS and t o, 3 € [0, 1]. The simplest operators are

QA ={{x,us(x),1—us(x))|x€E}, (3.49)
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Fig. 3.9 Illustration of uy and 1 — vy
AA ={(x,1—=v4(x),va(x))|x€E}. (3.50)

They are analogous of the modal logic operators “necessity” and “possibility”. In
the frameworks of the A-/F'S theory, we can extend these operators, defining the
following ones [[7]:

Da(A) = {{x,ta () + 0 74 (), va () + (1 — ) - ma () [x €E},  (BSD)

Fop(A) = {{,tta (x) + - ma (x),va (x) + B - ma (x)) [x EE}, (3.52)
where a+f8 <1,

Gop(A)={{x,00-pa(x),B-va(x))|x€E}, (3.53)

Hy g (A) ={(x,a-pa(x),va(x)+B-ma(x)) [x€E}, (3.54)

H; (A) = {(x,0pa(x) va (0) +B- (1= - pa (x) —va(x)) [x €E}, (3.55)

Jop (A) = {{x,ua (x) + 00 ma (x),B-va(x)) x€E}, (3.56)

J;_ﬁ (A)={{e,ua(x)+o-(1—pa(x) = B-va(x)),B-va(x)) |x€E}. (3.57)

If we have an ordinary fuzzy set A, then QA = A = AA, while for a proper A-IF'S
A: QA CAC AA and QA # A # AA.
Also the following equalities are valid for each A-IFS A: QA = AA, AA = QA.
In modal logic, both operators €2 and A are related to the last two connections,
but no other connection between them is observed. In the A-IF'S, we can see that
operators Dy and Fy, g (o, 8 € [0,1]) and & + 8 < 1) are their direct extensions,
because QA = D() (A) = F071 (A), AA = D1 (A) = F071 (A)
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These equalities show a deeper interconnection between the two ordinary modal
logic operators.

There were many papers devoted to the theoretical problems of A-IF'S in the
scientific literature (see for an overview).

The most important applications of A-/FS are the decision making problem
and group decision making problem [6}
124, [126]]. In the framework of A-IFS, the decision making problem may be
formulated as follows.

Let X = {x1,x2,...,xn} be a set of alternatives, A = {ay,ay,...,a,} be a set of
local criteria, W = {wy,w,...,w, } be the weights of local criteria.

If p;; is the degree to which x; satisfies the criterion a; and v;; is the degree
to which x; does not satisfy the criterion a; and 0 < p;; + v;; < 1 then alterna-
tive x; may be presented by its characteristics as follows: x; = {(wy, < W, Vi1 >),
(W2, < Wiz, Viz ), ees Wiy < Uin, Vin >) },0=1,...,m.

It seems quite natural that if alternative’s attributes are intuitionistic fuzzy values
(IFVs) then the resulting alternative’s evaluation should be an /FV too. To avoid
this problem, the different real valued score functions based on p;; and v;; are usu-
ally used. Chen and Tan [25] proposed the score function S(x;) = u(x;) — v(x;),
where ,u(xl-) = min(,uil,,uiz, ...,/.1,-,7), V(xl') = max(v,-l, Vidyeons V,'n). To take into ac-
count the weights of local criteria, Chen and Tan proposed the weighted score

n
function: WS(x;) = ¥ w;(u;;— v;;). Hong and Choi [53]] in addition introduced the
=1
so-called accuracy function H (x;) = u(x;) + v(x;) and the weighted accuracy func-
n
tion T (x;) = X w;(U;j + vi;). Two similar real valued score functions that jointly
=1
serve as a degree to which an alternative satisfies the decision-maker’s requirements
have been introduced in [[70, [71]]. Liu and Wang [[73] proposed score functions based
on the intuitionistic fuzzy point operators originating from /F triangular norm and

conorm [34]]. Xu [141] proposed a method for ranking alternatives based on
the Hamming distances dj; (o, ) = 3(|tie. — 1| + |V — Vj|) and normalized Eu-

clidean distances dg (o, ) = \/%(|ua — g |2 + Vo — vp |2) introduced by Burillo

and Bustince [[17]. In [127], a new similarity measure for intuitionistic fuzzy sets is

proposed. This measure is based on the normalized Hamming distance /;rs(A,B) =
n

5 > (lta(xi) = pp (xi) [+ [va (i) = v (xi)| + |74 (i) — 75 (x7))-

=

The measures obtained in were used in [128] to rank alternatives expressed
via A-IF'S.

Different aggregation operators are usually used to obtain a final real valued eval-
uation of an alternative on the base of score functions.

Li [[72] proposed the most complicated formulation of A-IFS decision making
problem for the case when the weights of local criteria are /FV too. To avoid the
above mentioned problem of final alternative’s evaluation in the form of IFV, Li
proposed its reduction to the linear programming task with real valued param-
eters. Lin et al. developed a method based on the aggregation of the weighted
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score and accuracy functions. Using this more simple method the same final results
as in [[72]] were obtained.

It is well known [J3] that the couple < u(x),v(x) > can be mapped bijectively
onto regular interval [u(x), 1 — v(x)]. This interval can be presented in the equiva-
lent form [u(x), 1 (x) + (x)], where m(x) = 1 — pu(x) — v(x) is the so-called intu-
itionistic fuzzy index or hesitation degree. In [53]], the evaluation of the alternative
x;j € X with respect to the criterion a; € A is represented by interval [u;;, 1 — v;;],
where L1;; denotes the degree to which x; satisfies the criterion g;, v;; denotes the
degree to which x; does not satisfy a;. For this purpose, Li proposed to use in-
tervals [u! o 145] = [Wij, ij + mij]. These intervals were considered in only as the
constraints in the linear programming task. It is important to note that in 721,
the semantics of the right bound p;; is not clarified.

Itis very important for us that A-IF S is not isolated theory. There are different links
between A-/F'S and some other theories modeling uncertainty and imprecision. For
example, Deschrijver and Kerre [33] established some interrelations between A-1FS
and such theories as interval valued fuzzy sets, type 2 fuzzy sets and soft sets. Grze-
gorzewski and Mrowka [46] analyzed the semantic aspects of such interrelations.

In this book, we show that there exists also a strong link between A-IF'S and the
Dempster-Shafer theory of evidence (DST'). We use this link to provide a transparent
and fruitful semantics for interval [u/ j+14f5] in terms of DST .

Another link between A-IF S and DST was shown in [51} where the authors
developed a theory of mass assignment as a variant of DST linked with A-/FS in-
cluding inconsistent and contradictory evidence.

In our opinion, the main problem of /F decision making is that, generally, the
resulting alternative’s evaluation should be presented in the form of /FV, whereas
usually different real valued score functions are used. Of course, such approaches
provide useful, but only approximate results since any intermediate defuzzifica-
tion in the solution procedure leads inevitably to information losses. Therefore,
in the papers [140, [144]] proposed a set of MCDM models in A-IFS setting
based on some operations on /FV's defined in [4, 29]). In [143]], the intuitionistic
fuzzy weighted averaging (/FWA,,) operator has been constructed as follows (simi-
larly, the intuitionistic fuzzy ordered weighted averaging (/FFOWA) and intuitionistic
fuzzy hybrid averaging (IF HA) operators were introduced too).

Let oy =< ;, 1 —v; >, i=1to n, be a set of IFVs and w = (w;,wz,...,w,), be the
weight vector. Then IFWA,, = w01 &wa0p @ ... B wyoy, is defined as

n n
IFWA, = |[1=JTQ =) 1 =Tv"| (3.58)
i=1 i=1

This operator is not idempotent. For example, if oy = ap =< 0.5,0.7 > and
wi =wp = 0.5 then IFWA,, =< 0.5,0.3 >. Among basic properties of aggregation
operations (boundary conditions, monotonicity, continuity, idempotency, symme-
try, associativity and some others) defined in [20], idempotence seems to be espe-
cially important in the decision making. In the framework of MCDM problems, the
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idempotency of an aggregation operator means that if all criteria are satisfied in the
same degree x, then the global score should also be equal to x. Although this prop-
erty sometimes is supposed to be a genuine one in MCDM [43]], we prefer to treat
it as a desirable, but not obligatory property, as in practice, it is not always possible
to construct an idempotency aggregation operator which reflects well the decision
maker’s reasoning.

Xu and Yager [144] proposed also (in context of dynamic intuitionistic fuzzy
multi-attribute decision making and interval valued A-IF'S) the other IFWA,, oper-
ator based on the modified operations on IFV's:

n n
IFWA,, = [1=]T(1 =)™, TTv" (3.59)
i=1 i=1

Unlike the operator (3.58), this operator is idempotent. It has been proved in
that introduced /FWA,, operator provides /FVs. On the other hand, the
problem with these operators (3.58) and (3.59) is that contrary to the initial inten-
tions they do not seem like weighted averaging operators (look at the weighting
procedure), but rather as specific forms of a geometric aggregation operator.

Xu and Yager [140] developed some geometric aggregation operators using the
modified operations on /FV's.

The intuitionistic fuzzy weighted geometric operator IFWG,, = o' ® 05> ®
...®@ oy’ is defined in as follows:

IFWG,, =

[Te" 110 —v[)”’f] . (3.60)

i=1 i=1

This operator results in /F'V, but it is not idempotent: if o = op =< 0.5,0.7 >
and w; = wy = 0.5 then IFWA,, =< 0.5,0.3 >. The merit of this operator is that
it remains the structure of usual weighted geometric aggregation operator, whereas
the initial weighted averaging structure is violated in (3.58) and (3.59). The com-
mon limitation of the aggregation operators proposed in [144], is that the
weights w;, i=1 to n, are supposed to be real values, although, in general, they may
be presented by /FV s too.

In Subsection 3.3.4, we present a new approach based on DST, which makes it
possible to aggregate local criteria without this limitation.

If the final scores of alternatives are presented by /FV's, the problem of com-
parison of such values arises. Therefore, the specific methods were developed to
compare [FV's. For this purpose, Chen and Tan [23] proposed to use the score func-
tion S(x;) = u(x;) — v(x;). It is intuitively obvious that if S(x;) > S(x;) then x
should be greater (better) than x;, but if S(x;) = S(x;) this does not always mean that
X, is equal to x;. Therefore, Hong and Choi in addition to the above score func-
tion introduced the so-called accuracy function H (x;) = (x;) + v(x;) and showed
that the relation between functions S and H is similar to the relation between mean
and variance in statistics. Xu [142] used the functions S and H to construct order
relations between any pair of intuitionistic fuzzy values as follows:
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If S(x;) > S(xx) , then xy is smaller than x; ;

If S(x;) = S(Xk) , then

() IfH(x;) = H(x;) , then x; = xz;

(2) If H(x;) < H (x;) , then x; is smaller than x;.

Basing on these relations, Xu [142] introduced the concepts of intuitionistic prefer-
ence relation, consistent intuitionistic preference relation, incomplete intuitionistic
preference relation and acceptable intuitionistic preference relation.

The method for /FV's comparison based on the functions S and H seems to be
intuitively obvious and this is its undeniable merit. On the other hand, as two differ-
ent functions S and H are needed to compare /FV s, this method generally does not
provide an appropriate technique for the estimation of an extent to which one /FV
is grater/smaller than the other, whereas such information is usually important for
a decision maker. This problem was discussed in [33]], where a heuristic method to
the aggregation of functions S and H has been developed. In this book, we show that
it is possible to get over this difficulty using the DST semantics for A-IF'S. In this
DST /IF'S approach, the problem of /FV's comparison reduces to the comparison of
belief intervals and is solved using the methods of interval analysis. Hence, there is
no need for the methods proposed in [23[53] in the framework of this approach.

Summarizing, we note that there exist two important problems in MCDM in the
intuitionistic fuzzy setting: aggregation of local criteria without intermediate de-
fuzzification in the case when criteria and their weights are /F'V s; comparison of /F
valued scores of alternatives basing on the degree to which one /F'V is grater/smaller
than the other. In Subsection 3.3.4, we propose an approach to the solution of these
problems based on the interpretation of A-/F'S in the framework of DST .

3.2 Interval Arithmetic

This section presents the basics of interval arithmetic, operations on intervals and
some important problems concerned with the interval extension of real valued func-
tions and equations.

Interval arithmetic is not a completely new phenomenon in mathematics; it has
appeared several times under different names in the course of history. For exam-
ple, Archimedes calculated lower and upper bounds 223/71 < w < 22/7 in the 3rd
century BC. Actual calculation with intervals has neither been as popular as other
numerical techniques, nor been completely forgotten. Rules for calculating with in-
tervals and other subsets of the real numbers were published in a 1931 work by
Rosalind Cicely Young, a doctoral candidate at the University of Cambridge.

The birth of modern interval arithmetic was marked by the appearance of the
book Interval Analysis by Ramon E. Moore in 1966 [89]]. He had the idea in Spring
1958, and a year later he published a report [90] on how interval arithmetic could be
implemented on a computer. Independently in 1956, Mieczyslaw Warmus suggested
formulae for calculations with intervals [136].

Now the modern interval analysis is well presented in the book and some
important applications of interval analysis can be found in [57]. During the 1990s,
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interval analysis has recruited a large community. It now has its own journal Inter-
val Computations, created in 1991 and renamed Reliable Computing in 1995, and
several regular international conferences.

The main focus in the interval arithmetic is on the simplest way to calculate upper
and lower endpoints for the range of values of a function of one or more variables.
These barriers need not be necessarily the supremum or infimum, since the precise
calculation of those values are often too difficult; it can be shown that this task is, in
general, NP-hard.

An interval [x] = [x,X], where x and X are its lover and upper bounds respectively,
is a subset of a real line R.

The treatment is typically limited to real intervals, so quantities of form

[a,b] = {xeR|a<x<b},

where a = — and b = o are allowed; with one of them infinite we would have an
unbounded interval, while with both infinite we would have the whole real number
line.

One of the most undesirable negative features of interval arithmetic is the fast
increasing of width of intervals obtained as the results of interval calculations (ex-
cess width effect). To reduce this undesirable effect, several different modifications
of interval arithmetic were proposed. The most known are: Non- standard interval
arithmetic based on the special form of interval subtraction and division, Gener-
alized interval arithmetic [48]], Segment interval analysis [103], MV-form [21]]. All
of these approaches provide good results only in specific conditions. On the other
hand, in practice the so-called “naive” form proposed by Moore [90], is proved to
be the best one.

Definition 3.22. If @ € {+,—,%,/} and X, Y, Z are intervals, then
Z=X@Y ={z=x@yxeXANy€eY}. (3.61)

The rule (3.61) was first presented in the context of bounded and closed intervals by
Moore [90] and then extended to open-ended unbounded intervals [28 [49] [60]. The
operations (3.61) can be redefined in the context of closed intervals as operations
on their bounds: the bounds of the result of an interval operation are expressed as
functions of the bounds of its interval arguments.

Definition 3.23
Z=X@Y = [min {K@X,g@y,f@z,i@y} ,max {X@X,)_c@y,i@z,)?@y}] . (3.62)
This definition makes it possible to provide the following operation on intervals:

X+Y = [x+y,x+73], (3.63)

X-Y=[x-yx—)], (3.64)
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XY = [min{x-y,x-y,% y,%-y} ,max {x-y,x-y,%-y,%-5}], (3.65)

XY =X-([1/y,1/3], (0 ¢Y). (3.66)

if Y is zero containing interval (0 € Y), then

:)_C/y7°°} if x<0 and y=0

[~ % /5] U[%/y,0] if ¥<0 and y <0<y

:—oo,)_c/ﬂ if x<0 and XZO

[—eo,00] if x<O<X (3.67)
:—oo,)_c/y} if x>0 and y=0

:—oo,)_c/ﬂ U [g/ﬁoo] if x>0 and y<0<y

:J_c/ﬁoo} if x>0 and y=0

The properties of the basic operators for intervals generally differ from operations
in R. If A, B and C are intervals then:

A+(B+C)=(A+B)+C,A+B=B+A,A-(B-C)=(A-B)-C,A-B=B-A,
A+0=0+A=A,A 1=1-A=A.

If at least one of operands of operation is an interval, then the result is an interval
too. An exclusion is multiplication by 0 = [0,0]. fA+B=0,B-C =1, then A, B
and C are degenerated intervals (real numbers).

Addition is not operation opposite to subtraction and multiplication is not op-
eration opposite to division. Therefore, A —A # 0, A/A # 1, when ©(A) > 0
(w(A) =a— ais the width of interval), but 0 € A — A and 1 € A/A.

We can see that addition and multiplication remain associative and commutative,
but multiplication is no longer distributive with respect to addition.

Instead, A(B+C) C A-B+A-C, a property known as subdistributivity takes
place, which is a direct consequence of the dependency effect, as A appears only
once on the left-hand side, but twice on the right-hand side.

There exists another explanation. If d € A- (B+C), then d = a- (b +¢), where
acA,beB,ceC.Sincea-bcA-Banda-c€A-C,weobtaind=a-b+a-ce€
A-B+A-C. It is important to show the situations when distributivity takes place.
We shall call interval A zero containing if a < 0 < @.

Let us introduce the function

1, A>0,
sign(A) =< 0, 0 €A, (3.68)
-1, A<O.

It is easy to show that

if A=1[0,0] orB=1[0,0] orC =[0,0],thenA- (B+C)=A-B+A-C;

if A is zero containing interval, then A-(B+C) =A-B + A-C when sign(B) = sign(C);
ifd >0forD=[d,d|=B-C,thenA-(B+C)=A-B+A-C,

if B and C are symmetrical intervals, then A- (B+C)=A-B+A-C.

Interval arithmetic is monotonic with respect to inclusion.
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Therefore, if Ac C,Be D, then A+BcC+D,A—-BecC—-D,A-BeC-D,
A/BeC/D (if0¢ Band0 ¢ D).
Using the above properties, the following theorem was proved by Moore [89]].

Theorem 3.1. If F (X1,X2,,X,) is a function of interval arguments X1, X2, , Xy, which
is a finite combination of X1,X3,,X, and a finite set of operations on intervals, then

inclusions Xl-m - Xi(z), i=1,2,...,n,lead to
F (Xl(l),Xél)7...,X,51)) c (sz),X§2)7...,X,52)). (3.69)

This theorem is usually called the main theorem of interval arithmetic and a
function F (X1,X>,,X,) is called natural interval extension of real valued function
Flx1,x2,,%,).

Let f is a usual or interval function of real valued arguments x1,x;,,x,. An in-
terval extension of function f is then the interval function F of interval arguments
X1,X>,,X,, such that for real valued arguments f(xy,x2,,X,) = F (x1,Xx2,,X,).

The following theorem was proved in [89].

Theorem 3.2. If F is an interval extension of function f, then
F(X1,X,,X,) CF(X1,X2,,X,). (3.70)

Thus, if we have to make interval extension of real valued function, all argument
of this function should be replaced with corresponding intervals and all operations
should be replaced with corresponding operations on intervals. Such approach to the
interval extension seems to be justified enough and intuitively clear. Nevertheless,
the so-called dependency problem is a major obstacle to the application of exten-
sion principle in interval arithmetic. Although interval methods can determine the
range of elementary arithmetic operations and functions very accurately, this is not
always true with more complicated functions. If an interval occurs several times in
a calculation, and each occurrence is taken independently then this can lead to an
unwanted expansion of the resulting intervals.

The accuracy of resulting interval strongly depends on the expression of f, as
illustrated by the following example [57]].

Example 3.3. Consider the following four formal expressions of the same function

f):

filx) =x-(x+1), (3.71)
fr(x) =x-x+ux, (3.72)
) =x"+x, (3.73)

falx) = (x+ l)2 L (3.74)

2 4
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Evaluate their natural extensions for [x] = [—1, 1]:
AJ(R) = - (W + 1) = [=2,2], (3.75)
[Al() = B - ¥+ ] = [=2,2], (3.76)
(A1) = b + [ = [-1,2], 3.77)
0D = (W45~ 5 =52 (378)

We can see that the accuracy of interval result depends on the formal expression of
f- Since [x] occurs only ones in f1 and fu is continuous, f4 produces the narrower
resulting interval. We can see that the difference between results providing by fi,
f2, f3 and f4 is great enough to be taken into account. Obviously, such results do
not promote the popularity of interval methods especially in applications. The use of
natural interval extensions of functions is not always to be recommended, however.
Their efficiency depends strongly on the number of occurrences of each variable,
which is often difficult to reduce. An important field of investigation in interval
analysis is then the seeking for the other types of extension that would provide less
pessimistic results [57} [TOT].

One of the important problems of interval analysis and fuzzy set theory is the com-
parison of interval and fuzzy numbers. There are many different methods for interval
and fuzzy number comparison proposed in the literature which provide the results
of comparison in the form of a real or Boolean value. Nevertheless, there is one im-
portant problem of rather methodological nature. It is well known that all arithmetic
operations on intervals or fuzzy numbers result in intervals or fuzzy numbers as well.
From this point of view, it seems intriguing enough that interval and fuzzy number
relations have resulted in real numbers or Boolean values only. So the aspiration to
express the results of interval and fuzzy number comparison in terms of intervals and
fuzzy numbers looks as quite natural. Of course, this assertion may be considered as
disputable. Nevertheless, whatever the case, it is interesting and useful to embody
this idea in some mathematical form. In [108]], using the Dempster-Shafer theory of
evidence (DST) with its probabilistic interpretation, a new method which provides
the result of comparison in the form of an interval or a fuzzy number is developed.
The complete and consistent set of expressions for inequality and equality relations
between intervals obtained in the framework of probabilistic approach is presented
in [108]]. These relations make it possible to compare intervals with real values as
well. It is shown that these relations may be considered as an asymptotic limit of
the results obtained using DST . A natural fuzzy extension of proposed approach is
considered and discussed using some illustrative examples.

Since the general approach to interval and fuzzy nubmers comparison proposed
in [T08] is based on the DST, we present it with the review of other methods for
interval and fuzzy number comparison in the following section after the presentation
of the basics of DST.
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3.3 Dempster-Shafer Theory of Evidence

In this section, we present the basics of Dempster-Shafer theory of evidence (DST),
its application to the solution of the problem of interval and fuzzy numbers compari-
son and the link between DST and intuitionistic fuzzy sets with its useful application
to the solution of the multiple criteria decision making problems.

3.3.1 Basic Definitions

The origins of DST go back to the work by A.P. Dempster [30, [31]] who developed a
system of upper and lower probabilities. Following this work his student G. Shafer
included in his 1976 book “A Mathematical Theory of Evidence” a more
thorough explanation of belief functions. In [153]], the authors provide a collection
of articles by some of the leading researchers in this field. The close connection
between DS structure and random sets is discussed in [43]]. In the following, we
provide a brief introduction to basic ideas of DST .

Let us start from informal analysis of some problems of the classical Bayesian
theory of probability presented in [[13]. As it was pointed out in [13], the Bayesian
technique is not without its critics, including among others Walley [132], as well
as Caselton and Luo [22] who discussed the difficulty arising when conventional
Bayesian analysis is presented only with weak information sources. In such cases,
we have the “Bayesian dogma of precision”, whereby the information concerning
uncertain statistical parameters, no matter how vague, must be represented by con-
ventional, exactly specified, probability distributions. Some of the difficulties can be
understood through the “principle of insufficient reason”, as illustrated by Wilson
[139].

Suppose we are given a random device that randomly generates integer numbers
between 1 and 6 (its “frame of discernment”), but with unknown chances. What is
our belief in “1” being the next number? A Bayesian will use a symmetry argument,
or the principle of insufficient reason to say that the Bayesian belief in a “1” being
the next number, say P(1) should be 1/6. In general in a situation of ignorance
a Bayesian is forced to use this principle to evenly allocate subjective (additive)
probabilities over the frame of discernment. To further understand the Bayesian
approach, especially with the regard to representation of ignorance, consider the
following example adopted from [13]], similar to that in [139].

Let a be a proposition that “I live in Kings Road, Cardi”’. How could one con-
struct P(a), a Bayesian belief in a? Firstly we must choose a frame of discernment,
denoted by © and a subset A of © representing the proposition a; then would need
to use the principle of insufficient reason to arrive at a Bayesian belief. The problem
is there are a number of possible frames of discernment © that we could choose,
depending effectively on how many Cardi roads can be enumerated. If only two
such streets are identifiable, then ©={x;,x,}, A = x;. The principle of insufficient
reason then gives P(A), to be 0.5, through evenly allocating subjective probabilities
over the frame of discernment. If it is estimated that there are about 1000 roads in
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Cardi, then ©®={x},x7,...,x1000 } With again A = {x;} and the other x;’s representing
the other roads. In this case the theory of insufficient reason gives P(A) = 0.001.

Either of these frames may be reasonable, but the probability assigned to A is
crucially dependent upon the frame chosen. Hence one’s Bayesian belief is a func-
tion not only of the information given and one’s background knowledge, but also
of a sometimes arbitrary choice of frame of discernment. To put the point another
way, we need to distinguish between uncertainty and ignorance. Similar arguments
hold where we are discussing not probabilities per se but weights which measure
subjective assessments of relative importance.

In summary, DST is a numerical method for evidential reasoning (a term often
used to denote the body of techniques) specifically designed for manipulation of
reasoning from evidence, based upon the DST of belief functions ( see [78]).

Following on from the above example concerning Cardi roads, one of the pri-
mary features of the DST model is that we are relieved of the need to force our
probability or belief measures to sum to unity. There is no requirement that belief
not committed to a given proposition should be committed to its negation. As can be
seen in the further analysis below, this allows us to construct and analyze our “frame
of discernment” in a more flexible way. The total allocation of belief can vary to suit
the extent of our knowledge.

The second basic idea of DST is that numerical measures of uncertainty may be
assigned to overlapping sets and subsets of hypotheses, events or propositions as
well as to individual hypothesis.

To illustrate, consider the following expression of knowledge concerning mur-
derer identification adapted from [96]. Mr. Jones has been murdered, and we know
that the murderer was one of three notorious assassins, Peter, Paul and Mary, so we
have a set of hypotheses, i.e., frame of discernment, @=Peter, Paul, Mary. The only
evidence we have is that the person who saw the killer leaving is 80 percent sure that
it was a man, i.e., P(man) = 0.8. The measures of uncertainty, taken collectively are
known in DST terminology as a “basic probability assignment” (bpa ). Hence we
have a bpa, say m; of 0.8 given to the focal element Peter, Paul, i.e., m; ({ Peter, Paul
H=0.8, since we know nothing about the remaining probability it is allocated to the
whole of the frame of the discernment, i.e., m({Peter,Paul, Mary })=0.2.

The key point to note is that assignments to “singleton” sets may operate at the
same time as assignments to sets made up of a number of propositions. Such a sit-
uation is simply not permitted in a conventional Bayesian framework, although it is
possible to have a Bayesian assignment of prior probabilities for groups of proposi-
tions (since conventional probability theory can cope with joint probabilities).

As pointed out by Schubert [T19], DST is in this sense a generalization of the
Bayesian theory. It avoids the problem of having to assign non-available prior prob-
abilities and makes no assumptions about non-available probabilities.

The next question to consider is what can then be done with the bpa’s. The an-
swer in the first instance is twofold. We may firstly collect bpa’s together in such
a way as to express our overall belief. This is examined below. More importantly,
we may then combine bpa’s from different sources. Continuing our example, if
we gained further evidence that it was reported with confidence 0.6 that Peter was
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leaving on a jet plane when the murder occurred, in this case we have bpa, say m,
({Paul, Mary })=0.6. Since we know nothing about the remaining probability it is
allocated to the whole of the frame of the discernment, i.e., m,({Peter, Paul,Mary
H=0.4.

Combination of conventional probabilities is achieved through the familiar multi-
plication rule. In the more generalized DST approach a more complex multiplication
rule is required, which combines two pieces of evidence. We can see how this works
in the context of the example.

Put simply, the result of combining two assignments is that for any intersect-
ing sets A and B, where A has mass M| from assignment m; (i.e., m;({A}) = M)
and B has mass M, from assignment m,, the belief accruing to their intersection is
the product of M; and M,. For example, m3({Paul,Mary })=m;({Peter, Paul, Mary
D-my({Paul, Mary })=0.2 - 0.6=0.12.

The new piece of evidence has a more spread-out allocation of probabilities to
varying subsets of the frame of discernment. We can bring together this evidence
to find some level of belief: the belief in any set is the sum of all the probabilities
of all the subsets of that set. Hence, for example: Bel({Peter, Paul })=m3({Peter
D+ms({Paul })+ ms({Paul, Peter })=0 + 0.48 + 0.32=0.8.

The above loose definitions and reasoning may help to understand better the fol-
lowing formal definitions.

Assume V is a variable whose domain is the set X. It is important to note that vari-
able V may be treated also as a question or proposition and X as a set of propositions
or mutually exclusive hypotheses or answers [130, [150].

A DS belief structure has associated with it a mapping m, called basic assignment
function (bpa), from subsets of X into the unit interval, m : 2X — [0, 1] such that
m(0)=0, > m(A)=1.

ACX

The subsets of X for which the mapping does not assume a zero value are called
the focal elements. We shall denote these as A;, for i = 1 to n. We note that the
null set is never a focal element. In [117]], Shafer introduced a number of measures
associated with this structure.

The measure of belief is a mapping Bel : 2X — [0, 1] such that for any subset B
of X

n
Bel(B) =Y, m(A;), Ai CB,i=1lton. (3.79)
i=1
With V a variable taking its value in the set X under the semantics provided by Shafer
, Bel(B) is our degree of belief that the value of V lies in the set B. It can be
easily seen that Bel is a kind of fuzzy measure :

Bel(0) = 0,Bel(X) = 1, if By C B, then Bel(B,) > Bel(B;).

In [[T17], it is shown that m can be uniquely recovered from Bel.

A second measure introduced by Shafer is the measure of plausibility. The
measure of plausibility associated with m is a mapping P/ : 2X — [0, 1] such that for
any subset B of X
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PI(B)= Y m(A;), AiNB#0,i=1ton. (3.80)
i=1

The semantics associated with this measure is that P/(B) is the degree of plausibility
that the value of V lies in the set B. It can be easily seen that plausibility is also a

fuzzy measure
PI(0) =1,PI(X) =1, if B; C B, then P/(B2) > PI(B1).

It is easy to see that Bel(B) < PI(B).
Shafer denoted the doubt that V was contained in the set B t as Dou(B).
It can be shown that

PI(B) =1—Dou(B)

and hence

PI(B) = 1 —Bel(B)

and equivalently

Bel(B) = 1—PI(B).

DS provides an explicit measure of ignorance about an event B and its comple-
mentary B as the length of the interval [Bel(B),PI(B)] called belief interval (BI). It
can also be interpreted as imprecision on the “true probability” of B.

A couple of special DS belief structures are worth pointing out. One special case
is what Shafer calls a Bayesian belief structure.

A belief structure is called a Bayesian belief structure if the focal elements are
singletons, that is each A; consists of exactly one element. In this case it can be
shown that for every B, PI(B)=Bel(B) , the plausibility and belief of a subset are the
same. Furthermore, it can be shown that when AN B = @ we get:

Bel(A| JB) = Bel(A) + Bel(B).

Essentially this is a probability distribution where
A; = {x;} and m(A;) = Prob(x;).

In this case, the measures Bel and P/ are probability measures.

Another special case of DS belief structure is what Shafer calls consonant be-
lief structures. A belief structure is called a consonant belief structure if the focal
elements can be indexed such that A| C Ay, C ... CA,.

It was shown [[117]] that if our structure is consonant then for all A and B

Bel(ANB) = min[Bel(A), Bel(B)],
PI(AUB) = max|PI(A),PI(B)].
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In this case P/(B) is a possibility measure [150]. In this consonant case there
exists some function IT : X — [0, 1], called a possibility distribution such that if
IT(x) = PI(x) then:

PI(A) = max[II(x)] over all x € A.

Thus, DST may be treated as the generalization of the probability theory as well
as the possibility theory.

To illustrate DST, a simple example is adopted from [13].
A certain politician has been accused of committing an illegal act. The politician
either knew that he was committing an illegal act or he was naive in his judgment. At
an inquiry into the case two witnesses gave testimonies and estimated the following
basic probability assignments (bpa) over the power set of the politician’s act, as
given in Table 3.2.

Table 3.2 Breakdown of evidence for politician

0|Politician knew (K)|Politician naive (N)|Either K,N
Witness X|0]0.3 0.1 0.6
Witness Y |0(0.4 0.0 0.6

Hence in our notation, the bpa for witness X is as follows:

mx({K})=0.3, mx({N})=0.1, mx({K,N})=0.6.

A similar bpa can be constructed for witness Y.
It follows, for witness X:

Bel({K}) = my({K}) = 0.3, PI({K}) = my ({K}) + my({K.N}) =

=0.340.6=0.9.

3.3.2 Combination of Evidence in the Dempster-Shafer Theory

The core of the evidence theory is the Dempster’s rule of combination of evidence
from different sources [117]. The rule assumes that information sources are indepen-
dent and uses the so-called orthogonal sum to combine multiple belief structures:
m=m; & mp ®...H my, where @ represents the operator of combination. With two
belief structures my,m;, the Dempster’s rule of combination is defined as

> m(B)my(C)
mia(A) = = , A#0, mp(0) =0, (3.81)
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where K = Y mj(B)my(C). The denominator 1 — K is called the normalization
BNC=0

factor, K is called the degree of conflict which measures the conflict between the
pieces of evidence and the process of dividing by 1 — K is called normalization.

For example, using Dempster’s rule of combination on evidence from witnesses
X and Y (see Table 3.2) gives the following new bpa:

me{K}) = 0.56257 me({N}) = 0.0625, me({K7N}) =0.3750.

A considerable body of literature has been devoted to the discussion of the appro-
priateness of this fusion operation.

In [137]], Zadeh has underlined that this normalization involves counter-intuitive
behaviors in the case of considerable conflict.

Zadeh provides a compelling example of erroneous results.

Suppose that a patient is seen by two physicians regarding the patients neuro-
logical symptoms. The first doctor believes that the patient has either meningitis
with a probability of 0.99 or a brain tumor, with a probability of 0.01. The second
physician believes the patient actually suffers from a concussion with a probability
of 0.99 but admits the possibility of a brain tumor with a probability of 0.01. Us-
ing the values to calculate the m{brain tumor} with Dempster’s rule, we find that
m{brain tumor} = Bel{brain tumor} = 1. Clearly, this rule of combination yields a
result that implies complete support for a diagnosis that both physicians considered
to be very unlikely.

Therefore, a number of other approaches to the combination of evidence were
proposed in the literature. Smets proposed the version of Dempster’s rule in-
troduced in the transferable belief model usually referred to as the TBM conjunctive
rule. The Smet’s rule of combination is nothing but the non-normalized version of
the conjunctive consensus (equivalent to the non-normalized version of Dempster’s
rule). It is commutative and associative and allows positive mass on the null/empty
set 0 (the so-called open-world assumption). Smet’s rule of combination of two in-
dependent (equally reliable) sources of evidence (denoted here by index S) is given
by:

ms(@) =Y, mi(X))ma(Xa) (3.82)
X1NX>=0

and for (VX # 0) € 29, where O is the so-called frame of discernment consisting in
a finite set of exclusive and exhaustive hypotheses, by

ms(X)= 3  m(X))m(Xz). (3.83)
X|NX,=X

The main limitations of the Dempster’s rule and the TBM conjunctive rule seem to
be their lack of robustness with respect to conflicting evidence (a criticism which
mainly applies to the Dempster’s rule), and the requirement that the items of evi-
dence combined be distinct [33]].
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The Yager’s rule of combination admits that in the case of conflict the re-

sult is not reliable, so that K = Y mj(B)my(C) plays the role of an absolute
BNC=0
discounting term added to the weight of ignorance. This commutative, but not asso-

ciative rule, denoted here by index Y is given by my (@) = 0 and VX €29, X # © by

mY(X) = 2 m1(X1)m2(X2) (3.84)
X|NXo=X
and when X = © by
my(©) =m(@)my(@)+ Y mi(X1)ma(X2) (3.85)
X1NXy=0

The Dubois and Prade’s rule of combination [40]] admits that the two sources are
reliable when they are not in conflict, but one of them is right when a conflict occurs.
Then if one observes a value in set X; while the other observes this value in a set X»,
the truth lies in X} N X5 as long X; N X, # 0. If X; N X, = 0 then the truth lies in X; U
X5. According to this principle, the commutative (but not associative) Dubois and
Prade’s hybrid rule of combination, denoted here by index DP, which is a reasonable
trade-off between precision and reliability, is defined by mpp(0) =0 and (VX #0) €
29X #0by

mpp(X) = z ml(Xl)l’HQ(Xz)—‘r 2 ml(Xl)MQ(Xz). (3.86)
X1NXr=X X1UXro=X
X1NXp#0 X1NXr=0

Recently Murphy [92] have proposed other combination rules. It is shown in
[I21]] that, in general, they (and some other too) are not associative. On the other
hand, the problems of conflict management with Dempster’s rule (and, to a lesser
extent, with the TBM conjunctive rule) are often due to incorrect or incomplete
modelisation of the problem at hand, and these rules often yield reasonable results
when they are properly applied [47].

Since we shall use the Demster’s rule for the aggregation of local criteria in deci-
sion making problems, it is important to note that the Dempster’s rule and the TBM
conjunctive rule are commutative and associative, but not idempotency operators.

Nevertheless, in spite of the lack of idempotency, the Dempster’s rule is success-
fully used in different real-world applications. Beynon et al. [13] proposed to use the
DST as an alternative approach to multiple criteria decision modeling with the use
of the Dempster’s rule for aggregation of local criteria. This approach has been de-
veloped and studied in the framework of analytic hierarchy process in (14 [16],
where its advantages are exposed. Hua et al. [55]] extended this approach to the case
of incomplete information. It is important to note that in this approach the weights
of local criteria are supposed to be only real values. In Subsection 3.3.4, we present
a new approach without this limitation.

In his recent paper [33]], Denoeux introduced two new commutative, associative
and idempotent combination operators for belief functions. Contrary to the TBM
conjunctive and disjunctive rules, these operators (cautious conjunctive rule and
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bold disjunctive rule) do not require the assumption of independence or distinct-
ness of the information sources from which basic assignment functions are derived.
These operators can be useful in MCDM in the case of dependent (correlated) local
criteria or/and their weights. The problem of dependent local criteria is not widely
discussed in the literature. The probable cause of this is well described by Denoeux
: “However, it is often the case that, although two items of evidence (such as,
e.g., opinions expressed by two experts sharing some experiences, or observations of
correlated random quantities) can clearly not be regarded as distinct, the interaction
between them is ill known and, in many cases, almost impossible to describe.”

Finally, Denoeux wrote “As expected, the TBM conjunctive rule achieves higher
performance in the case of independent features. However, it is outperformed by the
cautious rule when features are no longer independent” [33]]. Thus, the use of the
combination rules proposed by Denoeux is justified in the case when interdepen-
dence between criteria is evident and important in context of considered decision
problem.

Nevertheless, taking into account that this is not usually the case, in this book,
we shall use only the classical Dempster’s rule of combination (3.81) as it is more
popular in applications than 7T BM conjunctive rule and other rules.

3.3.3 The Methods for Interval and Fuzzy Numbers Comparison
Based on the Probabilistic Approach and Dempster-Shafer
Theory

The problem of interval and fuzzy number comparison is of perennial interest, be-
cause of its direct relevance in modeling and optimization of the real-world pro-
cesses. In this subsection, we present an approach developed in for interval
and fuzzy number comparison based on the probabilistic approach and DST .

The merit of this approach is that it makes it possible to obtain the result of
interval comparison in form of belief interval and to get the complete and consistent
set of expressions for inequality and equality relations between intervals and fuzzy
numbers. Since this approach and based on it methods were successfully used for
the solution of the decision making and optimization problems presented in the
following chapters, here we describe this approach with all details including the
critical review of other methods for interval and fuzzy number comparison presented
in [108]).

Nowadays, many scientists make a distinction between fuzzy intervals and fuzzy
numbers depending on the multiplicity or uniqueness of modal values [39], i.e., the
real values at which a membership degree is equal to 1. Therefore, a trapezoidal
fuzzy quantity (multiplicity of modal values) is treated as a fuzzy interval, whereas
triangular fuzzy quantity (singular modal value) is considered as a fuzzy number. We
shall use the term “fuzzy number” in its most general sense in this book. A fuzzy
number may be viewed as an elastic constraint acting on a certain variable which is
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only known to lay “around” a certain value. This generalizes both the concepts of a
real number and a closed interval [32].

Theoretically, intervals and fuzzy numbers can only be partially ordered and
hence cannot be compared in usual sense. However, if interval or fuzzy numbers are
used in practical applications, the comparison of fuzzy numbers becomes necessary.
There exist numerous definitions of ordering relations over fuzzy numbers (as well
as intervals) in the literature [9] 411150, 56 [66| [T51].

Usually, the authors use some quantitative indices. The values of such indices
present a degree to which one interval or fuzzy number is greater/less than another
one. Existing approaches to interval and fuzzy number comparison may be clustered
into three groups: the methods for only qualitative ordering [9, [89], the
methods permitting quantitative ordering with the use of some indices obtained from
the basic definitions of fuzzy sets theory [1, 39, [50] and the methods based on the
representation of fuzzy numbers using o-cuts [102, [151].

The widest review of fuzzy numbers comparison problem based on more than
35 literature indices has been presented in [134]], where the authors proposed a new
interesting classification of the methods for fuzzy numbers comparison. Neverthe-
less, this problem is still open. In [133]], it is noted that the most of proposed interval
comparison methods are “totally based on the midpoints of interval numbers”. The
authors of [133]] write “Our experience told us that the use of midpoints to compare
or rank interval numbers was sometimes inconvincible and not easy to be accepted”.
Therefore, the authors developed a simple heuristic method which makes no use of
the midpoints of intervals. In [133]], the degree of preference of interval A = [ay,a]
over B = [by,b;] (or A > B) is defined as

max(0,a, — by) —max(0,a; — by)
(a2 —ar)+ (b2 —b1)

P(A>B) =

The degree of preference of B over A is defined in the same way:

max(O,bz — al) — max(O, b1 — az)

P(B>A): (az—a1)+(b2—b1)

It is obvious that P(A > B)+P(B > A) =1 and P(A > B) = P(B > A) = 0.5 when
A =B ,ie. a; = by,ap = by. The main limitation of this approach is the lack of
interval equality relation. Furthermore, the midpoint of interval numbers still plays
a key role in this approach since for all nested intervals with the same midpoints we
have P(A > B) = P(B > A) = 0.5. Therefore, if a midpoint of A is greater than that
of B then P(A > B) > P(B > A).

In [62], a possibilistic approach to fuzzy numbers comparison originally pro-
posed in [39] is developed in context of sequencing problems.The authors of [54}[69]
had shown the need for separate inequality (<,>) and equality (=) interval and
fuzzy number relations. In [118], a method based on the comparison of means and
variances of intervals and fuzzy numbers is developed in the framework of financial
profitability analysis. It is interesting that using such approach we implicitly deal
with two sometimes convincing local criteria: the interval mean and variance.
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This problem is exposed explicitly in [108]. In this paper, the author presents
the generalization of such methods. The proposed approach is based on the a-cut
representation of fuzzy numbers. The author uses the probability approach and DST
to get a numerical evaluation of fact that a certain interval is greater than or equal to
another interval.

The idea to use the probability interpretation of intervals is not novel. Neverthe-
less, now only a few works based on it can be cited [24L 63,
11112 114 [1311[152]). The main advantage of the probabilistic ap-
proach is the ability to infer a complete set of interval and fuzzy number relations as
well as their comparison with real numbers using only one major assumption: an in-
terval is a support of uniformly distributed random value. The probabilistic approach
to interval and fuzzy number comparison has proved to be a powerful practical tool
for modeling and optimization in the interval and fuzzy setting [111], [114].

Nevertheless, there are some methodological problems within this approach and
as a consequence the different expressions for probabilities estimation were ob-
tained in (241165, 167, 168. 93| (94 [109] (110, 111} (112} 113} (1141 [T15, 116} 1311 [152].

In [T31], the set of expressions for the probabilities P(A < B) and P(A > B) has
been obtained. These were the same expressions as those obtained later in [109,
using other assumptions. On the other hand, the
probability P(A = B) in has been presented (in our notation) as P(A = B) =
£2/(W(A)W (B)), where W (A), W (B) are the lengths of compared intervals and € is
an arbitrary small number.

The authors of assumed that € ~ 0. In other words, in it is implicitly
assumed that in any case P(A = B) = 0.

Nevertheless, in practice there may be situations when intervals, e.g., suchas A =
[0,1000.1] and B = [0, 1000.2], from common sense, should be considered rather as
the equal ones. Obviously, in such situations even intuitively, we feel that P(A =
B) > P(A < B) and requirement P(A = B) = 0 for all cases seems to be too much
restrictive one.

There are no comparisons of a real number with interval, nor the fuzzy interval
relations in [131]]. The similar problems may be found in [63} 67, [68]]. In [152], the
expression for P(A < B) for overlapping case (see Fig. 3.10) has been obtained in the
form which is equivalent to the expression for P(A < B) proposed in (1110
It has been shown in [109, [IT1] that different expressions for calculation of
P(A < B) and P(A = B) should be used in both overlapping and inclusion cases. For
the inclusion case (see Fig. 3.10), the authors of proposed (in our notation A =
[a1,a2],B = [b1,b2])) P(A < B) = (2by —ap —ay)/(by— b1)/2. It is easy to see that
in the asymptotic case when a; — by , a, — by, i.e.,A — B, we get P(A <B) — 0.5.
The same asymptotic result P(A < B) — 0.5 if A — B was obtained in [94]]. These
results can be qualified as the discussable ones. So some additional comments are
needed [108].

According to the classical interpretation [89], any interval A is completely de-
fined by its bounds (A = [a},a,]). Obviously, if we consider an interval in a prob-
abilistic sense, i.e., as an interval of uniformly distributed random value, it is com-
pletely defined by its bounds too. In other words, we can treat an interval A as the
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mathematical object defined by pair [a;,a;]. Therefore, if we meet two such objects
A and B with equal bounds (a1 = by,a; = by) we can say that they are equal objects.
Let us introduce a measure m(A,B) € [0, 1] of such objects equality/inequality. The
natural properties of m(A, B) should be such that m(A =B) =1,m(A > B) =m(A <
B) = 0 for the equal A and B and m(A = B) = 0 for the completely different A and
B when their intersection is empty. That is why, if the probability P is treated as a
measure or degree of equality/inequality of the intervals then the only reasonable
result in the case of A — B should be P(A <B) — 0,P(A>B) —0,P(A=B) — 1.

Nevertheless, the discussed results (P(A = B) — 0.5 when a; — by,a; — by) ob-
tained in [94] and some other papers make a sense if we look at the problem from
another point of view. In [94], the authors as the conceptual model of the proposed
approach used the next clear example: “... Control rule bases often include rule like
“if temperature a is higher than the temperature b, then open valve 1, else open
valve 2. In practice, after measurements, we only have intervals A and B of possi-
ble values of @ and b. If the corresponding two intervals intersect, then none of the
temperatures is guaranteed to be higher than another. A natural idea is therefore to
choose an interval for which the probability that a > b is greater than the probability
that a < b”. As it is proved in [94], such a reasoning leads to the expression (in our
notation):

P(A>B) = —2=tif a; > by and 0 else.
Although this expression leads to P(A = B) — 0.5 when a; — by, a; — by, the result
is completely justified in context of considered example. It is easy to see that only
possible real valued temperatures ranging in corresponding intervals are compared,
not intervals. It is important that there are no comparisons between real number
and interval in [94]. It is shown in [04] that there are many real-life situations in
practice when such reasoning is valid. We think that observed variety of proposed
methods reflects the next fact: the interval and fuzzy number comparison is a context
dependent problem.

Therefore, to avoid a possible misunderstanding, it is emphasized in [108] that the
main author’s aspiration is to develop a method for comparison of intervals treated
as the mathematical objects defined completely by their bounds.

It is worth noting that such approach to the interval comparison is not a purely
mathematical conception, it is originated from real-world problems of simulation
and optimization in the interval and fuzzy setting [114).

Itis asserted in that described differences observed in probabilistic methods
for interval comparison are caused by the limited ability of a purely probability
approach to deal with such objects as intervals or fuzzy numbers. The problem is that
the probability theory allows us to represent only uncertainty, whereas interval and
fuzzy objects in addition are inherently characterized by imprecision and ambiguity.

Consider another important problem of rather methodological nature. It is well
known that all arithmetic operations on intervals or fuzzy numbers result in intervals
or fuzzy numbers as well. From this point of view, it seems intriguing enough that
interval and fuzzy number relations have resulted in real numbers or Boolean values
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only. So the aspiration to express the results of interval and fuzzy number compar-
ison in terms of intervals and fuzzy numbers looks as quite natural. Of course, this
assertion may be considered as disputable. Nevertheless, whatever the case, it is
interesting and useful to embody this idea in some mathematical form.

3.3.3.1 Interval Comparison Based on the Probabilistic Approach

Since the method proposed in is based on the o-cut representation of fuzzy
numbers, the main problem is to compare intervals. There are only two nontriv-
ial cases of interval locations deserve to be considered which were called in
overlapping and inclusion cases (see Fig. 3.10).

Let A = [ay,az] and B = [by,by] be independent intervals and a € [a,az],
b € [by,by] be random variables distributed on these intervals. As we are dealing
with non-fuzzy intervals, it is natural to assume that values of random variables a
and b are uniformly distributed. This assumption is in accordance with the Bayesian
“principle of insufficient reason” [L1]]: if there is no reliable information about prob-
abilities of events, they are treated as equally probable ones. Moreover, when dealing
with intervals representing ¢-cuts of fuzzy number, the uniform distribution is the
only reasonable choice.

There are some subintervals which play an important role in further analysis.
For example, in the overlapping case (see Fig. 3.10), falling of random variables
a € lay,az], b € [b1,by] into subintervals [aj,by], [b1,az], [a2,b,] may be treated as
a set of independent random events.

Overlapping case Inclusion case
B B
A a) P b)
— —
ay !‘?; da; b, by aj as b>

Fig. 3.10 Examples of interval relations

Let us define the events Hy : a € A;,b € B, for k = 1 to n, where A; and B; are
the subintervals formed by the boundaries of compared intervals A and B such that
A =JA;, B=B,. It is easy to see that the events H; form a complete group of

i J

events which represents all the cases of random values a and b falling into various
subintervals A; and B}, respectively. Let P(Hy) be the probability of event Hy, and
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P(B > A/Hy) be a conditional probability of B > A given H;. Hence, the composite
probability may be expressed as follows:

P(B>A)= ZP H;)P(B > A/Hy). (3.87)

Let us consider the case of overlapping intervals.
Since we are dealing with the uniform distributions of random variables @ and b
in given subintervals, the probabilities P(H}) can be easily obtained geometrically.
In the overlapping case (see Fig. 3.10), there is a set of four events:

Hi:a€e [al,bl]/\be [bl,az],Hz rac [al,bl]/\be [az,bz],
b b

Hi:a€[by,a;] \b € [by,az],Hs :a € [by,ax) A € |az,bs]. (3.88)
Since the eventsa € [a,b1], b € [by,az], ... are independent, we obtain the following
probabilities:
by — b by —ay by —
P(H)) = 1—daia—0y P(H>) = 1—aiby—a
az—albz—bl az—albz—bl
-b b —b1by—
P(Hy) = 2202200 () — 201220 (3.89)

ar—ay by —b;’ a—ay by —by’

Obviously, the events H; , H, and H4 may be considered as the evidences of the
event B > A only, but the event H3 can be treated from two different points of view
since it is simultaneously an evidence of the events a € [by,a;] and b € [b,az]. So
some comments are needed.

An important point is that in the framework of the conventional interval analysis,
the relation A > B for overlapping intervals shown in Fig. 3.10 is senseless. It was
first postulated by Moore [89], that if a; < by and as < b, then B > A and relation
A > B is impossible since there are no real values a € A such that a > b,. In other
words, there are no arguments in favor of A > B in this case.

Indeed, in the asymptotic case when a, = b;, an interval A cannot be greater than
B until a; < by. Itis clear that opposite assumption is in contradiction with common
sense. On the other hand, as we deal with overlapping intervals, there is a common
area, where events a > b (a € A, b € B) take a place. Of course, if these events can
be considered as arguments in favor of A > B, we are in a conflict with the basics of
interval analysis and common sense.

The source of this contradiction is an assumption (not obvious) that relations
between particular a € [b,az] and b € [by,az] may be used to compare intervals as
a whole. Since this assumption leads to the absurd conclusion (we can not ignore
common sense) it is wrong in context of interval analysis. Thus, the relation A > B
for overlapping intervals shown in Fig. 3.10 is senseless, but there are no such strong
reasons to exclude the possibility (in some extent) of events A = B and A < B.

There are two different possible assumptions concerned with conditional proba-
bilities in observed situations defined in as “weak” and “strong” relations.
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Let us consider the weak relations.

Since Hj is the evidence of events a € [by,a;] and b € [by,a;] simultaneously,
it may be treated as an evidence of events A < B and A = B only. According to
the Bayesian principle of insufficient reason , we assume that there are equal
chances for A = B and B > A when the event H3 occurs, i.e., P(B > A/H3) =P(A=
B/H3) = % The same assumption as a natural one is used in without additional
clarifications.

Thus, for the conditional probabilities we get:

P(B>A/H))=1, P(B>A/H,) =1, (3.90)
P(B > A/H3) = % P(B>A/Hy) = 1.

From (3.89), (3.90) and (3.87) we have:

1 ((127})])2

PB>4)= lii(az—al)(bz—bl)'

In a similar way, we obtain:

1 (ay—by)?

P(B:A): 5(02701)(])27[71).

Of course, we have P(B > A) +P(A = B) = 1. It is easy to see that in asymptotic
conditions, where a; = b; and a, = by, i.e.,A=B,wegetP(B>A)=P(B=A)= %
This seems as rather wrong result if intervals are treated as the mathematical objects
defined only by their bounds. On the other hand, common sense is not always the
best adviser in mathematically complicated situations. For example, we can say that
in our case we deal with intervals and therefore the fact A = B may be an evidence
of B > A and in the same degree of B = A. The similar reasoning was used in [94].

Let us consider the strong relations.
In this case, we assert that the event H3 is not a strong evidence of A < B, butis a
satisfactory evidence of A = B, i.e., P(B > A/H3) =0 and P(A = B/H3) = 1. Thus,
for the conditional probabilities we get:

P(B>A/H))=1,P(B>A/H,) = 1, (3.91)
P(B>A/H3)=0,P(B>A/Hy) = 1.

From (3.87), (3.89) and (3.91) we obtain:

(a2 —b1)?
PB>A)=1— ——— —F———. 3.92
( ) (a2 —ay)(by—by) (392
In a similar way, we get:
RY)
P(B=A)= —2=b1) (3.93)

(ay—ay)(by—b1)’
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Obviously, P(B > A) +P(B =A) = 1. In the case of A = B, from Egs.(3.92) and
(3.93) we get P(B > A) =0, P(B=A) = 1 and there are no problems with interpre-
tation of these results. To simplify our further analysis, consider another simple but
exact method for inferring the probabilities P(B > A), P(B = A). It easy to prove
that in our case

P(Hy)+ P(H,) + P(H3) + P(Hy) = 1. (3.94)

Since in the case of “weak” relations we have P(B > A/H;) =1, P(B > A/H;) =1,
P(B>A/H;) = %, P(B > A/H4) = 1, for the compound probability from Eq.(3.94)
we get:

P(B>A) = P(H)) +P(Ha) + %P(H3) +P(Hs) =
1 (aa—h)?
2 (a2 —al)(bz —bl) '

=1- (3.95)
It is easy to see that the same expression have been obtained above using different
reasoning. In our further analysis, we shell use the similar argumentations when
inferring the expressions for the calculation of probabilities.
Let us consider the case of inclusion.
There are three possible events in this case:

Hi:a€laj,ax] \b € [br,a1],Hy: a € [a1,ax) \b € |ay,az],

Hs:ae [al,az] Ab e [az,bz]. (3.96)
The corresponding probabilities are:
P(Hy) = D200 p(y) = 229 ppyyy = D22 (3.97)
Vb T bbby by '

Since b < ay, in this case the relation A > B may be true. For instance, there are
no doubts that A > B if by < a; and by = a».
Consider the weak relations.
Let us assume that there are equal chances for A < B, A = B and A > B when the
event H, takes place. This means that

P(A < B/H,) =P(A=B/H,) = P(A> B/H,) = %

As a consequence, for the compound probabilities we get:

1 lax—ar by—a
P(A<B) = -P(H P(H3) = = 3.98
( ) 3 (Ha) + P(H3) 3b2—b1+b2—b1’ (3.98)
1 lay,—a
P(A=B) = —P(H,) == 3.99
( ) 3 ( 2) 3b2—b1’ ( )
1 lay—a; a;—b
P(A>B) = —P(H PH;) == . 3.100
(A>B) = PUHR) +P(H) = 30—+ 5 = (3.100)
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In the case of A = B, we get P(A <B) =P(A=B) =P(A>B) =1.Ina case
of the degenerate interval A, i.e., a; = ap = a, from Eqgs. (3.98)—(3.100) we infer
PA<B) =270 pasp)— 9=

by — by by —

needed to clarify obtained results. Of course, if B is an interval, and «a is a real
number then equality relation B = a is senseless since the simultaneous fulfillment
of the conditions b; = a and b, = a is impossible. Thus, in such cases we have
P(B = a) = 0. On the other hand, inequality relation B < a may be used in analysis
since in the case, for example, b, < a, there is no doubt that P(B < a) = 1. Itis clear
that in the case of b < a < by, the probability P(a < B) makes sense. An interesting
situation we have in the case of estimation of P(A = B), where A and B are intervals.
The simplest decision is to introduce a “strong” rule: A = B only if a; = b; and
ap = by. On the other hand, when dealing with optimization problems we often
use the equality type restrictions. Obviously, the interval or fuzzy extension of such
tasks inevitably leads to the extension of corresponding equality type restrictions.
It is clear that fulfillment of “strong” equality rules in these cases, especially when
using numerical optimization methods, is rather impossible.

Therefore, in the framework of proposed in [108] probabilistic approach the
“weak” equality rules have been developed. So, if a; =~ b; and a; ~ b,, then
P(A=B)#0.

Consider the strong relations.

We assert that only H; is an evidence of A = B, only H; is a witness of A > B and

only H3 may confirm A < B. Hence

and P(A = B) = 0. Some remarks are

by —ay a —dj
P(A <B) = P(H3) = 22— p(A=B) = P(H,) =
( < ) (3) bz_a27 ( ) (2) bz_blv
—b
P(A>B) = P(H;) = 1L, (3.101)
by — b,

For A = B, from Eqgs.(3.101) we get P(A<B) =P(A>B)=0and P(A=B) = 1.
For a degenerated A, i.e., a; = a, = a, from Eqs.(3.101) we get the same expressions

by — —-b
as in the “weak” relation case: P(A < B) = b 2 ; ,P(A>B)= ; bl and P(A =
—b 2 — by

B)=0.

Thus, the complete set of expressions for “weak” and “strong” interval relations
is inferred. An interesting and useful task is an analysis of the transitivity properties
of interval relations (see [67]]), but it is out of scope of this book.

The question arises: which approach - “strong” or “weak” - is the best one? To
answer, let us consider them in the case of A = B. In the “weak” case, for overlapping
intervals we have P(B > A/H;) = P(B = A/H;) = . In the inclusion case, the
“weak” approach leads to the assumption P(A > B/H;) = P(A < B/H,) = P(A =
B/H,) = % when the event H, occurs. In the case of A = B, we get P(A > B) =
P(A < B) = P(A=B) = L. Obviously, it is not easy to explain such a result, but
when using the “strong” approach we have no problems in the interpretation of the
results obtained for the case of A = B.
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Let us compare obtained expressions for the probabilistic interval relations with
those proposed by other authors. The main merit of the approach proposed in [108]
is an explicit introduction of interval equality relation as an essential constituent of
complete set of interval relations such that in all cases the fundamental property
P(A <B)+P(A=B)+P(A>B) =1 is verified. It is important to note that in
the frameworks of most of known approaches - not only probabilistic ones - interval
equality is usually considered as an impossible relation [T31]], identity oronly in
conjunction with inequality relation [152]]. It is shown in [108] that these treatments
lead to some theoretical problems.

We think that treating an interval equality as identity (A = B only if a; = by,
ap = by ) can not provide good solutions of some practical problems, e.g., when
dealing with interval extension of optimization task under equality type restrictions.
In approach proposed in [[108], an equality is not equivalent to identity since P
(A =B) < 1. Let’s consider the example of comparing the intervals A = [1,10]
and B = [2,11]. Using the method proposed [[108]], e.g., strong relations, we get
P(A <B)=0.21,P(A=B)=0.79, P(A > B) = 0. An explanation of such results
is obvious, especially taking into account the large common area of compared in-
tervals, which is an argument for equality relation’s dominance in the considered
example.

There is no doubt that if we deal with the probability approach, the fundamental
condition P(A < B) 4+ P(A = B) + P(A > B) = 1 should be automatically verified.
It will be shown below that above consideration remains valid in a fuzzy setting as
well. An interesting point is that the introduced set of interval relations makes it pos-
sible to look at the general problems of comparison from some debatable, but new
point of view [108]]. If we compare two alternatives A and B then using their real
valued estimations a and b we usually introduce some value € as a measure of indis-
cernibility. If |a—b| <& then considered alternatives are treated as indiscernible. It
is well known that the value of € is usually depends on inaccuracy of measurement,
subjective factors and other sources of imprecision and uncertainty. Nevertheless,
when thinking in interval or fuzzy spirit we can say that such estimation is pushing
the problem of uncertainty assessment from the stage of alternative evaluation to the
stage of their comparison. Suppose we have alternative estimations in the form of
intervals A and B. Then using our approach we can conclude that these alternatives
are indiscernible if P(A = B) > max(P(A < B),P(A > B)) or A is greater (better,
preferable and so on) than B if P(A > B) > max(P(A < B),P(A = B)). It easy to
see that there is no need for € in such approach. Of course, we do not insist here
that proposed in approach is a universal remedy for all comparison problems,
but what we really see is an absence of additional and - in our opinion - artificial
measure of indiscernibility, €.

Recently, a numerical algorithm for minimization of interval and fuzzy valued
cost functions based on the described probabilistic approach to interval comparison
has been developed in [111, [IT4)). In the fuzzy case, the decomposition of a
fuzzy number into a set of intervals representing the ¢-cuts of fuzzy number has
been used. Proposed numerical methods have been successfully used for modeling
and optimization of real-world processes [111], [114].
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Nevertheless, one can say that an existence of two quite different results gained
from mutually exclusive assumptions (“weak”and “strong’”’) may be considered as
a weakness or incompleteness of proposed approach. It is noted in
that all observed ambiguities may be treated as a consequence of the limited ability
of a purely probabilistic approach to deal with such objects as intervals or fuzzy
numbers. The problem is that the probability theory allows us to represent only
uncertainty. Nevertheless, interval and fuzzy objects are inherently characterized by
imprecision and ambiguity. To solve this problem, the DST is used in [108].

Among numerous approaches to interval comparison, there is a group of rather
qualitative methods which deserve to be mentioned because they have served as a
starting point for the development of interval relations using DST .

This group of methods has a long history. They can be traced back to the fun-
damental work by Moore [89], and now appear in software [133] which embodies
most of the modern concepts in the field of interval arithmetic. The main idea be-
hind these methods is contained in the following definition: “An interval is less than
another interval if it contains some value(s) that are less than some value(s) in an-
other interval”. As this definition is not broad enough to capture all the cases of
interval location and intersection, three main classes of interval relation are used:
certainty, possibility, set. To implement these relations, a set of relation functions
was proposed in [26]. It is important to note that these functions return only Boolean
values. In fact, these methods provide only qualitative results, expressed in verbal
form. Unfortunately, the linguistic term “Possibility” has in practice a wide, but fi-
nite (as a consequence of the limited nature of any natural language) set of nuances
(senses). In turn, each “nuance” reflects a certain group of qualitatively equivalent
interval relations, which, on the other hand, differ quantitatively.

Indeed, all the arithmetic operations on intervals provide us intervals as well,
and only interval comparisons have resulted in real numbers (different indices or
probabilities) or Boolean values. In order to catch not only an uncertainty of initial
information available, but an ambiguity and imprecision as well, it seems natural to
make attempt to build an approach which can provide the results of comparisons in
the interval form, for instance, as a probability interval. For this purpose, the DST
may be successfully applied [108].

3.3.3.2 Interval Comparison Based on the Dempster-Shafer Theory

In this subsection, we present the method developed in [[108].

Let us consider a case of overlapping intervals (Fig. 3.10). Assume they are in-
dependent ones and a € [a;,az],b € [by,b;] be random values distributed on these
intervals.

Only four mutually exclusive events H;,i = 1 to 4, may take place in considered
situation. For probabilities (see previous subsection) we get :

P(Hy)+ P(Hy) +P(H3)+P(Hy) = 1.
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Thus, in the spirit of DST'the probabilities P(H;),i = 1 to 4, can be used to con-
struct a basic assignment function (bpa). In a case of overlapping intervals a; < b;
and a» < by, only two interval relations make sense: A < B,A = B (see previous
subsection).

It is easy to see that events H|,H, and H4 may be considered as ‘“‘strong” evi-
dences of A < B, otherwise H3 can be treated as only a “weak” evidence of A < B
since it is simultaneously evidence of A = B.

Using DST notation we can represent the above conclusions as H; C (A <
B),H, C (A <B),H4 C (A < B). Since the events H, H,, Hy are independent, a sum
of their probabilities may be treated as an argument (evidence) in favor of A < B.
So we have the first focal element of bpa: m({A < B}) = P(H) + P(H,) + P(Hy).
Event H3 is an evidence of events A < B and A = B simultaneously. Since they are
not mutually exclusive, i.e., (A < B)N (A = B) # 0, the probability P(H3) may be
treated as an evidence of composed event (A < B,A = B) and the next focal element
of bpa may be represented as m({A < B,A = B}) = P(H3).

Thus, obtained bpa consists of only two focal elements. Using the basic defini-
tions (3.79), (3.80) and taking into account Eqs.(3.88) and (3.94) we get

Bel(A < B) = m({A < BY) = P(H,) + P(H>) + P(Hy) =
(a2—b1)*

=1-PH3)=1—- 3.102
PI(A<B) =m({A<B})+m({A<B,A=B} =
= P(H,)+P(Hy)+P(Hs;)+P(Hy) = 1. (3.103)
In a similar way, for A = B we obtain:
Bel(A=B) =0, (3.104)
2
PI(A=B) = P(H;) = (a2=b1) (3.105)

(a2 —ay) (by—b1)’
Denoting all the probabilities we have inferred in previous subsection for the

“strong” case as Pg(e) and for the “weak” case as P, (e), we get the belief inter-
vals BI as follows:

BI(A < B) = [Bel(A < B),PI(A < B)] = [P,(A < B),1]

= [l -Py(A=B),1], (3.106)

BI(A=B) = [Bel(A=B),PI(A=B)] = [0,P,(A = B)]. (3.107)

So, using an approach based on DST we get interval estimations for degrees of
interval inequality and equality.

An important property of BI(A < B) and BI(A = B) relations for overlapping A
and B is BI(A = B) < BI(A < B).
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It is worth noting that the last inequality is “strong” only if P; < 0.5 (see

Fig. B.11).

BI(A<B)

BI(A=B)

0 P. (4=B) = 0.5 !

Fig. 3.11 Relation between BI(A < B) and BI(A = B)

Inthe case of a; = by,ap = by, i.e., A= B from (3.106) and (3.107) we get: BI(A <
B) = BI(A = B) = [0, 1]. This result seems quite natural in the spirit of DST .

Introduced interval estimations can be considered as an embodiment of usually
not explicitly expressed, but pivotal requirement of interval arithmetic: the result of
interval operation should be an interval as well.

In [108], the degree of imprecision or ambiguity /D of interval relations rel as a
whole was proposed:

ID(rel) = BI(A<B)+BI(A=B) = [1 —Py(A=B),1+Py(A=B)] =

(a2 —by)? i (a2 —b1)*
(a2 —ar)(ba—b1)" " (aa—a1)(ba—b1)"

It easy to see that the length of /D(rel) may be considered as a natural real valued
estimation of interval relation imprecision which decreases with lowering the length
of overlapping region.

Consider the case of inclusion.

In this case, we have three possible events H;,i = 1 to 3, with corresponding
probabilities (see previous subsection). The elementary evidences of events A <
B,A = B,A > B were considered in and they were taken then into account
to construct the bpa using nearly the same reasoning as in the case of overlapping
intervals. Finally, the following expressions were obtained in [108]:

=[1-

m ({A <B}) =P(H3),m({A > B}) = P(H,),
m ({A <B,A=B,A>B})=P(H,),

by —ap

Bel(A < B) =m({A < B}) = P(H3) = , (3.108)
by — by
PI(A<B) =m({A<B})+m({A<B,A=B,A>B})=
— P(H3) + P(Hy) = 220 2o (3.109)

by—by  by—b;
= Py(A<B)+Py(A=B),
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Bel(A=B) =0, (3.110)
ar —dq
Pl(A:B):m({A<B7A:B,A>B}):P(Hz):b b (3.111)
2 — by
aq —b1
Bel(A>B):m({A>B}):P(H1):b b (3.112)
2— b
PI(A>B) =m({A>B})+m({A<B,A=B,A>B})=
aq —b1 ajy —daj
(Hy)) + P(H) e — (3.113)
—-b
= D701 _p(A>B)+P(A=B).
by — by
Let us consider some asymptotic cases.
In the case of A = B we get:
Bel(A < B) =Bel(A>B)=Bel(A=B)=0, (3.114)
PI(A<B)=PI(A>B)=PI(A=B)=1. (3.115)
In the case of ap = by,a; > b; we have:
Bel(A<B)=0,PI(A<B)=1, (3.116)
Bel(A = B) —0,PI(A—B) — 2= (3.117)
by—by
Bel(A>B) = =0 pia>p)—1. (3.118)
by — by
In the case of a; = by, by > a, we obtain:
by —
Bel(A< B) = 2" pi(A<B) =1, (3.119)
by — by
az—bl
Bel(A=B)=0,PI(A=B) = , (3.120)
by — by
—-b
Bel(A>B) =0,PI(A>B) = 2. (3.121)
by — by

These results are in good agreement with common sense. Indeed, if A is a degenerate
interval, i.e., a; = ap = a then from (3.108)-(3.113) we get:

bz—a

Bel(a<B):Pl(a<B):b b
2—bi

(3.122)

Bel(a=B) =Pl(a=B) =0, (3.123)
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a— b1
by —by’
It is important that we have real valued resulting estimations only in the case of

comparison of interval with real value.
For the belief intervals BI we get:

Bel(a>B)=Pl(a >B) = (3.124)

by—ay by—a

BI(A<B) = [Bel(A<B).PIA<B) = [ =% 2]

= [Py(A < B),Ps(A < B)+Py(A = B)), (3.125)
BI(A = B) = [Bel(A = B),PI(A = B)] = [0, ZZ _Zl ] = [0,Py(A = B)], (3.126)
2 — 01
_ _ a]fbl (127})]
BI(A > B) = [Bel(A > B),PIA>B)| =[})— 102!
= [Py(A > B),Ps(A > B) +Py(A = B)). (3.127)

Observe that in the inclusion case using (3.125)-(3.127) we have
BI(A=B) <BI(A>B),BI(A<B),
but only in a “weak” sense, since (BI(A = B) N BI(A > B) # 0 and/or
BI(A=B)NBI(A<B) #0.
Another important feature is that if A and B have a common center, i.e., (a] +
az) = (b + by) we always have

BI(A=B) <BI(A>B)=BI(A <B)

and this inequality relation is a “strong” one only if b, —a, > a; — a;. For instance,
if A=[1,7],B = [0,8] we get the result shown in Fig.3.12

BI(A>B)= BI(4<B)

BI(A=B)

l |

0 2/8 4/8 6/8 1

Fig. 3.12 The case when A and B have a common center

In the inclusion case (see Fig. 3.10), we introduce an overall degree of impreci-
sion or ambiguity of interval relations re/ as

ID(rel) = BI(A < B)+BI(A=B)+BI(A > B)
= [1—Ps(A=B),14+2Ps(A=B)| =

il B B = Sl § (3.128)

=[1-
[ by —by by — by
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In contrast to the overlapping case we get resulting interval for degree of imprecision
or ambiguity, which is asymmetrical in relation to 1. However, its length decreases
with lowering the length of included interval A. This seems quite natural, since for
the degenerate A there is no any ambiguity or imprecision, i.e., if rel € {<,>,=},
then Bel(A rel B) = PI(A rel B) (see Eqs.(3.122)—(3.124)). Thus, in the inclusion
case the real valued estimation of ambiguity or imprecision of interval relation is
determined by the relation of lengths of included and enveloping intervals.

Finally, several real valued criteria may be applied in order to make a reasonable
choice when comparing intervals. Non-exhaustively, we can distinguish:

e strong preference:

B>A if Bel(B>A)>PI(A<B),
e weak preference:

B>A if Bel(B>A) > Bel(B<A),
e mixed preference:

B>A if MP(B>A)>MP(B<A),

where MP (o) = aBel(e) + (1 — a)Pl(e) with 0 < o < 1 (the value of « reflects the
risk aversion of decision maker).

Obviously, the mixed preference is a more flexible criterion. In the simplest case
(e = 0.5) for overlapping intervals we get:

MP(A < B) = %(Bel(A < B)+PI(A < B)) = Py(A <B), (3.129)
MP(A=B) = %(Bel(A — B)+PI(A=B)) = P,(A=B). (3.130)
It is interesting that
MP(A < B)+MP(A=B)=1. (3.131)
In the inclusion case we have
MP(A<B):%(1+PX(A<B)7PX(A>B)), (3.132)
MP(A = B) = %PS(A:B). (3.133)
It is easy to see that in this case
MP(A < B)+MP(A > B) +MP(A = B) 1+%PS(A:B). (3.134)

Comparing expressions (3.131) and (3.134), we can see that interval relations in the
inclusion case are more doubtful and imprecise than those in the overlapping case.
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Expressions (3.129)—(3.134) expose the similarity between the DST and probability
approaches to interval the comparison.

When observing belief intervals BI in the overlapping and inclusion cases, we
can see that only “strong” interval comparison probability estimations (see previous
subsection) and their sums can be considered as natural bounds of corresponding
belief intervals. It is important that probabilities P;(A > B),P;(A < B) in all cases
represent the left bounds of belief intervals, i.e.,

Bel(A > B) = Py(A > B),Bel(A < B) = Ps(A < B)

whereas the probabilities P;(A = B) occur only in representations of right bounds of
BI.

Since DST may be treated as a generalization of probability theory, we can con-
clude that only the set of “strong” interval probability relations introduced in [108]]
(see previous subsection) should be used in analysis as a direct asymptotic limit of
DST.

Consider the fuzzy number relations based on DST .

Let A and B be fuzzy numbers on X with corresponding membership functions

a (x), ug(x) : X — [0, 1]. They can be represented by the sets of o-cuts: A = | JAq,
o

B=UBy,where Ay = {x €X : s (x) > at}, By = {x € X : up(x) > o} are intervals.
o

Then all fuzzy number relations A rel B, rel € {<,=,>} may be presented by the
sets of ¢-cut relations
Arel B=|JAq rel Bq. (3.135)
o

Since in the framework of DST all interval relations A, rel By, provide the results
in form of corresponding intervals BI (A, rel By) we conclude that in the left hand
side of (3.135) we have a fuzzy number. More strictly,

Avrel B= UAa rel Bo, = UBI(A,Z rel By), (3.136)
o o

where
BI(Ay rel By) = [Bel(Ag rel By),Pl(Ag rel By)] (3.137)

are belief intervals corresponding to the interval relations A, rel By, on o-cuts.

Using mathematical tools presented in previous subsection, we can calculate all
the values Bel(Ay rel By,),Pl(Ag rel By) needed to determine fuzzy numbers rep-
resenting the result of fuzzy number relation. So, the fuzzy numbers

BI(A rel B) =| JBI(Aq rel By,)
o

can be considered as results of fuzzy number comparisons.

The resulting fuzzy estimations BI(A rel B) can be used directly. For instance,
let A, B, C be fuzzy numbers and BI(A rel B), BI(A rel C) be fuzzy estimations of
fuzzy relations A > B and A > C, respectively. Then estimation BI(BI(A > B) >
BI(A > C)) is a fuzzy number as well. Such fuzzy calculations may be useful at
intermediate stages of analysis since they preserve fuzzy information available.
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For practical purposes, it is useful to introduce some indices obtained as the result
of defuzzification. A simple, but perhaps the most useful one is:

1
Blps(Arel B)=2 / aBlpf(Ag rel By)dar. (3.138)
0

Last expression is a form of defuzzification (or type reduction) and the result is
an interval. Formula (3.138) emphasizes that contribution of ¢-cut to an overall
estimation rises with increasing of its number. Of course, the set of complementary
parameterized functions of ¢ can be used in (3.138) instead of ¢ as it is proposed in
[151], but for the sake of simplicity only expression (3.138) has been used to obtain
the results presented below. Some typical cases of fuzzy number comparison are
represented in Fig. 3.13 and 3.14.

H(x) A B 1u(x)
1
09 (a) 09 ()]
0.8 08
07 X 07
06 0.6 =3 ~
05 05 BI(B>A4) prd
04 04 /
03 03 1
0,2 027
01 \ 011
0 X 04 x
0 05 1 15 2 25 3 35 4 0 01 02 03 04 05 06 07 08 09 1
C)) B
© —(d)
08 08 ID=BI(B>4)
N ! +BI(B=14)
07 o7 A
08 \\ 06 / \
05 \ =2 =2 05 / \
0t BI(B=A4) o /[ N\
03 )
037
0.2
02
o 017
0 X :
0 01 02 03 04 05 06 07 08 09 1 0 X

0 02 04 06 08 1 12 14 16 18 2

Fig. 3.13 Special case of fuzzy number comparison: Blp (B > A) = [0.86,1],BIps(B=A) =
[0,0.13], IDpy = (BI(B > A)+BI(B =A))ps =[0.87,1.12].

It is easy to see when analyzing the case presented in Fig. 3.13 that imprecision
degree of fuzzy relations /D = BI(B > A) + BI(B = A) may be treated as a fuzzy
number with linguistic interpretation /D="near 1”, where “near 1” is a fuzzy num-
ber symmetrical in respect to 1. It worth noting here that in the discussed case the
main properties of probability are remained, but in the fuzzy sense. On the other
hand, the degree of fuzziness of the fuzzy numbers “near 1” provides us additional
information that may be useful for the estimation of overall uncertainty of fuzzy
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Fig. 3.14 Special case of fuzzy number comparison: Blp (A > B) = [0.26,0.36], Blp (B >
A) =[0.49,0.69], Blps(B = A) = [0,0.25], IDps = (BI(A > B) +BI(B > A) + BI(B =
A

))ps = [0.75,1.30].

number comparison result. This result could be a good completion of our analysis,
but it can be correctly used only when there are no any enclosing intervals on a-cuts
of compared fuzzy numbers. The situation when we have inclusion of intervals on
some a-cuts is presented in Fig. 3.14. It is easy to see that asymmetric fuzzy ID is
obtained and that the height of asymmetric part of ID is proportional to a number
of a-cut with included intervals. It was shown above that in inclusion case of in-
terval comparison, an interval /D is asymmetrical in relation to 1 (see expression
(3.128)). When looking at Fig. 3.14, the natural question arises: Is it possible to
interpret the objects BI(A > B), BI(A < B), BI(A = B) (obtained results of fuzzy
number comparison) as fuzzy numbers? Of course, it is impossible from a conven-
tional point of view, since ambiguous membership functions are needed to represent
such objects. On the other hand, we can use (for fuzzy arithmetic only) a less rigor-
ous definition of fuzzy, perhaps, “fuzzy type” object as a “set of closed o-cuts with
o € [0,1]”. Indeed, there is no need for concept of membership function when fuzzy
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Fig. 3.15 Example of three fuzzy number comparison: Blp (A > B) = [0.77,1], Blp (B >
C) =1[0.77,1], BIp (A > C) = [0.89, 1]

arithmetic is used in the framework of ¢-cuts representation of fuzzy numbers. It
is safe to say that the o-cuts representation may be considered, in some sense, as
a generalization of the membership function concept because of lack of rigorous
requirements for unambiguity, convexity an so on. We recognize that such opinion
is of discussable nature. It is only shown in that complex “fuzzy type” objects
can be obtained as the result of fuzzy number comparison, which can not be rep-
resented by a conventional membership function. Thorough analysis of this result
from methodological point of view is out of scope of this book. Nevertheless, the
developed in [T08]] method for the crisp interval and fuzzy number comparison may
be considered as a useful practical tool that makes it possible to compare not only
intervals and fuzzy numbers, but to compare them with real values as well. The re-
sults we get in the crisp interval form after defuzzification are in a good agreement
with common sense (see Fig. 3.15).

3.3.4 Intuitionistic Fuzzy Sets in the Framework of
Dempster-Shafer Theory

In Subsection 3.1.4, we have shown that Atanassov’s theory of intuitionistic fuzzy
sets A-IFS is not isolated concept and there are different links between A-/F'S and
some other theories modeling imprecision such as interval valued fuzzy sets, type 2
fuzzy sets and soft sets. Here we show that there exists also a strong link between
A-IFS and DST. We use this link to provide a transparent and fruitful semantics for
A-IFS in terms of DST .

We have noted also that there exist two important problems in multiple criteria
decision making MCDM in the intuitionistic fuzzy setting: aggregation of local cri-
teria without intermediate defuzzification in the case when criteria and their weights
are [F'Vs; comparison of /F valued scores of alternatives basing on the degree to
which one IFV is grater/smaller than the other.

Here we propose an approach to the solution of these problems based on the
interpretation of A-/F'S in the framework of the DST .
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The concept of A-/F'S is based on the simultaneous consideration of membership
U and non-membership v of an element of a set to the setitself suchthat0 < u+v <
1. For the reader’s convenience, we repeat here the Definition 3.21.

Let X = {x1,x2,...,X,} be a finite universal set. An intuitionistic fuzzy set A
in X is an object of the following form: A = {< xj,ua(x;),va(x;) > |x; € X},
where the functions py : X — [0,1], x; € X — pa(x;) € [0,1] and v4 : X — [0, 1],
xj € X — va(x;) € [0,1] define the degree of membership and degree of non-
membership of the element x; € X to the set A C X, respectively, and for every
xjeX, 0< ‘UA(XJ‘)—FVA()CJ') <1.

Following to [3], we call ma(x;) = 1 — ua(x;) — va(x;) the intuitionistic index
(or the hesitation degree) of the element x; in the set A. It is obvious that for every
x; € X wehave 0 < my(x;) < 1.

Hong and Choi [53] proposed to use the interval representation [t (x;),1 —
va(x;)] of intuitionistic fuzzy set A in X instead of pair < pi4(x;),va(x;) > in
context of MCDM problem. The first obvious advantage of such approach is that
expression [a(x;),1 — v4(x;)] represents a regular interval as its right bound al-
ways is not smaller than its left bound (this is a consequence of the condition
0 < pa(x;) + va(xj) < 1. Obviously, this approach is equivalent to the interval val-
ued fuzzy sets interpretation of A-IF'S. The second advantage is the possibility to
redefine the basics of A-IF'S in terms of DST. Here we show that convenient in the
practical applications methods for MCDM can be developed using DST semantics
for A-IFS.

Firstly, we show that in the framework of DST the triplet (ta (x;), va(x;), ma(x;))
represents the basic assignment function (bpa).

Really, when analyzing any situation in context of A-/FS, we implicitly deal
with the following three hypotheses: Yes: x; € A, No: x; ¢ A, (Yes,No): both the
hypotheses x; € A and x; ¢ A can not be rejected (the case of hesitation).

In this context, L4 (x;) may be treated as the probability or evidence of x; € A,
i.e., as the focal element of the basic assignment function: m(Yes)=p4(x;). Simi-
larly, we can assume that m(No)=v, (x;). Since m4 (x;) is usually treated as the hes-
itation degree, a natural assumption is m(Yes,No)=m4 (x;). Taking into account that
Ha(x;)+va(x;)+ma(x;) = 1 we come to the conclusion that triplet (t4 (x;), va(x;),
ma(x;)) represents a correct basic assignment function. According to the DST for-
malism we get Bely (x;)=m(Yes)=p4(x;) and Pla(x;)=m(Yes)+m(Yes,No)=
Ha () + Ta(x))=1 = va(x;).

Therefore, the following definition can be introduced:

Definition 3.24. Let X = {x{,x2,...,x,} be a finite universal set and x; is an ob-
ject in X represented by the functions pia(x;),va(x;) which represent the degree
of membership and degree of non-membership of x; € X to the set A C X such that
Ha:X —[0,1],x;€X — ua(x;) €[0,1] and v4 : X —[0,1],x; €X — va(xj) € [0,1]
and for every x; € X, 0 < s (xj) + va(x;) < 1. An intuitionistic fuzzy set A in X is an
object having the following form: A = {< x;,Bl4(x;) > |x; € X }, where Bl (x;) =
[BE’ZA()C]'),PIA(XJ‘)] is the belief interval, BelA(Xj) = ,lLA(Xj) and PlA(Xj) =1- VA(XJ‘)
are the measures of belief and plausibility that x; € X belongs to the set A C X.
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At first glance, this definition seems as a simple redefinition of A-/F'S in terms of
interval valued fuzzy sets, but we show that using the DSF semantics it is possible
to enhance the performance of A-/F'S when dealing with MCDM problems. Partic-
ularly, this approach allows us to use directly the Dempster’s rule of combination to
aggregate local criteria presented by /FV's and develop a method for MCDM with-
out intermediate defuzzification when local criteria and their weights are /FV's. As
the result, we get final alternative’s evaluations in the form of belief interval. Hence,
an appropriate method for such intervals comparison is needed. In the previous sub-
section, we have presented a new method (based on the DST) providing the results
of interval comparison in the form of belief interval, i.e., without loss of information
caused by intermediate type reductions.

Let us consider MCDM problems in the framework of Intuitionistic/DST
approach.

To make our consideration more transparent and comparable with the results ob-
tained earlier by the other authors, we shall use here the example analyzed in
since only in this paper the MCDM problem is considered in the case when not only
local criteria, but also their weights are /FVs: “Consider an air-condition system
selection problem. Suppose there exist three air-condition systems xj, x, and x3.
Suppose three criteria @; (economical), a; (function) and a3 (being operative) are
taken into consideration.” The degrees (;; and v;; for the alternatives with respect
to the criteria representing the fuzzy concept “excellence” were presented in as
follows:

X1 X2 X3
_a; | (0.75,0.10) (0.80,0.15) (0.40,0.45)
((hij>vi))33 = ay | (0.60,0.25) (0.68,0.20) (0.75,0.05)
az \ (0.80,0.20) (0.45,0.50) (0.60,0.30)

(3.139)

The degrees p; of membership and the degrees 7; of non-membership representing
the fuzzy concept “importance” were presented in as follows:

_ aj a as
((pis i) )13 = <(o.25,0.25) (0.35,0.40) (O.30,0.65)>' (3.140)

To get the final alternative’s evaluations FAE (x;) on the base of data from the struc-
tures (3.130), (3.140) we use the DST interpretation of A-IF'S.

For each pair x;, a; there are two sources of information concerned with x; good-
ness: the degree of the local criterion satisfaction and the weight (importance) of
this criterion. Let us consider the first of them. It is easy to see that in this case we
deal with three hypotheses: Yes: the alternative x; is good as it satisfies the local
criterion aj; No: the alternative x; is rather bad (not good) as it does not satisfies a;;
(Yes,No): the compound hypothesis (we hesitate over a choice of Yes or No). The
degree of local criterion satisfaction can be treated as the first source of evidence
for estimation of x; goodness. Therefore, for the pair x;,a; it can be presented by
the basic assignment function as follows: m} (Yes), m{ (No), m{ (Yes,No), where

maj(Yes) = Uij, maj(No) =Vij, m[lj(Yes,No) =1—Wj- vij =m;.
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The other source of evidence of x; goodness is the relative importance (weight)
of the local criterion.

So three hypothesis should be considered: Yes: the criterion a; is important; No:
the criterion a; is not important; (Yes,No): the compound hypothesis (we hesitate
over a choice of Yes or No). Then for the local criterion a; the basis assignment
function corresponding to its importance can be presented as follows: m}(Yes) = pj,
m}(No) = tj, my(Yes,No) = 1 — p; — ;. To obtain the combined basic assignment
function m,. o based on these sources of evidence presented by particular assignment
functions m!/ (Yes), m} (No) i (Yes,No) and m}(Yes), m5(No), m(Yes,No), we
have used the Dempster’s combmatlon rule (3.81):

Lz il Em(C)
() ==

ij
mc‘om

(3.141)

where K = Y milj(B)mé(C), A,B,C € {Yes,No,(Yes,No)}. As the result, for
BNC=0

each pair x;,a; the basic assignment function mgp, (Yes), mcpm(No), mim(Yes,No)
can be calculated.

Consequently, in the spirit of DST, the local criteria a; can be treated as the par-
ticular sources of information (evidence) for the generalized estimation of x; good-
ness. There are three local criteria in our example. Hence, each alternative x; can be
presented by the structure M; as follows:

M = mlclom (Yes) mérlom (NO) mcom (Y€S NO)
I mﬁ%m(Yes) mizom (NO) ’nwm(YES NO)

My (Yes) mg,, (No) mg, (Yes,No)

(3.142)

The final basic assignment function based on the particular evidences presented by
the local criteria combined with their importances can be obtained using Dempster’s
rule (3.81). For a MCDM problem with more than two local criteria, we can first
obtain the combination of focal elements of two assignment functions using the
Dempster’s rule and combine the obtained result with the third assignment function
and so on. It is easy to show that in our case of three local criteria, this process leads
to following expression:

Mo ()11, (C)13, (D)
i ( A) _ BNCND=A
com

m (3.143)

1-K ’

where K = Y mil (B)m2,,(C)ms,,(D); A,B,C,D € Yes,No, (Yes,No).
BNCND=0
From this expression for each alternative x; we obtain the final basic assignment
function m’,,,(Yes), m.,,, (N 0), mi,,,(Yes,No) and the bounds of believe interval

Bel(x;) =m'.,,, (Yes), Pl(x;) =m.,,, (Yes) + m.,, (Yes,No). If it is needed, this result
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may be represented in terms of A-/F S theory since according to the Definition 3.24
u' =m,, (Yes), v =m,, (No) and ' = m.,,,(Yes,No).

The final alternative’s evaluation FAE (x;) can be presented both by the final basic
assignment function nz.,,, and by the belief interval [Bel(x;),PI(x;)]. On the other
hand, the last presentation seems to be more convenient as it allows us to compare
the final alternative’s evaluations FAE (x;)=[Bel(x;),Pl(x;)] using the method for in-
terval comparison based on DST, presented in previous subsection.

The local criteria aggregation on the base of Dempster’s combination rule is only
one of the methods we can use for MCDM in the framework of A-IFS/DST ap-
proach. Therefore we shall denote the corresponding final alternative’s evaluation
as FAE om(xi).

Using above approach, the following results for the considered example (3.139),
(3.140) have been obtained:

FAEcom(x1) = [Bel(x;),Pl(x;)] = [0.9257,0.9257],

FAE com(x2) = [Bel(x2), Pl(x2)] = [0.8167,0.8168],
FAE com(x3) = [Bel(x3),Pl(x3)] = [0.7377,0.7379].

Obviously, to select the best alternative, their final evaluations FAE ., (x;) presented
by corresponding intervals should be compared. To obtain the final ranking on the
set of comparing alternatives, the real valued criteria introduced in [108]] and pre-
sented in previous subsection (strong, weak and mixed preferences) could be used,
but in the considered example we get the results of such comparison in the form of
degenerated belief intervals:

Bl omp (xl >X2) = 1,Blcomp (XZ > X3) = L,Bl.omp (X] >X3) =1,

Bl omp (xl < XZ) = OaB[comb (XZ < )C3) = OvBIwmb (xl < X3) = 07
Bl omp (xl = Xz) = 0,Blcom» (XZ = X3) =0,Bl.omp (X] = X3) =0.

Since in our example only non interval results (0 or 1) of FAE.,n(x;) comparison
have been obtained, it is easy to see that the final alternative’s ranking is x3 < xp <
x1. It is worth noting that using the same example, the substantially different result
X2 < x3 < x1 has been obtained in [[72].

We can explain such divergence of the results only by the absence of any inter-
mediate type reduction in our method for MCDM in A-IFS setting that makes it
possible to avoid the loss of important information. Summarizing, we can say that
DST may serve as a good methodological base for interpretation of A-IF'S. The use
of DSF semantics makes it possible to enhance the performance of A-IF'S when
dealing with the MCDM problems. Particularly, when solving MCDM problems,
the proposed approach allows us to use the Dempster’s rule of combination directly
to aggregate the local criteria presented by /FV's when their weights are /FV's too
without intermediate defuzzification.
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3.4 Summary and Discussion

In this chapter, we have presented an overview of modern methods for uncertainty
modeling based on fuzzy sets and level 2 fuzzy sets, intuitionistic fuzzy sets, in-
terval analysis and Dempster-Shafer theory of evidence. We have shown the inter-
relations between these methods and emphasize some problems that impede their
applications.

It is shown that one of the most undesirable negative features of interval arith-
metic is the fast increasing of width of intervals obtained as the results of interval
calculations (excess width effect).

Another important problem of interval analysis is the so-called natural interval
extension. If we have to make interval extension of real valued function, all argu-
ment of this function should be replaced with corresponding intervals and all opera-
tions should be replaced with corresponding operations on intervals. Such approach
to interval extension seems to be justified enough and intuitively clear. Nevertheless,
the so-called dependency problem is a major obstacle to the application of exten-
sion principle in interval arithmetic. Although interval methods can determine the
range of elementary arithmetic operations and functions very accurately, this is not
always true with more complicated functions. If an interval occurs several times in
a calculation, and each occurrence is taken independently then this can lead to an
unwanted expansion of the resulting intervals.

An important problem of interval extension is also that the accuracy of result-
ing interval strongly depends on the algebraic form of function chosen for interval
extension.

It is worth noting that as the fuzzy arithmetic operations are usually based on the
a -cut representation of fuzzy numbers, the above mentioned problems of interval
analysis are the problems of fuzzy arithmetic as well.

It is noted that the most important applications of Atanassov’s intuitionistic fuzzy
sets (A-IFS) are the multiple criteria decision making problems (MCDM).

It is shown that there exist two important problems in MCDM in the intuitionistic
fuzzy setting: aggregation of local criteria without intermediate defuzzification in
the case when criteria and their weights are /F'V's; comparison of /F valued scores
of alternatives basing on the degree to which one /FV is grater/smaller than the
other. In this chapter we have shown that there exist a strong link between DST and
A-IF S which makes it possible to reformulate the basic definitions of A-/F'S in terms
of DST. We show that using the DST semantics it is possible to enhance the perfor-
mance of A-/F'S when dealing with MCDM problems. Particularly, this approach
allows us to use directly the Dempster’s rule of combination to aggregate local cri-
teria presented by /FVs and develop a method for MCDM without intermediate
defuzzification when local criteria and their weights are /FV's. As the result we get
final alternative’s evaluations in the form of belief interval. Hence, an appropriate
method for such intervals comparison is needed.

Therefore, we present a method for interval and fuzzy numbers comparison based
on DSF which provides the results of comparison in the form of belief intervals.
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It is noted that now besides the classical Dempster’s rule of combination a num-
ber of other methods for combination of evidence are proposed in the literature.
All of them have own merits and drawbacks and the problem of choosing the best
method is now open.
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Chapter 4

MCDM with Applications in Economics and
Finance

In this chapter, the problems typical for multiple criteria decision making (MCDM)
are analyzed and new solutions of them are proposed as well. The problem of appro-
priate common scale for representation of objective and subjective criteria is solved
using the simple subsethood measure based on the o-cut representation of fuzzy
values. To develop an appropriate method for aggregation of aggregating modes,
we use the synthesis of the tools of type 2 and level 2 fuzzy sets. As the result,
the final assessments of compared alternatives are presented in the form of fuzzy
valued membership function defined on the support composed of considered alter-
natives. To compare obtained fuzzy assessments we use the probabilistic approach
to fuzzy values comparison. In is shown that investment evaluation problem is fre-
quently a hierarchical one and a new method for solving such problems, different
from commonly used fuzzy analytic hierarchy process (AH P) method, is proposed.
The developed methods are used for the solution of the stock ranking problem based
on the multiple criterion decision making and optimization in the fuzzy setting and
for multiple criteria fuzzy evaluation and optimization in budgeting.

4.1 MCDM in the Fuzzy Setting

This section presents an analysis of the methodological problems of MCDM such
as common representation of different types of local criteria, expert’s opinions ag-
gregation, aggregation of local criteria, aggregation of aggregating modes, fuzzy
numbers comparison, hierarchical structure of local criteria set.

It is well known that the evaluation of important investment projects usually can
not be successfully carried out using only financial parameters since the possible
ecological, social and even political effects of project’s implementation should be
evaluated as well. The role of these effects rises along with the project’s importance.
Obviously, such effects as a rule can not be predicted with a high accuracy, moreover
their estimations are usually based on the expert’s opinions expressed in a verbal
form. So the proper mathematical tools are needed to incorporate such ill defined
estimations into the general evaluation of investment project. On the other hand,
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the traditional approaches to the investment project evaluation are usually based on
the budgeting, i.e., analysis of the discounted financial parameters of the considered
projects such as Net Present Value (NPV'), Internal Rate of Return (/RR) and so on.

It is easy to see that in this case also the estimation of the investment efficiency,
as well as any forecasting, is rather an uncertain problem and the proper methods
for operating in the uncertain setting should be used. Since the applicability of tradi-
tional probability methods is often restricted by the absence of objective probabilis-
tic information about future events, during the last two decades the growing interest
to the application of interval and fuzzy methods in budgeting has been observing
(see [35,155,165. [135]).

On the other hand, when analyzing the investment project, we consider (some-
times implicitly) some local criteria based on the calculated financial parameters
or quantitative evaluations of the project’s implementation effects. Therefore, the
project estimation is in essence a multiple criteria problem. As the examples of suc-
cessful systematization, the local criteria sets proposed in [[78, may be consid-
ered. Even skin-deep analysis of these criteria systematization allows us to conclude
that investment and project quality estimation is the complicated multiple criteria
problem frequently with a certain hierarchical structure. There is a lot of multiple
criteria methods proposed in the literature for solving economic and financial prob-
lems. Steuer [118] presented the widest review of this problem based on more than
250 literature indices. Nevertheless, we can cite the only few papers devoted to the
multiple criteria financial project estimation (see [133]).

It is worth noting that in all these works the concepts of fuzzy sets theory were
used. The method proposed in [87] is based on the representation of local criteria
by membership functions and their aggregation using simple fuzzy summation. The
ranks of local criteria and possible hierarchical structure of the problem were not
taken into account. The hierarchical structure of the problem is considered in
and well known AH P method is used for its building, but only simple normalization
of financial parameters (dividing them by their maximal values) is applied instead of
natural local criteria. An interesting example of practical application of the multiple
criteria hierarchical analysis is presented in [[72]]. The generalized AH P method was
used for estimation of 103 mutually dependent investment projects proposed for the
Tumen river region (China) industrial development.

We do not intend to make here the detailed review of these works, but as a re-
sult of the analysis we have done in the field of investment project estimation as
well as in some other practical applications, we can say that generally the project’s
evaluation is a multiple criteria decision making hierarchical problem in the fuzzy
setting. It is important that as it has been pointed out in [6] “The theory of MCDM
is an open theoretical field and not a closed mathematical theory solving a specific
class of problems”. Nevertheless, there are some methodological problems which
are common ones for almost all multiple criteria based approaches. They were con-
sidered and systemized in [99] [T19]. There are different definitions
of MCDM proposed in the literature, but regardless of what type of MCDM task is
solving (choice, ranking, sorting, ets), two pivotal problems arise: how to evaluate
alternatives and how to compare them? The last problem is especially important if
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the results of alternatives evaluations are presented by interval or fuzzy numbers.
In this section, we focus on the class of MCDM problems which may be treated as
the developing the methods helping the decision maker to choose the best alterna-
tive when several local criteria (sometimes antagonistic ones) effect to the decision.
These problems usually are solved in a two phase process [128]]: the rating,
i.e., aggregation of the criteria values for comparing alternatives and ranking or or-
dering these alternatives. Last phase is not trivial in the fuzzy or interval setting.
There are some problems we are faced in the rating phase especially when dealing
with fuzzy local criteria and/or their fuzzy weights (ranks). They can be roughly
clustered as follows:

(i) Common representation of different types of local criteria.

The local criteria may be constructed on the base of quantitative parameters such
as financial ones, as well as using expert’s subjective estimations (verbal assess-
ments of project’s scientific importance, technological level, etc). It is known that
experts prefer to provide rather “fuzzy” advises on the linguistic level of presen-
tation to avoid possible mistakes caused by the qualitative nature of predictions.
However, human experience and intuition play an important role in the projects
evaluation and cannot be ignored, although the specific uncertainty is their in-
herent property. This uncertainty is of subjective (fuzzy) nature and cannot be
described in the usual probabilistic way. So a proper methodology is needed to
take into account the uncertainty factors which will allow us to build a set of
comparable local criteria based on directly measurable quantitative parameters
as well as on linguistically formulated assessments. The mathematical tools of
fuzzy sets theory developed for dealing with subjective kind of uncertainty
may be successfully used for this purpose. Thus, in the real-world problems we
meet two group of local criteria [22) [134]): objective criteria based on the nu-
merical parameters and subjective ones based on the subjective expert’s opinions.
So the problem arises: how to find an appropriate common scale for representa-
tion of objective and subjective criteria?

(i)  Expert’s opinions aggregation. Usually for the evaluation of important invest-
ment projects a number of experts in the relevant fields are involved into deci-
sion making process. Since in such cases we are dealing with the group MCDM
[134]], we face with the problem of searching a compromise between
expert’s opinions available, especially if they are represented by different experts
in linguistic form, e.g., as “low importance”, “ medium importance”, *“ high im-
portance”, “large importance” [134].

(i) Aggregation of local criteria. Real-world decision problems may involve a
lot of local criteria to be analyzed simultaneously. Regrettably, the human ability
to do this is strongly restricted by the known empirical law of psychology ac-
cording to which a person can distinguish no more than 7 plus minus 2 classes
or grades on some feature scale. If the number of grades is greater, the adja-
cent grades start to merge and cannot be clustered confidently (see and
[83]). To solve this problem, the relevant aggregation of local criteria taking into
account their ranking can be used to create some generalized criteria. There-
fore, the problem of choice of appropriate aggregation method is of perennial
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interest, because of its direct relevance to practical decision making [92,
[I48]. The most popular aggregating mode is the weighted sum. It is used in
many well known decision making models such as AHP [100], multi-attribute
utility analysis and so on, but often without any critical analysis. On the
other hand, in some fields, e.g., in ecological modeling, the weighted sum is not
used for aggregation [[116]. The reason behind this is that in practice there are the
cases when if any of local criteria is totally dissatisfied then considered alterna-
tive should be rejected from the consideration at all. Nevertheless, when dealing
with a complex task characterized by a great number of local criteria, it seems
reasonable to use all types of aggregations relevant to this task. If the results ob-
tained using different aggregation modes are similar, this fact may be considered
as a good confirmation of their optimality. In opposite case, an additional analysis
of local criteria and their ranking should be advised.

(iv) Aggregation of aggregating modes. The natural consequence of problem (iii)
is a growing interest in the methods for generalizing the aggregating operators
(aggregation of aggregation modes) [98]]. For this purpose, it is proposed to ap-
ply the possibility theory [39] as well as the weighted sum aggregation [141].
Also, Yager’s t-norms are used in [47] and a hierarchical aggregation approach
is developed in [40} [81]. Nowadays the most popular is the so-called y-operator

[148][149]:

n=(Iw) "0 -TI0-w)"i=1,2,..0,0<y<1, &1

1
where (I; is a membership function corresponding to the local criterion. Since
expression (4.1) is based only on the multiplicative aggregation, the more general
approach was proposed in [86]]:

(1-7)(Zw)

Nor = '}’ml.ax(.ui) + #7 4.2)
(1= (Zw)

Nand = }’mlm(liz) + # (4.3)

These expressions were used in to solve the multiple level decision mak-
ing problem. As a key issue, the lack of strong rules for choosing the value of
7Y is mentioned. The work is specifically devoted to this problem, but the
method proposed by the authors demands too much additional information to be
presented by a decision maker in the quantitative form. In practice, it is hard to
get such information since it is not directly related to the decision maker’s real
problems. It is easy to see that local criteria in (4.3),(4.3) are considered to be not
ranked, whereas their ranking seems to be a more important issue than choosing
the value of 7. Finally, the generalizing modes (4.1)-(4.3) do not involve all pos-
sible approaches to the aggregation.

Of course, the set of above mentioned problems of rating in MCDM is not
complete and exhausted. For example, in the realm of group MCDM the values
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of membership functions describing the local criteria may be the fuzzy values
as well. So the problem of type-2 fuzzy representation of local criteria arises. To
solve this problem the constructive method based on the so-called hyperfuzzy ap-
proach 472]] had been proposed recently. A nontrivial problem in the ranking
stage of MCDM usually arises when as the result of previous rating phase the
fuzzy (or interval) valued evaluations of alternatives are obtained. Generally, this
problem can be formulated as follows.

(V) Fuzzy numbers comparison. It must be emphasized that the problem of inter-
vals and fuzzy numbers comparison plays a pivotal role in the fuzzy MCDM and
fuzzy optimization [18]]. There exist numerous definitions of the ordering rela-
tion for fuzzy numbers (as well as crisp intervals) proposed in the literature. In
most cases, the authors use some quantitative indices. The values of such indices
present the degree to which one number (fuzzy or interval) is greater/smaller than
the other number. In some cases, even several indices are used simultaneously.
The widest review of this problem based on more than 35 literature indices was
presented in where the authors proposed a new interesting classification
of methods for fuzzy numbers comparison. The separate group of methods is
based on the so-called probabilistic approach to the intervals and fuzzy numbers
comparison [18], [63], (66} [67) [142]). The attractiveness of this
approach is caused by the possibility to build interval and fuzzy value relations
using the minimum set of preliminary assumptions. In [TT1]], a new effec-
tive method for interval and fuzzy values comparison based on the probabilistic
approach has been developed.

(vi)  Hierarchical structure of local criteria set. The local criteria may compose a
multilevel hierarchical structure when given set of local criteria consists of cer-
tain subgroups connected logically. Although the AH P method and its numerous
fuzzy modification nowadays are commonly used to solve this problem, we can
say that this problem is still open one.

The list of problems can be continued. For instance, some problems appear
when fuzzy valued financial parameters are used as arguments of functions rep-
resenting the local criteria [33] or when such functions are fuzzy as well [41},[42]].
Nevertheless, the detailed analysis of these issues is out of scope of this book.

We can say that almost all components for building the efficient method that
may be used for real-life project evaluations are already developed and described
in the literature. What is needed is their critical analysis from the viewpoint of
considered problem, and a proper synthesis of them into the integrated method
for hierarchical multiple criteria evaluation of investment projects. The aim of
this chapter is to present a synthetical approach to solve the above mentioned
problems (i)-(vi) in context of investment evaluation. To make the presentation
more transparent, it is illustrated throughout the chapter with the use of two ex-
amples. The first of them is well known tool steel material selection problem
which can be considered as the typical investment problem and relevant
test charged by all difficulties concerned with the problems (i)-(v). The next ex-
ample is a simplified investment project evaluation problem we have used to
show that even when project’s estimation is based on the budgeting, i.e., only
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financial parameters are taking into account, we are dealing with multiple cri-
teria task in the fuzzy setting. The rest of the chapter is organized as follows.
In Section 4.2, the tool steel material selection task is recalled and the expert’s
opinions aggregation problem (ii) concerned with the linguistic weights of lo-
cal criteria is considered. Subsection 4.2.1 provides an exposition of the simple
and transparent method for evaluation of fuzzy subsethood measure based on the
a-cutrepresentation of fuzzy numbers. This method has been developed for solv-
ing the above mentioned problems (i) and (ii). Subsection 4.2.2 is devoted to the
common representation of different types of local criteria (i). Subsection 4.2.3
describes the probabilistic method for fuzzy numbers comparison (v). In Subsec-
tion 4.2.4, the problem of aggregation of local criteria (iii) is considered and a
new approach to aggregation of aggregating modes (iv) based on the synthesis
of type-2 and level-2 fuzzy sets is described. Proposed approach is illustrated
with the use of the tool steel material selection problem as an example. In Sec-
tion 4.3, we present the illustrative example of fuzzy multiple criteria investment
project evaluation and an approach to the solution of hierarchical fuzzy MCDM
problem which is different from the fuzzy AHP method. Section 4.4 is devoted
to the fuzzy MCDM and optimization in the stock screening. In Section 4.5, the
methods for multiple criteria fuzzy evaluation and optimization in budgeting are
performed.

Finally, concluding section summarizes the chapter and discusses future re-
search issues.

4.2 Tool Steel Material Selection Problem

This problem has been chosen as the test and illustrative example of investment
problem since it is well known and had been discussed in the literature earlier [103,
[134]]. The most important is that it is charged with all problems (i)-(v) noted in
Section 4.1.

Generally, the solution of this MCDM problem is organized as follows. The de-
cision maker with a help of analyst considers expert’s opinions and aggregates them
to obtain a final conclusion.

Let us briefly recall the main assumptions and restrictions were made in the for-
mulation of tool steel material selection problem in [134]]. Suppose there are three
experts involved in the decision process. The best among of five tool steel mate-
rials V1, Az, D», 11, T1 (classification of American Iron and Steel Institute, AIST)
should be chosen. The local criteria are clustered into two groups: subjective crite-
ria defined by experts on the base their experience and intuition (the properties of
materials) and objective criteria based on the numerical parameters not dependent
on the expert’s opinions (the cost of material imposed by open market). In [134],
the classification of criteria had been proposed as follows.

Subjective criteria:

e Non deforming properties for materials - local criterion C
e Safety in hardening for materials - local criterion C;
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Table 4.1 Linguistic values for criteria estimations

Linguistic terms|Corresponding fuzzy number
Worst (W) (0,0,0.3)
Poor (P) (0,0.3,0.5)
Fair (F) (0.2,0.5,0.8)
Good (G) (0.5,0.7,1)
Best (B) 0.7,1,1)

Toughness for materials - local criterion C3

Resistance to softening effect of heat for materials - local criterion Cy4
Wear resistance for materials - local criterion Cs

Machinability for materials - local criterion Cg

Objective criterion:

e Cost -local criterion C7

JR)

o4
[1E:]
W P F G B
o7

06

os

Fig. 4.1 Membership functions for linguistic values

The subjective criteria in were assessed linguistically (see Table 4.1
and Fig. 4.1). The conventional approach was used, which assumes that
the meaning of each linguistic term (such as “good”, “poor”, when it is not directly
connected with the concrete values) is given by a fuzzy subset defined in the [0, 1]
interval. Of course, there may be different ways to represent the linguistic terms
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as the triangles or trapezoids in the [0, 1] interval, but usually the choice of such
performance is the prerogative of analyst since experts as a rule are not familiar
enough with fuzzy set theory. In contrast to subjective criteria, the cost of material
is presented directly by the fuzzy number. The method for obtaining the fuzzy costs
is not described in [134]], but here we suppose that such fuzzy numbers can be
obtained from usual statistics of market prices. Resulting assessments are presented
in Table 4.2. To make our result comparable with those obtained by other authors
[134], we have used exactly the same initial data and their fuzzy representation as
in [103} [134]]. Obviously, the problem of common representation of different types
of local criteria (i) takes a place.

Table 4.2 Linguistically and numerically represented local criteria

ztle;'i N L o L L A [ c
7 P F |G| P | F | B (151617
A B B | F | F | G| F [(182022)
D, B | B | F | F |G/ P [(10,2022)
" F 1 G| G| F|FE[F 101010
T G G| F | B |G| F (2530353

The weights of the local criteria are represented linguistically with the use of
linguistic term (see Table 4.3). There is no consensus among expert’s with respect
to importance weights of local criteria and their final estimations are presented in

Table[d.4]

For the aggregation of expert’s opinions the simple expression was used:
1 n
Wi=—3 oW, (4.4)
j=0

where W; is the aggregated importance weight of ith local criterion, W;; is the im-
portance weight of ith local criterion given by jth expert, n is the number of partic-
ipating experts, @ is the operation of fuzzy addition. Using expression (4.4), from
the data presented in Tables 4.3 and 4.4 we get the aggregated importance weights
shown in Table

The fuzzy numbers from Table 4.5 may be used as the local criteria weights to
calculate the aggregated assessments of compared tool steel materials. Neverthe-
less, in practice, often the consensus of experts in respect to the obtained weights is
needed. To achieve such a consensus the special procedures, e.g., the Delphi method
were developed. They are based on the correction by the experts their individ-
ual opinions taking into account the results of aggregation. In our case, the problem
is that the initial expert’s assessments of weights are represented in the linguistic
form. Usually experts, e.g., supplies engineers, are not enough familiar with the
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Table 4.3 Linguistic terms and corresponding triangular fuzzy values

Linguistic terms|Corresponding fuzzy number
Very low (VL) (0,0,0.3)
Low (L) (0,0.3,0.5)
Medium (M) (0.2,0.5,0.8)
High (H) (0.5,0.7,1)
Very high (VH) (0.7,1,1)

Table 4.4 Linguistic assessment of importance weight made by three decision makers

Criteria Ec])plgliongS
Ci H | H |VH
C M|H|M
C3 VH|VH| H
Cy H|H|M
Cs M|M|M
Co H | H |VH
C7 VH|VH|VH

Table 4.5 Aggregated importance weights

Criteria| Opinions in fuzzy form
C1 |W; =(0.567,0.800,1.000)
Cy, |W, =(0.300,0.567,0.867)
C3  |W3=(0.633,0.800,1.000)
Cy  |W4=(0.400,0.633,0.933)
Cs |Ws = (0.200,0.500,0.800)
Ce¢ |We=(0.567,0.800,1.000)
Cy;  |W7 =(0.700,1.000, 1.000)

fuzzy sets theory and know nothing about the numerical representation of linguis-
tic terms. Hence, if the problem of consensus arises, an analyst should represent
the aggregated weights in the linguistic form to be understood by experts. More-
over, often the experts insist on using such aggregated linguistic weights (consen-
sus) in further analysis, since initially only the linguistic assessments of weights
have been presented. It is easy to see that the weighs in Table 4.5 are not coincide
with the fuzzy numbers representing linguistic terms used initially by experts (see
Table 4.3). So the problem of reasonable linguistic interpretation of aggregated im-
portance weights arises. The natural way for its approximate solution is to estimate
the degrees to which each of obtained W; coincides with the corresponding fuzzy
numbers from Table 4.3 and to choose the linguistic term with the most degree of
coincidence. In other words, the subsethood measure should be estimated. The sim-
ple and transparent method for doing this is presented in the following subsection.
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4.2.1 Subsethood Measure for Linguistic Representation of Fuzzy
Numbers

As proposed by Kosko [62]], the fuzzy subsethood S(A C B) measures the degree to
which a fuzzy subset A is a subset of a fuzzy subset B and is given by the expression

ey min(pa(u), tp(u))
ZMEU “A(u)

S(ACB)= 4.5)

where U is the universe of discuss common for fuzzy subsets A and B. Although
expression (4.5) is widely used in applications [9], some of its drawbacks should be
noted which prevent from using it for our purposes. Expression (4.5) is formulated
for discrete supports of fuzzy subsets A and B, whereas we deal with continuous
ones. Besides, in the asymptotic case when the support of A is tending to zero (fuzzy
number A is reducing to a real value) the problem of reasonable interpretation of
(4.5) arises. That is why, in this subsection the simple and transparent approach free

of above mentioned drawbacks is described. It is based on the a-cuts representation
of fuzzy numbers [[60]. So, if A is a fuzzy value then

A=|JaA,,
o

where 0tA, is the fuzzy subset (x € U, s (x) > o) and Ay, is the support set of fuzzy
subset aAy, U is the universe of discourse. It was proved that if A and B are fuzzy
numbers, then all the operations on them may be presented as operations on the set
of crisp intervals corresponding to their o-cuts: (A@B)y =Aq @By, @ € {+, *,/}.
In a similar way, the subsethood operation can be defined as the set of subsethood
operations on corresponding o-cuts. So the definition of subsethood measure as a
degree to which a crisp interval A is a subset of By, i.e., S(Ay C By ), is needed.
Since we deal with crisp intervals, an intuitively obvious measure of subsethood
may be defined as follows:

W(AxNBgy)

S(Aa CBa) == W7

(4.6)

where W (Ag) is the width of interval Ay, W (Ag NBy) is the width of overlapping
area of intervals Ay and B,. Expression (4.6) has the reasonable asymptotic prop-
erties. For example, in the case of W (Ay) — 0 from (4.6) we have the intuitively
obvious result

) l1if a € Bg,
lim S(Ay CByg)=S(a€By) = ;
W(Agq)—0 (Ao © Ba) = S( @) { 0if a¢Bg,

where a € By, is a real value. To get an aggregated estimation of subsethood mea-
sure on the base of its o-cuts representation (4.6), we propose to use the following
weighted sum:
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(aS(Aq CBa))
SAcB)=%———— 4.7
(“4cB) s )
o
The last expression indicates that the contribution of - cut to the overall subsethood
estimation is increasing along with the rise of its number. The proposed method is
graphically illustrated in Fig. 4.2.
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Fig. 4.2 Subsethood degree of fuzzy sets

In the asymptotic case, when a degree to which a real value a belongs to the
interval B, should be assessed, the expression (4.7) is reduced to

YaS(a€Bgy)

This case is shown in Fig. 4.3.
It is clear (even without calculations) that the following equalities are verified:

S(@* eB)>S(a™ eB)>S(a* €B).

Of course, this intuitively obvious result well reflecting the inherent meaning of
subsethood is numerically confirmed with the use of expression (4.8).

The other asymptotic case we meet when fuzzy subset A is completely enveloped
by fuzzy subset B (see Fig.4.4). In this case, both the common sense and Exp.(4.8)
provide the same results: S(A C B) = 1.

The described approach has been used to estimate the degrees to which each
of aggregated importance weights W;, obtained by averaging the expert’s opinions
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Fig. 4.4 Subsethood degree of fuzzy sets in the case when fuzzy set B contains fuzzy set A

(see Table coincides with the linguistic terms used initially by experts (see
Table 4.3). The results are presented in Table[4.6] where the bolded values mark the
greatest degrees of subsethood.

So we can approximately represent the obtained aggregated importance weights
by linguistic terms as shown in Table .71

It is easy to see that the results obtained with the use of described approach (see
screenshots in Fig. 4.5 and Fig. 4.6) are in a good conformity with our intuition.
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Table 4.6 Degrees of confidence (subsethood degrees) of importance weight of the criteria
with linguistic terms

Subsethood degree

T L M H VA

P (0,0,0.0,0.3) | (00,0.3,0.5)[(0.2,05.1.0)] (0.5,0.7,0.8)|(0.7,1.0,1.0)
Wi 0% 0% 4.53% 14.45% | 12.44%
W, 0% 2.83% 48.04% | 19.86% 0.92%
W3 0% 0% 2.44% 37.45% | 14.67%
Wy 0% 0.40% 24.53% | 35.69% 2.82%
Ws 0.18% 8.98% [100.00% | 8.98% 0.18%
We 0% 0% 4.53% 14.45% | 12.44%
W5 0% 0% 11.51% 11.51% | 100.00%

Table 4.7 Final linguistic rating of ranks of local criteria

Criteria Fuzzy number representation|Linguistic representation
Cq = (0.567,0.800, 1.000) H
C W2 = (0.300,0.567,0.867) M
C3 = (0.633,0.800, 1.000) H
Cy W4 = (0.400,0.633,0.933) H
Cs = (0.200,0.500,0.800) M
Cq W6 = (0.567,0.800, 1.000) H
C7 = (0.700,1.000, 1.000) VH
[ [Z]E%)
Subzethood degree

Ws H

W H.

48.04%

Fig. 4.5 Subsethood degree of Wg C H
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Subseihood degree

Fig. 4.6 Subsethood degree of Wg C VH

4.2.2 Common Representation of Different Types of Local
Criteria

When dealing with real-world problem, we can meet two group of local criteria: ob-
jective ones, expressed in the numerical form directly and subjective criteria repre-
sented by experts in the form of linguistic terms [134]]. Linguistic terms are usually
described by fuzzy numbers on the conventional common support [0,1], whereas
objective criteria may have different supports. So the problem arises in such situa-
tions: how to find an appropriate common scale for the representation of objective
and subjective criteria? The heuristic approaches proposed in based on the
concept of profit and benefit local criteria are only rough solutions of this problem
since they lead to some distortions of initial preferences.

To solve this problem the authors of [134] proposed the conversion of initial
fuzzy objective criteria

RL={T;e([T'eT,'o...0T,'}, 4.9)

where T; is the fuzzy value of considered objective criterion assigned to ith alterna-
tive. Of course, the converted fuzzy values RT; are defined on the support [0, 1]. The
authors of [22] proposed to divide all the subjective and objective criteria into two
groups: cost criteria (denoted by C) lowering with rising of the parameter on which
the criterion is based (e.g., production cost) and benefit criteria (denoted by B) (e.g.,
the quality of goods) with opposite property. In order to ensure the compatibility be-
tween objective and subjective criteria, in [22] the following method was proposed.

Let x7; be the fuzzy rating of alternative A; (i = 1,...,m) with respect to criterion
C;(j=1,...,n). Suppose xj; are represented by triangular fuzzy numbers, i.e., X;; =
(a i>bij,ci j). The following normalizations had been proposed in [22]: for the
benefit criteria
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- aij bij cij
= {—*17 —, —j},c}f = maxcij, (4.10)
ciococg i
for cost criteria
- aj aj 4aj | _ :
15j=19—,7,— ¢,dj = mina;; 4.11)
Cl'j' b,‘j Cll'j 1

The normalizations (4.10), (4.11) as well as the normalization (4.9) preserve the
property that supports of normalized fuzzy numbers belong to the interval [0, 1]. On
the other hand, such normalizations lead to some distortions of initial preferences
that were explicitly or implicitly taken into account on the stage of local criteria
formalization. To clarify, consider an example.

Suppose there are two alternatives Ay, A,, (the goods to be produced ) and two
local criteria for their assessment: investment cost (C7) and expansion possibility

(C2) (see [22]).

Table 4.8 Fuzzy assessments of alternatives with respect to local criteria

Ci C
A1 {(6.0,7.0,8.0)| (6.3,8.0,9.0)
A ((3.6,4.0,4.4)|(9.0, 10.0, 10.0)

Suppose that evaluations of considered alternatives A, A, with respect to local
criteria are represented by triangular fuzzy numbers shown in Table According
to [22], C; is the “cost” criterion and C; is the “benefit” criterion. That is why, the
criterion Cy was normalized using expression (4.11), whereas C, was normalized
with the use of (4.10). The results of normalization are shown in Table [4.9]

Table 4.9 Fuzzy assessments of alternatives after normalization

C G
Ay (045, 0.51, 0.60)](0.63, 0.80, 0.90)
A, 1(0.81, 0.90, 1.00){(0.90, 1.00, 1.00)

—_

It could be noted that normalization can not transform the initial fuzzy evalua-
tions of compared alternatives (see Table [£.8)) into local criteria. Factually, in Table
we can see only triangular fuzzy numbers which can not be treated as the cri-
teria since the values of cost criterion must decrease with rising of the parameter
on which this criterion is based and the benefit criterion has the opposite property.
Conversion (4.9) provides the similar results. Nevertheless, the data from Table 8]
can be used to build the correct cost and benefit criteria.
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For benefit criteria instead of (4.10) the following function may be used:

0, it r; < 7jmin
us(r;) = % P min < 7 < s (4.12)
1 if 7 > 7 jmax,
and for the cost criteria:
1, if 7; <7 jmin
He(ry) = § 1= e iy < 1 < i, (4.13)
0 ifrj > 7jmax-

In (4.12) and (4.13), we have denoted 7 jyi, = mina;j and 7 jpay = maxc;;.
1 1

1(Cr)

1 12
G

Fig. 4.7 The cost (A) and benefit (B) criteria based on the data from Table 4.8

In Fig. 4.7, the local criteria based on the data presented in Table 4.8 with the use
of (4.12) and (4.13) are shown. It is easy to see that triangular fuzzy costs and ben-
efits are only fuzzy arguments of membership functions representing corresponding
local criteria.

Let us turn to the tool steel material selection problem. It is clear that linguistic
terms in Table 4.2 represent the final linguistic assessments of criteria and the trans-
formations of them are not required. On the other hand, the local criterion based
on the cost of tool steel materials is needed. We have built it using the expression
(4.13). As the result, the membership function representing the local cost criterion
has been obtained. The next step is the calculation of fuzzy value of the cost cri-
terion as the function of fuzzy argument for all compared tool steel materials. To
do this, the well known procedure [60] of evaluation of function of fuzzy argument
illustrated in Fig. 4.8 has been used.
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Fig. 4.8 Calculation of fuzzy value of the cost criterion C7 for steel D,

Table 4.10 Linguistic representation of fuzzy values of cost criterion for compared tool steel

materials
Steel Fuzzy cost Fuzzy value of cost Subsethood Linguistic approximation of
quality ) criterion degree cost criterion’s value
Vi (1.50,1.60,1.70) (0.72,0.76,0.80) 63.67% G
Aon (1.80,2.00,2.20) (0.52,0.60,0.68) 43.65% F
Dy (1.00,2.00,2.20) (0.52,0.80,1.00) 43.97% G
N (1.00,1.00,1.00) (1.00,1.00,1.00) 100.00% B
Ty (2.50,3.00,3.50) (0.00,0.20,0.40) 39.53% P

Table 4.11 Fuzzy values of local criteria in the linguistic form

Steel quality| C;| Cy| C3| C4| Cs| Cg| C7
7 P(F|G|P|E|B|G
Ap B|B|F|F|G|F|F
Ds B|B|F|F|G|P|G
7 F|G|G|E|F|F|B
T G|G|F|B|G|F|P

Obviously, the resulting values of cost criterion are fuzzy values and the prob-
lem of common representation of linguistically and numerically defined local criteria
arises. For its solution we have used the procedure of calculation of subsethood mea-
sure for the linguistic representation of fuzzy values described in Subsection 4.2.1.
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In Table the calculated maximal degrees to which the fuzzy values of cost
criterion coincide with the linguistic assessments from Table 4.1 are presented. The
final linguistic estimations of compared alternatives regarding to all local criteria
taken into account are shown in Table .11l The following steps in the solution of
our sample problem should be the aggregation of local criteria, the aggregation of
aggregating modes and the ranking of fuzzy evaluations of alternatives with the use
of appropriate method for fuzzy number comparison. The methods proposed for the
solution of these problems are presented and illustrated with the use of considered
example of tool steel materials selection problem in the following subsections.

4.2.3 Probabilistic Method for Fuzzy Numbers Comparison

As we deal with the fuzzy valued local criteria and weights, any their aggregation
will be fuzzy as well. Of course, a defuzzification procedure may be used to get
real valued final estimations of compared alternatives, but such approach obviously
leads to the loss of important information. To avoid this, the method for direct com-
parison of fuzzy numbers can be used. As it has been explained in Section 4.1, we
prefer to use the probabilistic approach to fuzzy numbers comparison. It was already
successfully used in some applications [T10].

Let us recall the basics of this approach and developed method. We present firstly
the probabilistic crisp interval relations and further extend them to the fuzzy num-
bers comparison. There are only two nontrivial situation of intervals setting deserve
to be considered: the overlapping and inclusion cases (see Fig. 4.9).

Overlapping case Inclusion case
B B
A A
[ T 1 1

a b oa b, b, . a a b,

Fig. 4.9 Examples of interval relations

Let A = [a;,a2] and B = [b1,b;] be independent intervals and a € [ay,a2],b €
[b1,b2] be random values distributed on these intervals. As we are dealing with
crisp intervals, the natural assumption is that the random values a and b are dis-
tributed uniformly. There are some subintervals, which play an important role in
our analysis. For example, in overlapping case (see Fig. 4.9), the falling of random
a € [ay,a],b € [by,by] into subintervals [aj,b;],[b1,a2], [a2,b2] may be treated as
a set of independent random events. Let us define the events Hy : a € A;,b € B},
where A; and B; are subintervals formed by the boundaries of compared intervals
A and B such that A = JA;,B = |JB;. It easy to see that events H; form the com-
plete set of events describing all the cases of falling random values a and b into the
various subintervals A; and B, respectively. Let P(Hy) be the probability of event
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Hy and P(B > A/Hy,) be the conditional probability of B > A. Hence, the composite
probability can be presented as

n
P(B>A) =Y P(Hy)P(B>A/Hy). (4.14)
k=1

As we are dealing with uniform distributions of random values a and b in the
given subintervals, the probabilities P(H;) can be easily obtained geometrically.
These basic assumptions make it possible to infer the complete set of probabilis-
tic interval relations involving separated equality and inequality relations and com-
parisons of real numbers with intervals and fuzzy numbers [111]. The complete
set of expressions for interval relations is shown in Table the cases without

Table 4.12 Probabilistic interval relations

P(B>A) P(B<A) P(B=A)
l.by > a1 ANby <ayANby =by

A
B
] >
aj b] :Ibz ay
by — —-b
1—a as 1 0
a —a a —a
2.by > a1 Nby < a
A
B
a; by by ap "
by —a ar —by by — by
a) —aj a) —ay a —daj
3.a1 >biNay >byNay < by
A
B
by a by a
(by—a))? (by—ay)?

0 li(az—al)(bz—bl) (a2 —ay)(by —by)
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overlapping and inclusion are omitted. In Table only half of cases that may
be realized when considering interval overlapping and including are presented since
the other cases, e.q., bo > a; for overlapping and so on, can be easily obtained by
changing letter a through b and otherwise in the expressions for the probabilities.
It easy to see that in all cases P(A < B)+P(A=B)+P(A>B)=1.
Let A and B be fuzzy values on X with corresponding membership functions
a(x), up(x) : X — [0, 1]. We can represent A and B by the sets of o-cuts: A = JAq,
o

B =By, where Ay = {x € X : pa(x) > at},By = {x € X : up(x) > a} are crisp
o

intervals. Then all fuzzy value relations A rel B, rel = {<,=, >}, may be presented
by the sets of «-cut relations A rel B= JAg rel By. Since Ay, and By, are crisp

o
intervals, the probability Py (By, > A) for each pair Ay, and By, can be calculated in
the way presented in Table 4.12. The set of the probabilities Py (a € (0, 1]) may be
treated as the support of the fuzzy subset

P(B >A) = {a/Pa(Ba >Aa)}7

where the values of oo may be considered as grades of membership to the fuzzy
number P(B > A). In this way, the fuzzy subset P(B = A) may also be easily defined.

The obtained results are simple enough and reflect, in some sense, the nature
of fuzzy arithmetic. The resulting “fuzzy probabilities” can be used directly. For
instance, let A, B, C be fuzzy numbers and P(A~ > B), P(A~ >C ) be fuzzy numbers
expressing the probabilities of A > B and A > C, respectively. Hence, the probability
P(P(A > B) > P(A > C)) has a sense of probability’s comparison and is expressed
in the form of fuzzy number as well. Such fuzzy calculations may be useful at
intermediate stages of analysis since they preserve the fuzzy information available.
Indeed, it can be shown that in any case P(B > A) + P(B = A) +P(B < A) ="near
17, where “near 1” is a fuzzy number symmetrical relative to 1.

It is worth noting here that the main properties of probability are remained in
the introduced operations, but in the fuzzy sense. However, a detailed discussion of
these issues is out of the scope of this section (see Chapter 3 for more details).

Nevertheless, in practice, the real-valued indices sometimes are needed for fuzzy
numbers comparison. For this purpose, some characteristic numbers of fuzzy sets
could be used. But it seems more natural to use the following weighted sum:

P(B>A)=Y aPy(By > Ag)/ Y, 00 (4.15)

This expression indicates that contribution of a- cut to the overall probability esti-
mation is increasing along with the rise in its number. Some typical cases of fuzzy
numbers comparison are represented in Fig. It is easy to see that the resulting
quantitative estimations are in a good compliance with our intuition.
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PA-B= 097 f \ PAa-B069 /| \

v

A (- B A
P(A-BEP(B-CED.9 _." _/
F(B=A)=P{C>B)=0.1

P(A=C)= 0.95
F(C=A)=0.05

Fig. 4.10 Typical cases of fuzzy numbers comparison

4.2.4 Aggregation of Local Criteria and Aggregating Modes

There are many different methods for aggregation of local criteria proposed in the
literature, but there is no method proved to be the best in all practical cases. More-
over, in it is stated that the choice of aggregation scheme is a context depen-
dent problem. Nevertheless, we contribute here in its consideration from some other
point of view.

Firstly, it is possible to represent the membership functions of local criteria as
some artificial functions of alternatives. Such a transformation can be carried out
formally after calculation of the values of membership functions for all alternatives.
More strictly, let A and B be the local criteria and p4, mup be their membership
functions. Then for each x € X, where X is a set of alternatives, the artificial func-
tions U (x), g (x) can be formally introduced. Of course, x is not a variable in the
common sense. Factually, it is only a label (or number) assigned to the correspond-
ing alternative. Hence, we can say that if for some x; € X we have s (x;) = ug(x1),
then the alternative x; satisfies the local criteria A and B in the equal extent, and
if for some x, € X, we have s (x2) > ug(x2), then alternative x, satisfies the local
criterion A in a greater degree than the criterion B. In this way, the initially multidi-
mensional problem can be formally transformed into the one-dimensional one with
the alternative number (label) as the variable.

To make our consideration more transferable, consider firstly the case of only
two local criteria A and B which are equally important for a decision maker and
therefore have equal ranks, i.e., o4 = op = 1. So if X is a set of the alternatives
and 4 (x), pup(x), x € X are membership functions representing formally — as it
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has been described above — the local criteria A and B, respectively, then the best
(optimal) alternative x, will be such that: a) u4(x,) = ug(x,) (since the criteria A
and B are of equal importance), b) the value of u,(x,) is maximal in comparison
with all alternatives for which condition a) is verified.

In this spirit, the theorem useful for our further analysis had been proved in [114].
It can be formulated as follows:

Theorem 4.1. If A and B are the equally ranked local criteria represented on a set
of the alternatives X by corresponding membership functions s (x), ug(x), x € X
such that they have unique maximal points x5,xp € X, respectively, and

Ua(xa) > up(xa), up(xg) > Ha(xp), (4.16)
then optimal alternative x, can be found as
X, =arg m%{x(uc(x)), (4.17)
Xe
He (x) = min(i (x), up(x)). (4.18)

It is easy to see that function L (x) can be naturally treated as an aggregation of the
local criteria A and B.

The results which can be achieved using some other popular aggregation methods
are shown in Fig. 4.11.

e

ol M)
0.8 4
0.6 -

0.4 1

0.2 1

0.0

X X X

Fig. 4.11 Methods for equally ranked local criteria aggregation: 1: pc(x) = ua (x) - up(x);
2: He(x) = 0.5u4 (x) +0.5up(x); 3: pe(x) = max (0, ta (x) + up(x) — 1); xp is the optimal
alternative for 1, 2 and 3 types of aggregation; x; is the optimal alternative for the aggregation
He (x) = min(pa (x), U ().
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Obviously, only the min—type aggregation (4.17) derives the optimal alternative
X, (see FiglL.T1) fulfilling the natural restriction a). All other considered aggrega-
tion methods provide the optimal alternative x;, which is in Pareto region, but far
from the actual optimum (see Fig.[.T1)). In practice, we can meet more complicated
situations than considered above. For example, the membership functions can have
several points of extreme. This problem can be solved by clustering a subset of the
alternatives into some Pareto regions as it is shown in Fig. Obviously, within
such regions (L, IT, III in Fig. all the conditions of Theorem 4.1 are verified.

Assume that the local criteria A and B are of different importance for a decision
maker, i.e., for their ranks we have oy # op. Since the additive and multiplicative
aggregations e (x) = o tta (x) + 0 () and pc(x) = (opia(x)) - (g (x)) in
the case of 04 =~ o result in inappropriate decisions (see Fig. 1)), we looked for
more correct aggregation rules.

In [[147], the following aggregation has been proposed:

e (x) = min( o g (x), op p (x)). (4.19)

It is easy to see that in the asymptotic case oy = op = 1, the expression (4.19)
reduces to the optimal min—type aggregation (4.18) and the weighting in (4.19)
appears to be logically justified. Nevertheless, in practice such aggregation can
produce completely absurd results. For example, let oy = 0.8, = 0.2 , i.e.,
the local criterion A is more important than B. As it is shown in Fig. E13] xo
is the optimal alternative for the case of equally ranked criteria A and B, i.e.,
Xo = argmaxyex (min(ia (x), Ug(x))), and x}) is the optimal alternative for the case
of the weighted criteria, i.e., X}, = argmax,cx (min( 0 ta (x), g g (x))). It is easy

Fig. 4.12 Multiple- extreme membership functions
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Fig. 4.13 Min-type aggregation of ranked local criteria: p/4(x) = 0.8us(x), w/p(x) =
0.2up(x)

to see that the alternative xtl) satisfies the criterion B in a greater extent than the cri-
terion A. This is in contradiction with initial assumption for A to be more important
than B.

Additional drawback of considered aggregation is that the general criterion
il (x) = min(o pa(x), oppp(x)) is not normalized to 1. Hence, it is difficult to
assess the closeness of the optimal decision to the global optimum.

Yager proposed the aggregation method, which properly reflects the sense
of ranking:

i (x) = min(u (x), 4 (x)), (o +0)/2 = 1. (4.20)

Observe that for oy = op = 1 expression (4.20) reduces to (4.18). It is shown in
that if oty > op then in optimal point

x(l) = argr)?eaxxmin (,UXCA (%) 7.UgB (x))

the natural inequality
Ha(x0) > 1 (xp)
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always takes place. In the general form, the expression (4.20) can be rewritten as
follows:

pie (x) = gt () A pg® (0) A A (x) (4.21)

1 n
a17a27"'aan>07 Zzaf:L
i=1

where A is the min-operator, n is the number of the local criteria.

Therefore, it can be asserted that the aggregation (4.20) is the best one, but it is
true only when the conditions of Theorem 4.1 are verified. In practice, this is not al-
ways the case. Moreover, the min-type aggregation sometimes does not comply with
intuitive concepts of decision makers about optimality [39] since sometimes it does
not properly represent the contributions of local criteria to the overall estimation.

The detailed analysis of the advantages and drawbacks of aggregating modes can
be found in , where with a help of two proved theorems and on the base on
the author’s experience it was shown that, in general, the most reliable aggrega-
tion approach lies in the use of Yager’s min-type operator (4.20). The multiplicative
mode appears to be somewhat less reliable and, finally, the additive (weighted sum)
method may be considered as unreliable and insensitive when choosing an alterna-
tive in Pareto-region (see also Fig. 4.15 below).

On the other hand, as all known aggregation modes have their own advantages
and drawbacks it seems impossible to choose the best one especially when dealing
with a complicated hierarchical problem. Therefore, when dealing with a complex
task characterized by a great number of local criteria, it seems reasonable to use all
types of aggregation relevant to the considered problem.

Since the different final results may be obtained on the base of different aggre-
gating modes, the problems arises: how to aggregate such results?

For this purpose a new method for aggregation of aggregating modes was developed
in [36. [108].

For further analysis we choose the aggregation modes that are usually used as the

atomic ones for building more complex aggregating operations:

D1 = min(u (€)™, 12(C2)™2, .. 1a (C) ™), (4.22)
Dy = i (CHM @ ta(C)™2, ... @ (C)M, (4.23)
D3 = W] ® M (C]) @WZ (24 HZ(C2)7 cee ;@Wn & un(cn)v (424)

where ¢ and ® are the operations of fuzzy addition and multiplication, respectively.

Let us turn to our example of tool steel material selection problem. Since the
values of all local criteria and their weights are presented as the linguistic terms (see
Table[.7land .11} with the corresponding numerical representation (see Tables 4.1
and 4.2), the final aggregated assessments of compared tool steel materials obtained
using the aggregating modes (4.22)—(4.24) should be fuzzy numbers as well. All
arithmetical operations on fuzzy numbers needed to do this are well defined in [60]],
and the method for fuzzy numbers comparison has been described in the previous
subsection. The results of calculations are presented in Table
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Table 4.13 Results of aggregations with the use of modes (4.22)—(4.24)

Steel quality D, D> D;
Vi (0.000,0.382,0.675) | (0.020,0.106,0.186) | (0.000,0.191,0.577)
Ay (0.200,0.500,0.855) | (0.077,0.186,0.257) | (0.140,0.500,0.855)
D, (0.000,0.382,0.675)| (0.107,0.214,0.286) | (0.350,0.700,1.000)
" (0.200,0.574,0.881) | (0.086,0.200,0.257)| (0.140,0.574,0.881)
T (0.000,0.300,0.616) | (0.040,0.123,0.214) | (0.000,0.226,0.616)

Obviously, the different final fuzzy estimations for the compared tool steel mate-
rials were obtained with the use of different aggregating modes. Usually when the
results obtained using different aggregation modes are similar, this fact may be con-
sidered as a good confirmation of their optimality. In opposite case, an additional
analysis of local criteria and their ranking should be advised. It is easy to see that
such approach seems to be based on inexact reasoning, which implicitly takes into
account all aggregating modes relevant to the considering task.

To build the method for doing this more rigorously on the base of aggregation of
aggregating modes, the use of synthesis of type—2 and level-2 fuzzy sets defined on
the support composed of compared alternatives has been proposed in [36}, [108]. It is
worth noting that in the framework of this approach we avoid the use of min, sum and
multiplication operations for aggregation of aggregating modes themselves, since
the use of them leads inevitably to the unlimited sequence of aggregation problems.

Let us recall briefly the basic definitions of type—2 and level-2 fuzzy sets.

As we deal with a restricted number of compared alternatives and aggregating
modes, it seems reasonable to consider only the discrete representation of type—2
and level-2 fuzzy sets.

Type-2 fuzzy sets were introduced by L. Zadeh in as the framework for
mathematical formalization of linguistic terms. In essence, these sets are the exten-
sion of usual fuzzy sets (type—1) to the case when the membership function of fuzzy
subset is performed by another fuzzy subset.

More strictly, let A be the fuzzy set of type—2 on the support subset X. Then, for
any x € X the membership function 4 (x) of A is the fuzzy set with the membership
function fy(y). As the result, for the discrete set we get

/JA(X):{ X(yi)},izl,...,n.

Vi

Further elaboration of the theory of fuzzy sets of type—2 was presented in [59,
[140]], where the main mathematical operations on such sets were defined. In [140],
it was proved that using Zadeh’s fuzzy extension principle, it is possible to build the
fuzzy sets of types—3,4 and so on.

Originally, level-2 fuzzy sets were introduced by Zadeh and were more
elaborately studied in [46, [127].

As proposed by Zadeh [143], the level- 2 fuzzy set is a fuzzy set defined on
the support, elements of which are ordinary fuzzy sets. So if the fuzzy subset A is

(4.25)
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defined on a discrete set of x;, i = 1,...,N, with the membership function p4(x;)
and x; are represented by ordinary fuzzy sets defined on discrete universe set of z;,
Jj=1,...,M, with the corresponding membership function /;(z;) then A is a level-2
fuzzy subset defined by the following expressions:

A {.UA)SCI') } = {hfijj) } 4.26)

Ao {mdx (A (x;)hi(z)]

Zj

},i:l,...,N,j:l,...,M. (4.27)

It follows from expression (4.27) that the final degree of membership of z; in A
may be presented as:

‘UA(ZJ‘) :mqu[‘uA(Xi)h,'(Zj)], jz 1,...,M. (4.28)

Suppose there is a set of alternatives z;, j =1,...,M, and N types of aggregating
modes D;,i=1,...,N. Since usually in practice it is possible to estimate the relative
reliability of aggregating modes at least on a verbal level, it seems natural to intro-
duce the membership function u(D;), i = 1,...,N, representing expert’s opinions
about closeness of considered aggregating operator D; to the some perfect type of
aggregation, which can be treated as the best one or even “ideal” method of aggre-
gation. Then such an “ideal” method D;,4.,; can be represented by its membership
function defined on the set of compared aggregation modes as follows:

D.
Dl-dw,:{“( 1)},i:1,...,N. (4.29)
D;
As for all alternatives z;, j = 1,...,M, their estimations Di(z j) with the use of ag-
gregation modes D;, i = 1,...,N can be calculated, each D; can be formally defined

on the set of comparing alternatives z; . As the result, each D; can be represented by
the fuzzy subset

D,-:{ZM}J:I,...,M, (4.30)
zj

where D;(z;) is treated as the degree to which alternative z; belongs to the set
of “good” ones estimated with use of aggregating mode D;. Substituting (4.30) into
(4.29) with the use of definitions (4.26)-(4.28) we get

o D
Digeas = {7“1"‘;)’{ ')},i: I,...,N, 431)
1

where
Hideal (2j) = max [ (D:)Di(z;)], (4.32)
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Finally, the best alternative can be found as:

Zpest = aAl'g mjax.uideal(zj) (4.33)

In the case when u(D;) or/and D;(z;) are fuzzy values, the expression
represents an object which can be treated simultaneously as level-2 and type-2
fuzzy subset.

To illustrate, let us continue the consideration of our example. At first, we have
to calculate the values p(D;), i = 1,2,3. As it has been stated above, the min-type
aggregation D is more reliable than the multiplicative aggregation D, and both are
noticeably more reliable than additive aggregation D3. Such linguistic assessments
may be represented in the numerical form using the linguistic reciprocal pair com-
parison matrix [T00] which in our case can be presented as in Table .14l

Table 4.14 Pair comparison of aggregating modes

Aggregation modes|D|D> (D3
D 1131]9
D, BB
D EIE

The number 3 in this Table indicates that min-type aggregation D is more re-
liable than multiplicative aggregation D, an so on. Using the method proposed in
[32], from this matrix we get

p(D1) =0.7,u(D2) = 0.25,u(D3) = 0.05.

Thus, the “ideal” method of aggregation in our case can be presented as follows:

b { D) ubDs) p(bs) (4.34)
ideal D, ) D, ’ D3 ’ '

In our case, the compared alternatives are tool steel materials Vi, Ay, Dy, 71, T1.
Hence, expressions (4.30) can be rewritten as follows:

D; = {Di(v‘)vD"(AZ)VD’(Dz)7D"(7"),D"(T‘) }71‘— 1,2,3. (4.35)
Vi Ay D, N I

The fuzzy values of D;(steel quality), i=1,2,3, steel quality € {V1,A2,D2,%,T1 }
are presented in Table 4.13. Finally, expression (4.31) in our example takes the form:

Digeut = {Ilideal(vl) Mideal (A2) Wideat D2) Midear (V1) Midear (Th)

. (436
Vi Ay D, N T } ( )

where U;geq (steel quality) = max(u(D;) - Di(steel quality)), i=1,2,3 and steel qual-
1
ity S {V17A27]D)27 }/17T1}~
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After calculations we get

Lop: (V1) = max((0.000,0.267,0.472), (0.005,0.026,0.046), (0.000,0.009,0.028)),
4.37)

Lopi (A2) = max((0.140,0.350,0.598), (0.019,0.046,0.064), (0.007,0.025,0.420)),
(4.38)

Lopr (D2) = max((0.000,0.267,0.472), (0.026,0.053,0.071), (0.017,0.035,0.050)),
(4.39)

Uopi (M) = max((0.140,0.401,0.616), (0.021,0.050,0.064), (0.007,0.028,0.044)),
(4.40)

Mop: (T1) = max((0.000,0.210,0.431), (0.008,0.030,0.053), (0.000,0.011,0.030)).
(4.41)

To find the maximal triangular fuzzy numbers in these expressions, the proba-
bilistic approach described in Subsection 4.2.3 has been used. The resulting

Hideal
(0.000,0.267,0.472
(0.140, 0.350, 0.508
(0.000,0.267,0.472
(0.140, 0.401, 0.616
(0.000, 0.210, 0.431

I B ey

L] 025 05 s

Fig. 4.14 Resulting evaluations of compared tool steel materials
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Table 4.15 Final probability relations

P(n > Az) 77.31%
P(A2 >V ):P(Az > Dz) 92.67%
P(Vl > T]) 80.28%

evaluations of compared tool steel materials are shown in Fig. €14l Comparing
them (see Table[£13) we conclude that the best one is the steel 7;. The final ranking
order is Y1, Az, Vi, Dy, T}, but D, and V| have the same ranking.

This result is quite opposite to that obtained in where the steel y; is
only on the fourth place in ranking: Ay, D», T1, ¥, V). This difference is easy to
explain. In the framework of our approach, the final ranking is based on aggregation
of aggregating modes producing own and different ranking (see Table 4.15). There-
fore, in general, our final ranking should differ from those obtained using particular
aggregating modes. Besides, we have assigned the lowest weight to the addition
type of aggregation used in [134]]. Hence, the contribution of this aggregation
to the final ranking is minimal.

The reasons for such weighting are partially pointed out at the beginning of this
subsection. What is worth noting in addition is that addition-type aggregation and
the so-called bounded difference aggregation max(0, ts (x) + ug(X) — 1) might be
used only with a great prudence, since even in the case of only two local criteria
such aggregations frequently cannot reveal any preferences in Pareto-region (see
Fig. E13).

Hix)

1.0+
max (0, Ll_‘(x}+|.tu{x]l—1 )

w,(x)

0.8 (i, B+ 2

0.6

0.2 ;

e

0.0

Fig. 4.15 Different types of aggregating operator
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We think that just this negative feature of weighted sum type of aggregation was
the underlying cause of identical ranking of tool steel materials obtained in [103,
in spite of the fact that in [103] contrary to the work instead of fuzzy
values their real valued representations were used (for the same initial data).

4.3 Multiple Criteria Investment Project Evaluation in the
Fuzzy Setting

In this section, we present the simplified example of investment project evaluation
using mainly financial parameters to stress the multiple criteria nature of this prob-
lem and the need for the use of fuzzy set theory tools even when we are dealing with
the traditional budgeting.

4.3.1 Local Criteria Building

Let us consider such important quantitative financial parameters as Internal Rate
of Return (/RR) and Net Present Value (NPV'). Since IRR is measured in percent-
ages, whereas NPV accounted in currency units, it seems impossible to compare
them while estimating the project. However, it can be done using the functions pre-
senting the local criteria based on these financial parameters. It is worth noting that
introducing of such function does not lead to the loss of the original information,
quite the contrary. Really, if x is some parameter of analyzed system representing
its quality to certain extent, then some scale of preference - presented on numerical
or verbal level - for this parameter inevitably exists at least in the decision maker’s
mind. Indeed, such preference type information is the key of decision-making and
local criteria are the mathematical tools for its formalization. Often they can be built
using the following simple and natural procedure.

For example, when considering /RR, it is easy to see that there always exists
some lower bound for permissible values of /RR, usually being equal to the bank
rate r. Further, there is some interval » < IRR < IRR,,, where project’s quality rises
gradually along with increasing of /RR. Finally, it is expected that if /RR > IRR,,,
the project’s efficiency with respect to /RR is so high that it is difficult to make a
reasonable choice among such excellent projects.

To transform this description into mathematical form, the membership function,
which is the pivotal concept of fuzzy sets theory, may be used. The membership
function U (/RR) representing the local criterion based on /RR for some analyzed
example is shown in Fig. .16

The values of membership functions change from zero (for the worst values of
quality parameters) to maximum value equal to 1 in the area of best values of ana-
lyzed quality parameters. Hence, in the context of considered problem the values of
membership functions may be treated as degrees of quality parameter’s preference.
The linear form of membership function is not a dogma. However, in practice what
we usually know is only that some value is more preferable than other without any
certain quantitative estimation of this preference. In other words, in most cases we
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Fig. 4.16 Membership function representing the local criterion based on /RR

deal with the so-called “linear ordering” and for such situations the linear form of
criterion function is proved to be the best one [139]. Since the membership function
must be convex and normalized to 1, the only few forms of such function, presented
in Fig.[4.17l may usually be used. Of course, if the probability distribution of qual-
ity parameter is known, the corresponding membership function may have a more
complex form.

Consider a qualitative parameter presented in a verbal form, e.g., such as “eco-
logical impact on region”. It can be described by set of statements that linguistically
represent the degrees to which an analyzed project may affect the ecology of region:
“not significant”, “slightly significant”, “noticeably significant” and so on. As it was
shown in [84]], no more then 9 such linguistic degrees may be used in practice. The
linguistic variables may be translated into mathematical form by presenting them in
the form of triangular of trapezoidal fuzzy numbers. This approach is in accordance
with the spirit of fuzzy sets theory and undoubtedly is very fruitful in a great num-
ber of applications, especially in fuzzy logic. Nevertheless, when dealing with the
decision-making problems, we usually do not have enough reliable information to
build such fuzzy numbers. Frequently, it is hard to choose the base for such triangu-
lar or trapezoidal fuzzy numbers, due to the absence of any evident reasons to prefer
some base as the best one. In fact, the set of linguistic terms such as “not significant”,
“slightly significant”, “noticeably significant” and so on in practice often represents
only some labels signed to the levels of the decision maker’s preference scale.

So the membership function shown in Fig. .18 seems to be a quite sufficient
level of abstraction for the formalization of local criteria in the majority of real-life
situations (of course, in some cases the use of more complex descriptions, e.g., on
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Fig. 4.18 Membership functions of qualitative local criterion
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the base of type-2 fussy sets, may be preferable [41,142]. Finally, we can see that all
the qualitative and quantitative local criteria can be naturally presented within the

universal scale of membership function.

To make our further analysis more transparent, consider simple example which
is not the description of any real projects estimation situation, but reflects good the

main advantages of the proposed approach.
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Assume we have four projects to be compared taking into account five quality pa-
rameters (see Fig. .19). Obviously, the number of parameters can be much greater
in a real situation, but four following main financial parameters are almost oblig-
atory for consideration: Internal Rate of Return (/RR), Net Present Value (NPV),
Profitability Index (P), Payback period (PB). The Project Risk (R) is, generally
speaking, a complex aggregated characteristic estimated on a basis of the quanti-
tative data as well as on expert’s qualitative estimations. Details can be found in

[37).
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Fig. 4.19 Parameters of the analyzed projects

For the sake of simplicity, suppose that in our example the risk is estimated in
such a way that it ranges from O to 1. All numerical values characterizing the con-
sidered projects are presented in Fig. The next step is the building of the mem-
bership functions. In fact, the decision maker has to select an appropriate type of
function (see Fig.[.17) and choose no more than four reference points on a scale of
the analyzing parameter to define completely the corresponding membership func-
tion. One may assign the reference points on the basis of expert’s evaluations, sta-
tistical analysis of similar projects or strong (e.g., banking) standards and so on. We
shall try to use the simpler approach, because in our case we just need to choose the
best of four projects. In our example (see Fig..19)), the worst value of NPV among
all the projects is equal to 2500 and the best one is 4000. Therefore, is seems rea-
sonable to assume for the first reference point x;=2000, i.e., less then 2500 because
we do not want to reject the project No 1 when using some types of local criteria ag-
gregations. Obviously, for the next point it is quite natural to assume x,=4000, and
to obtain a complete description of membership function we introduce an auxiliary
point x3=6000 (see Fig. £.20).

The other membership functions for the considered example are built in a similar
way.

4.3.2 Ranking the Local Criteria

Since in the real-world decision problems local criteria are usually expected to pro-
vide different contributions to the final aggregated estimation of alternatives, an
appropriate method for the local criteria ranking is needed. It should be emphasized
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that the simple qualitative ordering of local criteria is not enough for practical pur-
poses: usually some quantitative indices representing the local criteria contributions
to the overall alternative estimation are necessary. The experience shows that quan-
titative ranking of criteria is more difficult task for a decision maker than building
the membership function. Though it is usually hard for decision makers to rank
a set of local criteria as a whole, they usually can confidently state preference, at
least verbally, when comparing only a pair of criteria. Therefore, the proper criteria
ranking technique should use this pair comparison in a verbal form. Such tech-
nique is based on the so-called matrix of linguistic pair comparisons, proposed by
T.Saaty [100]. The procedure of building this matrix for our example is illustrated in

Fig. B211

Welcome in suppont decisiorn systen = EE

Fie Edit Ranks Property Help

Building crlteron structure | Input data | Agoreqation | Resu |

™ |nvestment_project Name |Investment_praject Level o Subgroups 5

- Internal_rate_of_return I I1nlalna\ rate_of_ietun :1: present_value ;‘mf\tatahihtg indiex :aghack peiind :m'e:l risk
| il iate_of_relun

|- Net_present_value Nel_present_vale |3 1 7 7 3

}, Profitatability_index Prcfitatabilty_index |1/5 17 1 175 1

" Payback_period Payback_peiiod 15 17 5 1 5

| Picject_tisk. 17 143 1 15 1

- Project_risk =

1 Identity of parameters - 1

2 Intermediate value between opinions -2

3 Mod, periority firstp over second -3

4 Indirect value between opinions -4

5 Essential superiority first parameter over second -5

6 Indirect value between opinions -6

7 Considerable superiority first parameter over second -7

8 Indirect value between opinions -8

9E: |y stronq iority first over second -9
Autailing

Linguistic description of comparisans

| 5

Colapse

<]

Add

Remove

Fig. 4.21 Matrix of pair comparison
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Of course, only 9 basic verbal estimates are used. Linguistic scales used in such
estimations may have different sense, but a number of the scale levels (linguistic
granules) cannot be more than 9 in any natural languages: this is an inherent fea-
ture of human thinking [13]]. Nevertheless, to be able to make calculations, some
natural numbers are assigned to verbal estimations. It is important that numbers in
Fig.21 are shown only to illustrate our theoretical considerations. In practice, it is
not advised to show any numbers to the experts. More reliable result can be ob-
tained when only the linguistic opinions of experts are taken into consideration. The
matter is that if we propose to a group of experts to estimate some known objects,
their verbally expressed opinions usually are quite similar. We cannot expect any
other result: these people are learned using the same manuals, read the same arti-
cles, worked in the same field. However, if we force them to use some numbers for
the estimations (usually it is not easy to do, since nobody loves numbers) we do
not obtain any consensus [130]. The matter is that “In the beginning was the Word”
(The Holy Gospel of Jesus Christ). Numbers had appeared much later and during
last few millenniums, which are a minute from historical viewpoint, people have
not learned to use numbers properly yet. So far we are thinking using words, not
numbers, and even trying to teach our computers this trick.

More strictly, let C;, i = 1 to n, be local criteria to be ranked. Then the pair
comparison matrix A can be created such that any entry a;; € A represents the rel-
ative preference of criterion C; when it is compared with the criterion C;. The pair
comparison matrix is reciprocal, meaning that ¢;; = 1 /aj; and a;; = 1. If o; and o
represent values of ranks, then in the perfect case with a consistent matrix we have
ajj = %’_, ajj = ajxai; and the ranks ¢ , i = 1 to n, can be calculated easily. Unfor-
tunately, in real-world situations, we usually have only approximate estimates of a;;
and actual values of a;; may be unknown. Then the question arises: how to find o,
i = 1 to n, such that
a2 (4.42)

oj

Various approaches have been proposed to obtain these ranks. In [19], they were
roughly classified as follows: the eigenvector method; the least squares method
(LSM); the logarithmic least squares method (LLSM); the geometric row means
method (GRM); the weighted least squares method (W LSM) and a category of meth-
ods that involve only simple arithmetic operations: the row means of normalized
columns approach [100], the normalized row sum and the inverted column sum
methods [[77].

The relative advantages and drawbacks of these methods are reviewed and dis-
cussed in the literature not only for the case of real valued g;; [32]], but when the
entries of pair comparison matrix are represented by fuzzy numbers [19] [83]. Nev-
ertheless, since in practice we deal with an approximate equality (4.42), the natural
criterion of pair comparison efficiency can be presented as

S= 22(%—%)2, (4.43)
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where ¢ are the ranks obtained using considered method. For this reason, it is quite
natural to use the method based on the minimization of S, i.e.,

n n

S = 22 a,,——{ — min, stZal_l (4.44)

i=1j—

(sometimes the restriction Z o; = n is used). Using rich experimental data, it was

shown in [130] that this method (LSM) is the best one as it provides the least final
values of S. On the other hand, in some cases the simplest row means of normalized

columns method [100]
n
o 11 aij
=1
S (4.45)

I

n
I dijj
i=1\J

o =

=

may produce results good from practical viewpoint [130]. Of course, the criteria
weights in some special cases may be interpreted differently. Some not exhaustive
classification of such possible interpretations and the overview of corresponding
ranking methods are presented in [30]. However, in our case the method based on
the expressions (4.44) seems to be completely corresponding to the nature of the
problem and sufficiently justified mathematically.

4.3.3 Numerical Evaluation of the Comparing Investment
Projects

As in Subsection 4.2.4, we shall use three most popular aggregation modes: D =
n n
min(uy (C1)*, 12 (C2) %, ... 4y (Cn) "), D2 = .l_ll,ui(ci)a'} D; = '21 ;i (Ci).
= 1=

The results of multiple criteria evaluation of compared projects using the data
and methods described in previous subsections are presented in Fig.

Observe that the min-type and multiplicative aggregations give us similar result-
ing evaluations, which are far from those obtained using weighted sum type of ag-
gregations. It is important that the proposed approach allows us to estimate directly
the contribution of each local criterion to the generalized project assessment (see
Fig. £23).

As the aggregation modes Dy, Dy, D3 provide different numerical evaluations
of compared four projects, a natural approach to this problem is the aggregation
of these modes to get the compromise final evaluation. For this purpose we use the
method presented in Subsection 4.2.4. This method is based of the synthesis of type—
2 and level-2 fuzzy sets defined on the support composed of compared alternatives,
which in the considered case are the analyzed investment projects. The central in
this approach is a concept of “ideal” method of aggregation presented in the form
of mathematical object which can be treated as the level-2 fuzzy set of type—2:
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Dieat = {H(Dl)’H(Dz)’H(Dﬁ}’
D, Dy ~ Ds

where the values of 1 (D;) represent expert’s opinions about closeness of consider-
ing aggregating operators to the some perfect type of aggregation which can be
treated as the best or “ideal” method for aggregation. As it has been shown in
Subsection 4.2.4, the min-type aggregation D is more reliable one than the mul-
tiplicative aggregation D, and both are noticeably more reliable than the additive
aggregation D3. Therefore, we have used the matrix of pair comparison of these ag-
gregation modes presented in Table 4.14. As in Subsection 4.2.4, using this matrix
we get: (D) =0.7, u(Dy) = 0.25, u(D3) = 0.05.
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Fig. 4.22 Resulting evaluations of the projects presented in Fig. 4.19 (min-type, multiplica-
tive and additive aggregations are denoted by D,D,,D3, respectively)
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In the considered case, Exp.(4.30) takes the form

D {Di(Projectl) Di(Projecty) Di(Projects) D,-(Project4)} 123
i = = 1,2,0.

Project; = Projects = Projectsy ' Projecty

Hence, D404 can be presented as

Dt Uigeal (Projecty) Wigeal(Projecty) Wigeai(Projects) Wigea(Projecty)
ideal — S ) S 3 T P PN
Project Projecty Projects Projecty

where Uigeqi (Project;) = max;(1(D;) - Di(Project;)),i =1,2,3.
Finally, after all calculations using the results from Fig. 4.22 we obtain

{ 0.18 0.05 0.42 0.31 }
Digeas = .

Project;’ Project,’ Projecty’ Projecty

Thus, the third project is the best one. Factually, we can infer the same result
analyzing the data presented in Fig.|4.22| but it would be hard to do this for a greater
number of projects or/and aggregating operators under consideration.

4.3.4 Hierarchical Structure of Local Criteria

As it has been noticed above, many of real-life problems of investment evaluation
are not only multiple criteria, but also multi-level (hierarchical) ones. The method
presented in previous subsections allows us to build in a natural way the branched
hierarchical structures as in Fig. .24

It can be seen that each criterion of upper & level is built on a basis of local criteria
of underlying (k — 1) levels using one of the aggregation methods or their general-
ization as proposed in Subsection 4.2.4. The general expression for the calculation
of criteria on intermediate levels of hierarchy is as follows:

Diiy tyinyeenic = Fisin1sin-aemit Pk 1iy i1 Ok Ly a1 -5

Dy it 2k, i gy ? OK=LinUdn 2ol M, i i

where f, , - is an operator of criteria aggregation, m, . is the num-

—iln—2sik — o2
ber of of nlocal criéeria on (k— 1) level, aggregated to internnledinate local criterion
iy iy i It is worth noting that the values of D, ; , are always in the inter-
val [0, 1] and may be interpreted as some intermediate local criteria assessments. On
the lowest level of hierarchy the initial membership functions representing the local

criteria based on origin parameters of project’s quality are used, i.e.,

Dy tinaseeit = Fli tin 20t (R0, 12ty 1 Q0 1,y gy 1 -5

HOiy 12ty i gy ? PO 1sin 2501 m

wherem, . . . isthe number of initial local criteria on the lowest level.
s
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Fig. 4.24 Hierarchical structure of local criteria

The method for building the hierarchical local criteria systems is based on the
multiple criteria approach described in previous subsections and generalizes it. The
method is implemented in the form of user-friendly software (see Fig.[£.23).

It is important that presented method not only gives us some generalized quanti-
tative evaluation of a project as a whole, but makes it possible to assess the contri-
bution of each local criterion to this final evaluation.

4.4 Fuzzy MCDM and Optimization in the Stock Screening

This section is devoted to the application of the methods presented above in sec-
tions 4.1-4.3. A new method for the stock ranking based on the multiple criterion
decision making and optimization is proposed. Two general criteria are used in the
analysis. The first of them is based on the financial indices and may be treated as
the criterion of firm’s “health” or its financial performance. The second one is the
two-criteria performance of firm based on the stock prices. It represents the firm’s
market success. The method rests on the selection of the stocks with a great corre-
lation of the firm’s financial performance and its market success. The local criteria
are built in the form of membership functions of corresponding fuzzy subsets. Two



4.4 Fuzzy MCDM and Optimization in the Stock Screening 147

c Welcome i) SUppork decision system o) lej‘

File Edit Ranks Property Help

Buiding criterion structure } Input deta | Agaregation | Result |

— Default Name [def15_level3 Level 3 Subgroups 0
defl_levell
= def2_levell Local eriterion for "defl5_level3"

def6_level2 |
—def7_level2
defl13_level3
defl14_level3
def8_level2
def9_level2
def10_level2
def11_level2
def12_level2
def3_levell
defd_levell
def5_levell

Expand

Add
Flemove 0 1 2 3

Fig. 4.25 Building the hierarchical local criteria system

different strategies for stock ranking and three most popular methods for local crite-
ria aggregation are compared. The method is addressed to those who prefer to select
for a portfolio only the firms which demonstrate the closeness of their overall finan-
cial performance in the past year and success in the stock exchange in the following
year.

Observed onrush of global stock market provides the new possibilities for the
successful investment. On the other hand, the pressing problem -the consequence
of market growth-is the choosing of appropriate stocks or stock selection. Since
the financial performance as well as the stock returns of almost all firms, which
are worth mentioning, is now presented in Internet, the stock screening programs
become popular. They make it easier and quicker to tailor a portfolio to fit the de-
sired style and preferences of the investor [3]]. The user can customize a model to
include up to 20-40 different indicators simultaneously and can scan on relative val-
ues, e.g., the stocks with the highest relative strength, or on fundamental variables,
like earnings per share momentum. In many cases, such approaches based on the
single selecting criterion provide good results [44], but in general, the stock selec-
tion problem seems to be a multiple criteria one. In practice, an investor deals with
a set of local criteria based explicitly or implicitly on the different financial rations
and stock return. Since the preferences of the investor concerned such criteria often
are presented in the verbal form, the problem is usually charged by the uncertainty
of subjective type. Therefore, now the researches are focused on the synthesis of
fuzzy logic methods and multiple criteria approaches in the fuzzy setting. In [80],
the problem is considered in context of corporate acquisition process. In the pro-
posed fuzzy system, its hierarchical structure is confirmed by the user along with
the financial categories and ratios to populate it. Each financial category or ratio is
given a certain degree of influence over the decision-making process. The two level
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hierarchical system is proposed. The number of financial categories, their priorities
and where they fit in the hierarchy determine the structure of the system. Therefore,
four main categories have been identified in [80]: profitability, liquidity, financial
efficiency and gearing. These categories were used in the fuzzy inference system
based on the Takagi-Sugeno-Kang (TSK) method [1211,[122]. Now, neural net-
works have become a popular tool for financial decision making [64, [131].
There are mixed research results concerning the ability of neural networks to predict
financial performance. Due to a variety of research design and evaluation criteria,
it is difficult to compare the results of different studies [94]. However, the re-
cent results presented in make it possible to evaluate an efficiency of neural
network techniques for stock selection. In the proposed model, the predictor base
includes 16 financial ratio and 11 macroeconomic variables. Using representative
database containing the firm’s financial performance and macroeconomic variables,
the author with a help of neural network techniques extracted the rules which can
select the good stocks. It is important that the resulting rules were presented in the
linguistic form, although fuzzy logic is not used in this neural network model. The
direct fuzzy multiple criteria method for stock selection was used in [123]]. This pa-
per proposes a new method for group decision making in the fuzzy environment.
Some modification of Chen’s method is proposed and it is shown how this
approach can be used for stocks selection on ISE (Istanbul Stock Exchange). The
rating of each stock and the weight of each criterion are presented in the form of
linguistic terms represented by triangular fuzzy numbers. Six well known financial
rations (market value of firm/earnings before amortization, interest and taxes ratio,
return on equity (ROE), dept/equity ratio, current ratio market value/net sales, price
earnings ratio (P/E)) were used as the base for the multiple criteria performance
of analyzed firms. It is easy to see that in the framework of this approach there is
no intention to confront the parameters characterizing in general the firm’s financial
“health” with those performing its success in the stock exchange.

Summarizing, we can say that there is no common point of view on the problem
of stock selection. Moreover, in our opinion, the searching for the “best” method
of stock selection is rather senseless endeavor since in any case the method should
reflect the decision makers’ preferences, him/her acceptation of risk and so on.

Nevertheless, there are common points in the analyzed papers. It is easy to see
that the stock selection problem is a multiple criteria one. There are many ap-
proaches to the solution of this problem, but in practice, the best results provides
the synthesis of different methods. Bollinger and Pictet used the synthesis of
known ELECTREIII, SURMESURE and AGAT HA methods for multiple criteria
decision analysis and land-filling technologies for waste incineration residues in
Switzerland. Gomes et al. proposed a multicriteria decision support system
based on multiattribute utility theory and preference modeling. Chen et al. [24]] pro-
posed a case-based distance model to solve screening problems in multiple criteria
decision aid.

In this section, we factually use the felicitous definition proposed in [24]]: “Screen-
ing is a process of multiple-criteria decision aid (MCDA) in which a large set of
alternatives is reduced to a smaller set that most likely contains the best choice”.
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Beynon et al. proposed a synthesis of AHP and the Dempster-Shafer theory
(DST). A major advantage of incorporating DST into the AHP lies in the reduction
of the complexity of the multiple criteria problem.

As the local criteria and methods for their mathematical formalization and ag-
gregation depend on the subjective decision maker’s preferences, the use of fuzzy
sets theory tools seems quite natural. Therefore, the fuzzy extensions of different
classical MCDM approaches are now frequently used for the solution of real- world
problems. The good examples of application of the fuzzy AH P in different fields are
presented in [50]]. The use of the specificity of fuzzy sets theory methods makes
it possible to enhance the performance of multiple criteria analysis. Chiou et al. [26]
proposed to use the so-called non-additive fuzzy integral, to cope with the MCDM
problem particularly while there is dependence among local criteria.

Two deferent sources of information can be used for stock selection: financial
rations and stock prices. The final results of selection can be obtained with the use
of teaching the decision making system based on the comparison of firm’s financial
performance with its success in the stock exchange. The teaching of decision making
system can be carried out with the use of optimization methods. The incorporation
of optimization methods into MCDM is widely used in different applications. The
good results of such synthesis recently have been obtained in multiobjective decision
making process for supplier selection and order allocation [34]], optimal blending
for beneficiation of coal [[16], aggregate production planning [115], fuzzy multi-
objective transportation problems [1]], fuzzy R&D portfolio selection [132], and in
the land-use planning in agricultural system [10].

Here we propose a new approach to stock selection and screening taking into
account above mentioned circumstances. The method we have developed is not the
“best” one. As any other method, it can be accepted as appropriate one by some
investors and completely rejected by other ones. We address our method to those
who prefer to choose for a portfolio only such firms which demonstrate the closeness
of their overall financial performance in the past year and the success in the stock
exchange in the following year. Of course, our approach can reject many of possible
market championships, but we point out that proposed method is addressed to rather
cautious investors.

4.4.1 Multiple Criteria Performance of Firms

To evaluate the firm’s financial performance, we have used the financial rations from
database comprising the data of 162 firms (subsector of the biotechnology of US
economy). The next 12 financial rations were chosen for analysis:

e EPSTTM2TTM (Earnings per share (EPS) Percent Change, TTM vs. Prior TTM
(%))

RTTM2TTM (Revenue Percent Change, TTM vs. Prior TTM (%))

ChPTMgn (Change in Pretax Margin Positive)

ChROI (Change in Return on Investment)

ChSO (Change In Shares Outstanding)
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EPSQ2Q (EPS Percent Change, Most Recent Quarter vs. Prior Quarter

DCS (Depreciation of Capital Spending)

MKTCAP (Market Capitalization)

PTMgn (Pretax Margin)

ROI (Return On Investment)

EPSQ2TTM (EPS Percent Change, Most Recent Quarter vs. Last Twelve Months)
RQ2TTM (Revenue Percent Change, Most Recent Quarter vs. Last Twelve
Months)

The detailed descriptions of these rations can be found in [52]]. It is worth noting
here that proposed set of financial rations is not the “best”” and exhaustive one. When
choosing the rations, we have used mainly the well known textbooks such as [93]
and other literature sources [38],[61], 06] [124]]. The other criterion of choice was the
availability of the data in Internet. This criterion is essentially important as we deal
with the stocks screening. The results of correlation analysis we have made for one
year show that the strong correlation between some rations takes place.

Therefore, using the results of correlation analysis and some additional informa-
tion from 96l [124] concerned with an appropriateness of correlating
rations the next 7 most uncorrelated financial rations were selected for the subse-
quent analysis: EPSTTM2TTM, ChSO, EPSQ2Q, DCS, MKTCAP, EPSQ2TTM,
RQ2TTM.

4.4.2 General Criterion of Firm’s “Health” Based on Financial
Rations

To build the local criteria based on financial rations r they were divided into two
groups: the rations enhancing the firm’s performance along with rising of their val-
ues and the rations depressing the performance with rising of their values. For all
rations we have found the lowest and highest values in the available database con-
sidering all analyzing firms. These values were used as the base for building the
local criteria. For the first group of rations, the so-called profit type local criteria
[21] were built in the form of membership functions u(r) (in terms of fuzzy sets
theory) rising from O to 1 in intervals between the lowest and highest values of the
corresponding financial rations we have found in the database. Similarly the cost
type local criteria were built. Examples are presented in Fig. 4.26.

It is worth noting that sometimes, e.g., when analyzing the earnings per share
(EPS) ratio, the linear form of membership function does not well reflect the fi-
nancial performing of firm and trapezoidal shape of function seems to be a more
appropriate one. On the other hand, such situations may be considered rather as the
exceptional cases, although there are no strong restrictions on the form of member-
ship functions is the framework of the proposed approach.

When all introduced seven local criteria y;(r;) of firm’s financial performance
based on the selected financial rations r;, i=1 to 7, are calculated, the problem arises:
how to aggregate them into the general criterion of financial performance taking into
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Fig. 4.26 Profit type criterion ((EPSQ2Q) based on financial ratio EPSQ2Q and cost type
criterion (ChSO) based on financial ratio ChSO

account they ranks (weights), o;, i=1 to 7 ? To make the results of our analysis more
reliable, three most popular aggregating modes have been used:

1 7 7 ' )
Dy=z Y oitiy Do=[Tw  Ds=min(uf, 0", ....057),  (446)
i=1 i=1

7
where Z o =17.

SincIe lthere exists a pluralism in choosing of appropriate aggregating mode, some
comments are needed. Generally, the choice of aggregating mode is a context de-
pendent problem [[148]. Nevertheless, now the most popular method of aggregation
is the weighted sum (D in our case). It is used in many well known decision mak-
ing models such as AHP [100], multi-attribute utility analysis [91] and so on, but
often without any critical analysis. On the other hand, in some fields, e.g., in eco-
logical modeling, the weighted sum is not used for aggregation [116]]. The reason
behind this is that in practice there are cases when if any of local criteria is totally
dissatisfied then analyzed alternative should be rejected from consideration at all.
The detailed analysis of the advantages and drawbacks of aggregating modes can
be found in [36} [TO8]. It is shown in these papers that, in general, the most reliable
aggregation approach is the use of Yager’s [138] min-type operator D3. The mul-
tiplicative mode D, appears to be somewhat less reliable and, finally, the additive
(weighted sum D) method may be considered as unreliable and insensitive when
choosing an alternative in Pareto-region (see also Subsection 4.2.4). On the other
hand, as all known aggregation modes have their own advantages and drawbacks, it
seems impossible to choose the best one especially when dealing with complicated
hierarchical problem. Therefore, when dealing with a complex task characterized
by a great number of local criteria, it seems reasonable to use all relevant to the
considered problem types of aggregations. Since the different final results may be
obtained on the base of different aggregating modes, the problems arises: how to
aggregate such results? For this purpose, recently a new method for aggregation of
aggregating modes [36, based on the synthesis of type—2 and level-2 fuzzy sets



152 4 MCDM with Applications in Economics and Finance

was proposed (see also Subsection 4.2.4). On the other hand, if the results obtained
using different aggregation modes are similar, this fact may be considered as a good
confirmation of their optimality. In opposite case, an additional analysis of local
criteria and their ranking should be advised. Therefore, here we prefer to use the
different aggregating modes separately. The main reason is that in the stock screen-
ing we deal with a great number of them and our aim is to select only few stocks
meeting the most rigorous conditions, i.e., the stocks which can be estimated as the
“best” ones using all relevant aggregation modes. In our case, an “ideal” firm should
be characterized by the maximal values (equal to 1) of all local criteria. Therefore,
for such “ideal” firm, the values of general criteria obtained using the aggregation
modes Dy,D;,D3 should be equal to 1. Obviously, the performance of firms which
we can qualify as the “good” ones should be close to performance of “ideal” firm
(probably not existing). Hence, the values of the general criteria D,D,, D3 for the
“g00d” firms should be close to 1.

To calculate the general criteria of firm’s “health” based on the financial
rations, the values of local criteria ranks ¢, i=1 to 7, are needed. The are two ap-
proaches to estimate ¢; we shall compare: the first one is based on the expert’s
opinions and the so-called matrix of linguistic pair comparisons, the second one
uses the teaching procedure formulated as the multiple criteria optimization task.

4.4.3 Two-Criteria Performance of Firm Based on Stocks Prices
History

In addition to the general criteria of the firm’s “health” described in previous sub-
section, we introduce here the general criterion of firm’s performance based on its
stocks prices history during the year after the date when we have estimated the firm’s
“health” taking into account only financial rations.

It worth noting that such investment horizon (one year) is chosen only for the
simplicity. There are no any restrictions on the investment horizon in the framework
of the proposed approach. Moreover, the analysis could be carried out using the
firm’s history in the last 3-5 years. Theoretically, such approach based on more his-
torical data should provide more reliable results. On the other hand, we can see the
decreasing of the durations between great market crises (financial crisis of 1997-
1998, dot.com crisis of 2000, the great crisis of 2008 and the local crises of less
importance). Therefore, the choice of relatively short investment horizon (one year)
and analyzing the firm’s “heals” only in the last year seems as an acceptable com-
promise, especially taking into account that the aim of this section is to present only
a new approach to the stock screening. Thereupon, all the results of stock screening
we have obtained analyzing the subsector of biotechnology of US economy should
be treated only as an illustration.

As it is impossible to make only proper decisions in the stock market, the total
result of trading should range from maximal losses ML (if all the decisions are
worst ones) to the maximal possible returns MR that can be received if an investor
makes only the best decisions during a year. We have used the values ML and MR to
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build the local criteria characterizing our intentions to reduce the risk and maximize
incomes, respectively. To estimate ML and MR the month bars (high and low month
stock prices) were used with the assumption that investor makes a decision monthly.
For the simplicity, suppose that the starting investment is of $100 000 and each
month an investor should buy or sell using the actual fund he/she possesses as the
result of all previous financial transaction based on the initial investment of $100
000. As usually there may be restrictions on the short sells for some stocks, we
except here the possibility of short sells at all. The month bars for the ticker(firm)
BBY and illustration of the best and worst decisions are presented in Fig. [ £.27

Price 54
&2

&0
a8
a6
54
52
a0
48

45

44

42

1 2 3 4 ] B T g 9 10 11 Months

Fig. 4.27 Month bars of the ticker BBY (2004)

For this ticker, the interval of possible results of trading is [ML,MR] = [-65918,
291353]. Such intervals have been calculated for all considered stocks (subsector
of the biotechnology of US economy). The left bounds of these intervals represent
the financial risk as a consequence of poor decisions, whereas the right bounds are
maximal possible returns. Hence, they can be used for building the local criteria of
risk minimization Ug and profit maximization {p. For this purpose, we calculate the
values MLy, = max;{abs(ML;)} and MR, = max;{abs(MR;)}, i =1 to m, where m
is the number of tickers in the considered subsector. The corresponding local criteria
are presented in Fig.

The general criterion of firm’s performance Dp based on its stocks prices history
we have built as the aggregation of local criteria g and up. As in the previous
subsection, three types of aggregation have been considered for each ith stock:

Dipi = OrUr(ML;) + opuup(MR;), Dopi = Ur(ML;)*® - up(MR;)*",

D3p; = min (ug (ML;) %, up(MR;)%) . (4.47)
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Fig. 4.28 Local criteria of risk minimization ug and profit maximization up

Taking into account that risk minimization is usually a more important intent
than profit maximization and opinions of outside experts we have assumed or=0.65,
op=0.35 (o + op=1).

4.4.4 The Comparison of Stocks Ranking Methods

4.44.1 The Method Based on Expert’s Assessments of the Local Criteria
Ranks

The method for calculating the general criterion of firm’s performance based on its
stocks price history is described in the previous subsection, whereas for the esti-
mation of the general criterion of firm’s “health” based on the financial rations, the
values of local criteria ranks are needed. These ranks may be obtained with the use
of expert’s opinions about the local criteria relative importance. Experience shows
that quantitative ranking of the criteria is a more difficult task for a decision maker
than building membership functions. Though it is hard for decision makers to rank
the set of local criteria as a whole, they usually can confidently determine the pref-
erence, at least verbally, when comparing only a pair of criteria. Therefore, a proper
criteria ranking technique should use this pair comparison in the verbal form. Such
technique is based on the so-called matrix of linguistic pair comparisons which is
the basic mathematical tool of sound AHP method developed by Saaty [100]. As
this technique is described in details in the textbooks [101]], here we only illustrate
it briefly.

Let X,Y,Z be comparing local criteria. If X is rather more important than Y then
to this relation the number 3 is assigned and the value % is assigned to the opposite
statement “Y is rather more important than X”. If Y is definitely more important
than Z then to this relation the number 5 is assigned and the value % is assigned to
the opposite statement. Indeed, the number 7 is assigned to the linguistic assessment
“X is strongly more important than Z” and the value % is assigned to the opposite
statement.

Usually only 9 basic verbal estimates are in use. Linguistic scales used in such
estimations may have different sense, but a number of the scale levels (linguistic
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granules) cannot be more than 9 in any natural languages: this is an inherent feature
of human thinking [84]]. There were different methods for obtaining the ranks from
matrix of pair comparisons proposed in the literature. For our purposes, we prefer
to use the method presented in [32]]. The reasons behind this choice are based on the
recent literature review [36]. After analysis of the literature [96][124]] and
opinions of outside experts the matrix of pair comparisons of local criteria based on
the financial rations has been built (see Table 4. 16).

Table 4.16 Reciprocal matrix of pair comparisons of local criteria

EPS ChSO[EPS |DCS [MKT |EPS RQ2

TTM2TTM Q2Q CAP |Q2TTM |TTM
EPSTTM2TTM 1 9 | 12| 2 8 173 3
ChSO 1/9 T |7 [ 15| 12 8 | 1/4
EPSQ2Q 2 7 I 3 6 172 4
DCS 12 5 [ 13| 1 1 1/4 2
MKTCAP 1/8 2 |6 [ 14| 1 7 | 173
EPSQ2TTM 3 8 | 2 | 4 7 1 5
RQ2TTM 173 4 s [ 12| 3 1/5 1

Finally, using this matrix and the method proposed in (see also Subsection
4.2.4) the following ranks had been calculated: o;; = 1.081 ( EPSTTM2TTM), o, =
0.205 (ChSO), oz = 1.666 (EPSQ2Q), 04 = 0.67 (DCS), o5 = 0.243 (MKTCAP),
0 = 2.663 (EPSQ2TTM), o7 = 0.477 (RQ2TTM). The ranks were normalized as

follows:
'y
= o; = 1.
s

Using the obtained ranks and values of local criteria based on the financial ra-
tions and stocks price history, the values of generalized criteria D{,D,,D3 and
D1p,Dyp,D3p described in previous subsection were calculated for each of 162
considered firms (subsector of the biotechnology of US economy). The results are
presented in Fig. .20 Fig. 311

It is seen that rather there is no considerable correlation between D;, D;p, i=1 to 3.
We have confirmed this (null) hypothesis using standard statistical methods. For all
pairs D;,D;p, i=1 to 3, the Pearson product-moment correlation coefficient is equal
to 0 with significance level of o@ = 0.05. Since the Pearson’s approach concerns
with the linear relationship between variables, in addition the Spearman correlation
coefficient has been calculated. Its value is close to O too. Generally, this result is
not surprising as the firm’s market success is not wholly determined by its finan-
cial performance because of strong influence of “external” factors (public relations,
macroeconomic situation, rumors and so on).

Therefore, our “cautious” approach to the stocks selection is based on the as-
sumption that the “good” firms should demonstrate the closeness of their overall
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financial performance in the past year and success on the stock exchange in the fol-
lowing year. In such a way, it is possible to reject from consideration all “unsafe”
firms, i.e., such ones that their market success is based rather on the public rela-
tions, subjective opinions of market experts, rumors and other sometimes unreliable
information. Hence, taking into account that 0 < Dy,D,,D3,Dp,Dp,D3p < 1, the
“good” firms are those that gathered around the diagonal lines in Fig. .29 Fig. 311
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Fig. 4.29 “Good” firms (black points) selected using weighted sum type of aggregation and
pair comparison matrix for local criteria ranking

The channels in these figures are chosen (using the corresponding numerical al-
gorithm) in such a way that each of them contains only 20 “good” in above sense
firms (black points). Therefore, only 20 firms with minimal difference between their
generalized criteria based on the financial rations and stocks price history were se-
lected using all considered methods for local criteria aggregation. It is seen that the
widths of the channels of “good” firms are small enough to conclude that the se-
lected firms are really “good” ones in our case. Of course, we choose here the 20
“good” firms in the channel only to illustrate our method. In practice, the choice of
the number of “good” firms depends on the investment policy and many other ob-
jective and subjective factors. Obviously, the greater the values of D, Dp, the better
is the firm contained in the channel. On the other hand, we have three analyzing
channels and the most of firms can be placed only in one of channels shown in Fig.
E29 Fig. 4311 Therefore, to make the results of our analysis more reliable, we are
looking for the firms containing simultaneously at lest in two channels. The results
of analysis are presented in Table .17 It is worth noting that in our case there are
no firms placed simultaneously in three considered channels.
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Table 4.17 Best selected firms (using pair comparison matrix for local criteria ranking)

D1 and D2 D] and D3 D2 and D3
ICST MPAD DPAC
KLAS NVLS

CYMI

DPMI

FLEX

ACLS

ZRAN

It is seen that only 10 firms throughout considered subsector containing 162 firms
have been finally selected. Thus, the proposed method for stock selection seems to
be enough rigorous one. Of course, the wider channels can be used and as a con-
sequence, the more firms can survive the selection. In our case, the tickers MPAD,
DPAC, ACLS, ICST, ZRAN may be considered as the best ones since they are
characterized by the largest market success (detailed analysis is carried out in the
following subsection).

4.4.5 Stock Ranking with the Use of Multiple Criteria
Optimization

The main problem we are faced with when using approach presented in previous
subsection is the diversity of experts opinions about the values of ranks o;, i = 1
to 7. Taking into account their subjective origin, it seems reasonable to use the ap-
proaches based on fuzzy [82, |83] or interval presentation of pairwise comparison
matrix. As the result, the fuzzy or interval ranks can be obtained which reflect the
variety of opinions. Another approach we prefer to use is based on the looking
for such ranks o; which minimize the difference between the general criterion of
firm’s financial performance and the general criterion of their market success on the
considering group of firms. This approach allows us to assign the greater ranks to
those local criteria based on financial rations which better predict the firm’s mar-
ket success and reject unimportant (not influencing) local criteria. For the chosen
aggregating mode this difference is formulated as follows:

m
S,‘(OC],OCQ, ...,OC7) = Z (Dl-j(ocl,ocz, ...,OC7) —Dipj)z,i: 1.2.3, (4.48)
j=1

where m is the number of firms in analyzing subsector of economy. So we deal with
the following optimization problem:

(061,062,...,0{7)1'701” = argmin(Si(al,az, ...,OC7),i = 1.2.3, (449)
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1 7
5 Yai=1. (4.50)
i=1

The well known direct random search method [[126] has been modified to develop
the numerical algorithm for the solution of this optimization problem. The special
procedure has been used for random choosing the vector (o, 0n,...,07) in such
a way that the constraint (4.50) is fulfilled on each step of algorithm. Of course,
any other modern optimization method, e.g., genetic algorithm can be used as well.
Nevertheless, it is shown in [2]] that “when the optimizing function is nonlinear, non-
differentiable and non-smooth, direct search methods are the methods of choice”.
The results obtained using different aggregating modes are presented in Table 4.18.

Table 4.18 Optimized ranks ¢, i = 1 to 7, of the local criteria based on financial ratios
Financial ratio/aggregating mode D, D, D3

EPSTTM2TTM 0 0 0
ChSO 0,65 3,39 0

EPSQ2Q 0 0,83 4,25
DCS 0,91 0 0

MKTCAP 43 0,11 0,21
EPSQ2TTM 0 0,76 0

RQ2TTM 1,11 1,92 2,54

Sopt 2,56 0,02 0,14

It is seen that the use of weighted sum aggregation D; rejects the local cri-
teria based on financial ratios EPSTTM2TTM, EPSQ2Q and EPSQ2TTM as in-
significant ones; multiplicative aggregation D, eliminates the local criteria based
on EPSTTM2TTM and DCS; Yager’s type aggregation D3 excludes the local cri-
teria based on EPSTTM2TTM, ChSO, DCS and EPSQ2TTM. These results show
that the local criterion based on EPSTTM2TTM should be definitely excluded from
further analysis as it has been rejected with the use of all compared aggregating
modes. It is interesting that this criterion has been estimated as an important one
using the ranking based on the pair comparison matrix. The values of the difference
S(ou,00,...,0q) for the optimal (o, 00,...,0t7), i.e., Sopr, presented in the lower
row of Table 4.18, marginally show that the more reliable results of optimization
are those obtained with use of multiplicative D, aggregation. This was the reason to
reject additionally the local criterion based on DCS (zero ranks with the use of D,
and D3), but reserve the local criterion based on EPSQ2TTM.

Using the obtained optimal ranks of local criteria, the generalized criteria D1,
D»,D3 and D1p,D>p,D3p have been calculated for the firms of analyzing subsector.
To select the “good” firms, the approach based on building the channels containing
at least 20 “best” firms, described in previous subsection has been used. The results
are presented in Fig.[4.32}Fig. [4.34]
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Fig. 4.32 “Good” firms (black points) selected using weighted sum type of aggregation and
optimized ranks of local criteria

In is easy to see that obtained distributions of firms around the channels contain-
ing the “good” firms are substantially different from those presented in Fig.
Fig.[d31] especially for multiplicative and Yager’s aggregations. Moreover, the set
of the “best” firms (see Table d.19) we have selected as those contained simultane-
ously at lest in two channels is absolutely different from the set of the “best” firms
selected using the pair comparison matrix for local criteria ranking (Table F.17).
This difference can be explained as follows. When ranking the local criteria based
on financial ratios, an expert treats these criteria rather as those characterizing inter-
nal financial, production, innovation “health” of firm, not its market potential. Quite
different treatment of local criteria is implicitly used in the framework of proposed
method for stock ranking based on the multiple criteria optimization. Factually, op-
timized ranks of local criteria are the degrees to which the local criteria of firm’s
“health” can predict its success in the stock market. Another merit of this approach
is that there is no need for the subjective expert’s opinions in the ranking procedure.
It is important that most of the “best” firms selected using optimized ranks of local
criteria are in the channels of “good” firms obtained on the base of multiplicative
D, and Yager’s D3 aggregating modes which are more reliable and rigorous ones
than weighted sum aggregation D . So we can say that the results obtained with use
of optimized ranks are more reliable. In Table 4.20, the extremal benefits and losses
of the “best” firms selected using comparing approaches are presented in the form
of intervals [ML, MR] (see Subsection 4.4.3).
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Table 4.19 Best selected firms (using optimized ranks of local criteria)

D1 and D2 D] and D3 D2 and D3
KLIC SYXI QUIK
NANO
SODI
TQNT
PDFS

Table 4.20 Maximal possible benefits and losses of the “best” firms

Ranks based on pair comparison matrix Optimized ranks

Ticker| Range of possible returns | Ticker |Range of possible returns
MPAD [-55271, 661000] QUIK [-87039, 243618]
DPAC [-97683, 425429] NANO [-90414, 231828]
ACLS [-70286, 241600] SODI [-90494, 223448]
ICST [-62685, 131867] SYXI [-80004, 148601]
ZRAN [-65938, 115862] TQNT [-85774, 140632]

It is seen that using the approach based on the pair comparison matrix in ranking
procedure, the firms with substantially greatest possible returns can be selected.
Nevertheless, taking into account the above consideration, the “best” firms selected
using optimized ranks seem as a more caution choice.

Of course, the selection of only few firms from the whole subsector may be
treated by some investors as an unsatisfactory result. In such cases, in the frame-
work or the proposed method, the less rigorous approach to choosing the “good”
firms can be advised. On the other hand, it is well known that a “well diversified
portfolio” should consist of several “best” firms from different sectors of economy
[LO2]] and our caution (perhaps, conservative) approach allows us to select such
“best” firms in the analyzed sectors and subsectors.

Summarising, we can say that there exist two groups of parameters usually used
to choose the “good” stocks: financial indices characterizing the “health” of firm
and parameters directly reflecting its success or failure in the stock market. In this
section, we propose an approach enabling us to select the “good” stocks using ag-
gregated information about firm’s financial performance at the end of year and the
parameters characterizing the maximal possible returns that can be received if an
investor during the next year makes only correct decisions and losses if the deci-
sions are wrong ones. As the parameters of firm’s financial performance we use
the values of financial rations from database comprising the data of 162 firms from
subsector of the biotechnology of US economy. These ratios were used to build the
local criteria in the form of membership functions of fuzzy subsets.

Two different approaches to stock selection have been compared. The first of
them is based on the local criteria ranking with the use of the linguistic pair com-
parison matrix, the second one allows us to find the optimal ranks of local cri-
teria minimizing the difference between the general criterion of firm’s financial
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performance and the general criterion of their market success on the considered
group of firms. Three most popular aggregating modes- weighted sum, multiplica-
tive and min operator- were used for building the general criteria of firm’s financial
performance and market success. It is shown that a proper choice of method for the
local criteria aggregation plays a key role in the success of stock selection irrespec-
tive of used approach to the local criteria ranking.

The proposed method makes it possible to select a group of “good” stocks with
a great coincidence of their financial performance and market success and to reject
simultaneously the analysis of all “unsafe” firms, i.e., such ones that their market
success is based rather on the public relations, subjective expert’s opinions, rumors
and other, sometimes, unreliable information.

4.5 Multiple Criteria Fuzzy Evaluation and Optimization in
Budgeting

Capital budgeting is based on the analysis of some financial parameters of projects.
It is clear that estimation of investment efficiency, as well as any forecasting, is
rather an uncertain problem. In this section, the techniques for fuzzy evaluation of
financial parameters and estimation of risk of an investment are presented. Another
problem is that one usually should consider a set of local criteria based on financial
parameters of investments. As its possible solution, a numerical method for opti-
mization of future cash-flows based on the generalized project’s quality criterion is
proposed.

4.5.1 The Problem Formulation

Consider common non-fuzzy approaches to the solution of capital budgeting prob-
lem. There are is lot of financial parameters proposed in the literature [7, 14}
for budgeting. The main are: Net Present Value (NPV), Internal Rate of Return (IRR),
Payback Period (PB), Profitability Index (PI). These parameters are usually used for
the project quality evaluation, but in practice they have different importance. It is
earnestly shown in [[I1]] that the most important parameters are NPV and IRR.

Therefore, further consideration will be based only on the analysis of NPV and
IRR. The good review of other useful financial parameters can be found in [4]]. Net
Present Value is usually calculated as follows:

P& KV,

(1+d)f_,§;)(1+d)f’

T
NPV = (4.51)

1=ty

where d is the discount rate, #, is the first year of production, 7. is the last year of
investments, KV is the capital investment in the year ¢, P; is the income in the year
t, T is the duration of an investment project in years. Usually, the discount rate is
taken equal to the average bank interest rate in the country of investment or other
value corresponding to the profit rate of alternate capital investments.
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An economic nature of /RR can be explained as follows. Suppose that as an alter-
native to analyzed project, the deposit under some bank interest distributed in time
the same way as the analyzed investments is considered. All earned profits are also
deposited with the same interest rate. If the discount rate is equal to /RR, the invest-
ment in the project will provide the same total income as in a case of the deposit.
Thus, both alternatives are economically equivalent. If the actual bank discount rate
is less then /RR, the investment into the project is more preferable. Therefore /RR
is a threshold discount rate dividing effective and ineffective investment projects.

The value of IRR is the solution of the following nonlinear equation with respect
tod:

T te KV;
Z 1+d ; 1+d)y (4.52)

The estimation of /RR is frequently used as a first step of the financial analysis. Only
projects with /RR not below of some accepted threshold value, e.g., 15-20%, can
be chosen for further consideration.

There are two conjoint discussable points in the budgeting realm. The first one is
the multiple roots of Eq. (4.52), i.e., the so-called multiple /RR problem. The sec-
ond one is the negative NPV problem. The problem of multiple roots of Eq. (4.52)
rises when the negative cash flows take place. In practice, appearance of some neg-
ative cash flow after initial investment is usually treated as a local “force majeur” or
even a total project’s failure. That is why, on the stage of planning, investors try to
avoid situations when such negative cash flows are possible, except the cases when
they are dealing with long-term projects consist of some phases. Let us see to the
Fig. This is a typical two-phase project: after initial investment the project

Ky
dy

Fig. 4.35 Two stage investment project
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provides considerable profits and at the time 7; a part of accumulated earnings and,
perhaps, an additional banking credit are invested once again. Factually, an investor
buys new production equipment and housings (in fact creating a new enterprise)
and from his/her point of view a quite new project is started. It is easy to see that
investor’s creditors which are interested in repayment of a credit, always analyze the
phases T < 7; and T > 7; separately. It is worth noting that what we describe is only
the investment planning routine, not some theoretical considerations we can find
in financial books. On the other hand, a separate assessment of different project’s
phases reflects better the economic sense of capital investment. Indeed, if we con-
sider a two phase project as a whole, we often get the /RRs performed by two roots
of (4.52) so different that it is impossible to make any decision. For example, we can
obtain /RR| =4% and IRR, =120%. It is clear that average IRR= (4+120)/2=62%
seems as rather fantastic estimation, whereas when considering the two phases of
project separately we usually get quite acceptable values, e.g., for the first phase
IRR| =20% and for the second phase IRR; =25%. So we can say that the problem
of “multiple /RR values” exists only in some financial textbooks, not in the practice
of capital investment. Therefore, only the case when Eq. (4.52) has a single root will
be analyzed in the current section. Similarly, the problem of negative NPV seems
to be rather an artificial one. Obviously, any investment project with negative NPV
should be rejected at the planning stage. On the other hand, all possible undesirable
events leading to the financial losses or even to the failure of the projects should
be taken into account. In the framework of probabilistic approach, e.g., when using
the Monte-Carlo method, there may be local results of calculations with negative
NPV and the problem of their interpretation in terms of risk management or in other
contexts arises.

The different situation we meet when future cash flows are presented by fuzzy
numbers. It is clear that the full body of uncertainty is involved in such a descrip-
tion. So if the decision maker find some negative part in predicted cash flow he/she
consider such a case as a source of risk and try to improve the project to avoid this
risk. As the result, in the fuzzy budgeting the negative cash flows and especially
NPV, seem to be rather exotics ones. Nevertheless, the probabilistic approach to in-
terval and fuzzy numbers comparison we have described in Subsection 4.2.3, makes
it possible to deal with such situation as well, i.e., to compare NPV comprising neg-
ative part with some real or fuzzy number representing acceptable risk associated
with future NPV .

It should be noted that nowadays the traditional approach to the evaluation of
NPV, IRR and other financial parameters is subjected to the quite deserved criti-
cism, since the future incomes P, capital investments KV; and rates d are rather un-
certain parameters. Uncertainties which one meets in capital budgeting differ from
those in a case of share prices forecasting and cannot be adequately described in
terms of the probability theory. In the capital investment, one usually deals with a
business-plan that takes a long time — as a rule, some years — for its realization. In
such cases, the description of uncertainty within the framework of traditional prob-
ability methods usually is impossible due to the absence of objective information
about probabilities of future events. Thus, what really is available in such cases are
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some expert’s estimates. In real-world situations, investors or experts involved are
able to predict confidently only intervals of possible values of P;, KV; and d and
sometimes the most expected values inside these intervals. Therefore, during the
last two decades the growing interest in applications of interval arithmetic [88] and
fuzzy sets theory methods in budgeting was observing.

After pioneer works by T.L.Ward and J.U. Buckley [13], some other au-
thors contributed to the development of the fuzzy capital budgeting theory
28| 31113511541 55,1561 157, 1581 165L (711 931 [T13]).

It is safe to say that almost all problems of the fuzzy NPV estimation are solved
now, but an interesting and important problem of project risk assessment using fuzzy
NPV gains higher priority.

An unsolved problem is a fuzzy estimation of the /RR. Ward considered Eq.
(4.52) and stated that such an expression cannot be applied to the fuzzy case because
the left hand side of Eq. (4.52) is fuzzy, 0 is crisp and an equality is impossible.
Hence, the Eq. (4.52) is senseless from fuzzy viewpoint.

In [65]], a method for the fuzzy IRR estimation is proposed where the o-cut rep-
resentation of fuzzy numbers [60] is used.

The method is based on the assumption (see [63, p. 380]) that the set of equations
for IRR determination on each a-level may be presented (in our notation) as follows:

n (CFO() n CFO()

CEfN+ 2 gy O R R gy~ Y

where CF” = [(CF%)1,(CF%),], i = 0 to n, are crisp interval representations
of fuzzy cash flows on o-levels. Of course, from Eqgs. (4.53) all crisp intervals
IRR® = [IRR{ ,IRRY] expressing the fuzzy valued /RR may be obtained. Regret-
table, there is a little mistake in Eqgs. (4.53). Taking into account the conventional
interval arithmetic rules, the correct crisp interval representation of fuzzy Eq. (4.52)
on ¢t-cuts should be written as follows:

n (CF‘[(X ) 1 n CF (X

CF® =0
( 0)1+;(1+1RR‘;)! ’ Z 1+1RR°‘)

=0. (4.54)
There is no way to get regular (non inverted) intervals IRR* from Eq. (4.54), but
some real valued estimates of JRR may be obtained (see Subsection 3.3 below).
Another problem not presented in the literature is an optimization of cash flows.

4.5.2 Fuzzy NPV and Risk Evaluation

The technique is based on the fuzzy extension principle [143]. According to it, the
values of uncertain parameters P;, KV; and d are substituted for corresponding fuzzy
intervals. In practice, this means that an expert sets lower — Py (pessimistic value)
and upper — P4 (optimistic value) boundaries of the intervals and internal inter-
vals of the most expected values [P;», P;3] for analyzed parameters (see Fig. [1.36).
The function p(P,) is usually interpreted as a membership function, i.e., a degree
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Fig. 4.36 Fuzzy interval of the uncertain parameter P, and its membership function u(P;)

to which values of a parameter belong to the interval (in this case [Py, Pu4]). A
membership function changes continuously from 0 (area out of the interval) up to
maximum value 1 in the area of the most possible values.

The linear character of the function is not obligatory, but such a mode is most
frequently used and allows us to represent the fuzzy intervals in the convenient form
of quadruple P, = {P,1,P;,P3,P4}. Then all necessary calculations are carried out
using fuzzy arithmetic rules based on the a-cut representation of fuzzy numbers.
These rules have been presented in Chapter 3.

To illustrate, consider the sample investment project, in which the building phase
proceeds two years with investments KV and KV, accordingly. The profits are
expected only after the end of the building phase and will be obtained during two
years (P, and P3). It is suggested that the fuzzy interval for the discount d remains
stable during the time of project realization. The sample trapezoidal initial fuzzy
intervals are presented in Table 211

It was assumed that d = {0.08,0.13,0.22,0.35}. The resulting fuzzy NPV calcu-
lated using fuzzy extension of Eq. (4.51) is presented in Fig.[4.37

The obtained fuzzy interval allows us to estimate the boundaries of possible val-
ues of predicted NPV, the interval of the most expected values, and also — that is
very important — to evaluate a degree of financial risk of investment.
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Table 4.21 Parameters of the sample project

KVo {2,2.8,3.5,4} P {0,0,0,0}
KV, {0,0.88,1.50,2} P; {0,0,0,0}
KV, {0,0,0,0} P, {6.5,7.5,8.0,8.5}
KV3 {0,0,0,0} P; {5.5,6.5,7.0,7.5}

104
0.9 1
0.8 1
0.7 1
0.6
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0.4
0.3 1
0.2 1
0.1
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Fig. 4.37 Resulting fuzzy NPV

There may be different ways to define the measure of financial risk in the frame-
work of fuzzy sets based methodology. Therefore we consider here only the three,
in our opinion, most interesting and scientifically grounded approaches.

Let us consider the first approach.

To estimate the financial risk, the following inherent property of fuzzy sets has
been taken into account. Let A be some fuzzy subset of X, being described by the
membership function i (A). Then complementary fuzzy subset A has the member-
ship function ((A) = 1 — p(A). The principal difference between a fuzzy subset and
a usual precise one is that the intersection of fuzzy subset A and A is not empty, that
is ANA = B, where B is also not an empty fuzzy subset. It is clear that the closer A
to A, the more power of set B and more A differs from ordinary sets.

Using this circumstance Yager proposed the set of grades of nonfuzziness
of fuzzy subsets

- 1
Dy (A.A)=

n P
2|[,LA(X[)—HA(X,')|p‘ 7p:1727...7°°. (455)
i=1
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Hence, the grade of fuzziness may be defined as follows:
dd,(A,A) =1—D,(A,A). (4.56)

The definition (4.56) is in compliance with obvious requests to a grade of fuzzi-
ness. If A is a fuzzy subset on X, u(A) is its membership function and dd is a
corresponding grade of fuzziness, then following properties should be observed:

1. dd(A) =0, if A is a crisp subset.
2. dd(A) has a maximum value if u(A) =1/2forx € X.
3. dd(A) >dd(B)if u(x) < u(y) (x€ A,y €B).

It is proved that introduced measure is similar to the Shannon entropy measure
1371
In the most useful case (p = 1), expression (4.56) is transformed to

1 n
dd:1—22|2uA(x,-)—l|. (4.57)

i=1

It is clear (see Eq. (4.57)) that the grade of fuzziness is rising from 0 when
W(A) =1 (crisp subset) up to 1 when t(A) = 1/2 (maximum degree of fuzziness).

With respect to considering problem, the grade of nonfuzziness of a fuzzy in-
terval NPV can linguistically be interpreted as a risk of obtaining the crisp interval
[NPV},NPV,]. Really, the more precise, (more “rectangular”) is the obtained fuzzy
interval, the more is the degree of uncertainty and risk. At first glance, this assertion
seems to be paradoxical. However, any precise (crisp) interval contains no additional
information of the relative preference of values inside it. Therefore, it contains less
useful information than any fuzzy interval being constructed on its basis. In this
(fuzzy interval) case an additional information reducing uncertainty is derived from
the membership function of considered fuzzy interval.

The second approach to the risk evaluation is based on the a-cut representation
of fuzzy numbers and the measure of their fuzziness.

Let A be fuzzy value and A, be rectangular fuzzy number defined on the support
of A and represented by the characteristic function n4(x) = 1,x € A;na(x) = 0,x ¢
A. Obviously, such rectangular value is not a fuzzy value at all, but it is the asymp-
totic limit (object) we obtain when the fuzziness of A tends to zero. Hence, it seems
quite natural to define a measure of fuzziness of A as its distinction from A,. To do
this we define primarily the measure of non fuzziness as

1
MNF (4) = /((Am2 —Aa1)/(Ao2 — Ag1))der,
0

where Ay, and Ag; are the right and left bounds of the support of A, respectively,
Agp and Ay are the right and left bounds of crisp intervals on the corresponding
a-cuts. Of course, last expression makes sense only for the fuzzy or interval values,
i.e., only for the non zero width of support Agy — Ag;. It is easy to see that if A — A,
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then MNF (A) — 1. Obviously, the measure of fuzziness can be defined as MF (A) =
1 — MNF (A).

We can say that the rectangular value A, defined on the support of A is a more
uncertain object than A. Really, only what we know about A, is that all x € A belong
to A, with equal degrees, whereas the membership function (0 < p(x) < 1) char-
acterizing the fuzzy value A, provides more information to the description and as a
consequence, represents a more certain object. Therefore, we can treat the measure
of non fuzziness MNF as the uncertainty measure. Hence, if some decision is made
concerning fuzzy NPV, the uncertainty and, consequently, the risk of such decision
can be calculated as MNF (NPV).

Consider the third approach to the risk evaluation.

The authors of [90] proposed an approach that can be treated as a fuzzy analogue
of the sound VAR method [76]. According to this approach the risk associated with
the fuzzy NPV can presented as follows:

Risk = Prob(NPV < G),

where G is a fuzzy, interval or real valued effectiveness constrain [90]. In other
words, G is the low bound on acceptable values of NPV. It is clear that the focus of
this approach is the method for interval and fuzzy value comparison. In [90], such
method based on the geometrical reasoning has been proposed which leads to the
resulting formulas nearly the same as earlier were obtained in [142] with a help of
probabilistic approach to fuzzy numbers comparison.

In [109, [T11] (see also Chapter 3), the overview of existing methods for fuzzy
numbers comparison based on probabilistic approach is presented. It is shown in
that analyzed methods have a common drawback- the lack of separate
equality relations- leading to the absurd results in the asymptotic cases and some
others inconsistencies. The same can be said about of non- probabilistic method
proposed in [90]. To solve the problem, in [TT1] a new method based on
the probabilistic approach has been developed, which generates the complete set
of probabilistic interval and fuzzy numbers relations involving separated equality
and inequality relations, comparisons of real numbers with interval or fuzzy values.
This method has been presented above in Subsection 4.2.3.

Obviously, other approaches to the risk evaluation in the budgeting can be pro-
posed and can be relevant in the specific situations. It is clear that they should lead
to the different results of investment projects estimation or optimization tasks as
they reflect the different decision maker’s attitudes to the risk and its importance
in the considered problem . Therefore, we think that for methodical purposes it is
quite enough to consider only one of above approaches. So in further analysis the
first model of risk, based on the Exp.(4.57) will be used. It is important that all con-
sidered approaches based on an evaluation of fuzzy NPV inevitably generate two
criteria for the estimation of future profits: the fuzzy interval NPV and the degree of
its uncertainty (degree of risk).
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Therefore, the problem of evaluation of investment efficiency on a base of NPV
becomes two-criteria and requires the special approach and technique. Such tech-
nique has been presented above in Section 4.3.

4.5.3 The Set of Crisp IRR Estimations Based on Fuzzy Cash
Flows

In general, the problem of fuzzy IRR evaluation is based on the fuzzy solution of
the Eq. (4.52) with respect to d.

It is proved that the solution of equations with fuzzy parameters (in this case, F;,
KV; and d) is possible using the o-cuts representation of fuzzy parameters. For the
evaluation of fuzzy IRR, the system of non-linear crisp-interval equations can be
obtained:

«  [Pla A
2 Ty S iray -0 s

where [Pt]q, [KV;]o and [d]y are crisp intervals on corresponding a-cuts.

Of course, it can be claimed that assumption that the degenerated zero inter-
val [0,0] should be placed in the right hand side of Eq. (4.58) does not ensure the
obtaining of adequate outcomes since a non-degenerated interval expression is in
the left hand side of Eq. (4.58). Nevertheless, this situation needs a more thorough
consideration.

As a simplest example, consider a two-year project when all investments are
finished in the first year and all revenues are obtained in the second year. Then from
(4.58) on each o-cut we get the equation (index o is dropped for the simplicity):

(P11, P12]

O+ idnd] [KVo1,KVo2] = [0,0], (4.59)

where Py, Py, are the left and right bounds of interval income on the a-cut in the
second year, KVj;, KVy, are the left and right bounds of interval investment on
the a-cut in the first year, d;, do are the left and right bounds of interval /RR on
the a-cut.
The formal solution of Eq. (4.59) with respect to d; and d» is trivial:
Py Py

= — L 2= —_17
KV KV

dy

however it is senseless, as the right bound of the interval [d},d,] always appears to
be less than the left one.

This absurd, at first glance, result is easy to explain from common methodological
positions. Really, the rules of interval arithmetic are constructed in such a manner
that any arithmetical operation on intervals results in an interval as well. These rules
fully coincide with well known common viewpoint stating that any arithmetical
operation with uncertainties should increase the total uncertainty and the entropy
of a system. Therefore, placing the degenerated zero interval in the right hand side
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of (5.58) and (4.59) is equivalent to the request of reducing the uncertainty of the
left sides down to zero. This is possible only in the case of inverse character of the
interval [d},d5], and this in turn can be interpreted as a request to introduce negative
entropy into a system.

Thus, the presence of the degenerated zero interval in the right hand sides of in-
terval equations is incorrect. A more acceptable approach to solving this problem
has been constructed with a help of following reasons. When analyzing expressions
(4.59) it is easy to see that for any value d; the minimal width of the interval NPV
is reached when dp = d;. This is in accordance with a common viewpoint: the min-
imum uncertainty of an outcome (NPV)) is reached when uncertainty of all system
parameters is minimal. It is clear (see Fig. 4.38) that the most reasonable decision
of “zero” problem is a request for the middle of the interval NPV to be placed on
a zero point (request of symmetry of the interval in relation to zero). An obvious,
at first glance, intention to minimize the length of interval NPV results in the de-
riving positive or negative intervals with minimum widths, but not containing zero
point that does not correspond to the natural definition of zero containing interval.
Besides, it can be easily proved that only the request of symmetry of zero contain-
ing interval ensures an asymptotically valid outcome when contracting bounds of
all considered intervals to their centers. Thus, the problem is reduced to a search of
exact (non-interval) values d that will provide a symmetry of zero containing result-
ing intervals NPV on each o-cut in the equations (4.58), i.e., would guarantee the
fulfillment of (NPV| +NPV;) =0, for each a = 0,0.1,0.2..., 1.

DINPVE1.2 —— +4 4
DNPVE1.22 o L

D(NPV)=1.25 b———i 1 3

D(NPVF1.29 F——it The symmetrical interval:
D(NPV)=1.33 +——t-? 3253\2,;01'6.35 !
DINPVF1.4 +F——i
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Fig. 4.38 Interval NPV for different real valued discounts d for the case when the investments
in the first year is KV = [1,2], the income in the second year is P; = [2,3], D(NPV) is the
width of interval NPV
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Obviously, the problem is solved using numerical methods. To illustrate the pre-
vious theoretical considerations, compare two investment projects of 4 years dura-
tion. Fuzzy cash flows K; = P, — KV; are defined with a help of the four-reference
point form described above (see Table 4.22). It is worth noting that the data of the
first project are more certain.

Table 4.22 Results of /RR, calculation

Project 1 Project 2

Year Cash flow Year Cash flow

1 {-6.95,—-6,95,-7,05,—8.00} 1 {-6.00,—6.95,—7.50,—8.00}
{4.95,4.95,5.05,6.00} {4.00,4.95,5.50,6.00}

2
{3.95,3.95,4.05,5.00} 3 {3.00,3.95,4.50,5.00}
{1.95,1.95,2.05,3.00} 4 {1.00,1.95,2.50,3.00}
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0.2 L 0.347 0.2 / \ 0.319
0.0 — 0355 o0 0+4+—F—T—7TT450.314
-2 A1 0 1 2 3-2-10 1 2 3

The results of calculations for two investment projects with different fuzzy cash
flows are also presented in Table 4.22. It is seen that the values of /RR, obtained on
a-cuts can increase or decrease with growth of o.

As the result, the set of possible real values of /RR is obtained for each project.
Thus, the problem of the obtained results interpretation arises. To solve this problem,
it was proposed to reduce the sets of IRR, obtained on each ¢-cut to a small set of
parameters which can be easily interpreted.

The first elementary parameter — average value /RR, — is certainly convenient,
however it does not take into account that with growth of ¢, the reliability of an
outcome increases as well, i.e., IRR, obtained on higher o-cuts are more reliable
than those obtained on lower o-cuts according to the ¢-cut definition. On the other
hand, the width of the crisp interval [NPV|,NPV,], corresponding to the /RR, can
be considered as a measure of uncertainty for the obtained crisp value /RR, since
such width quantitatively characterizes the difference of the left side of Eq.(4.58)
from the degenerated zero interval [0,0]. This allows us to introduce two weighted
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estimations of /RR on the set of /IRR: least expected (least reliable) /RR i, and
most expected (most reliable) IRRmax:

n—1
S, IRR; (NPVy; —NPVy;)

IRRpin = =— : (4.60)
3 (NPVy; — NPVY;)
i
n—1
2 IRR; ¢t
IRR pax = % (4.61)
> 0
i=0

where 7 is the number of a-cuts.

In the decision making practice, all three proposed parameters /RRy,, IRRyin,
IRRmax can be used when choosing the best project. An interpretation of lengths of
[NPV,NPV,], as an indexes of uncertainty of /RR, allows us to propose a quan-
titative, expressed in monetary units assessment of financial risk of a project (the
degree of uncertainty of the values IRRy, IRR yin, IRRmax derived from uncertainty
of initial data):

n—1
>, (NPV,y —NPVy;)

R, = =0 , (4.62)
n

where i is a number of o/-cut.

Parameter R, can play a key role in the project efficiency estimation. The values
of introduced derivative parameters for the considered sample projects are presented
in Table 4.23.

Table 4.23 Derivative (based on /RR) parameters of sample projects

Project# IRRyin IRRmax IRRy Ry

1 0.34  0.327 0.335 1.56
2 0.322 0.329 0.325 3.52

It is seen that the projects have rather the close values of /IRRy,, IRR nin, IRR max-
At the same time, the risk R, for the second project is considerably higher than
the risk of the first one. Hence, the first project is the best one. In addition, some
other useful parameters have been proposed: /RR, — most reliable value of IRR
— derived from the minimum interval [NPV;,NPV,|,, among all [NPV,NPV,|,
and IRR;, — the least reliable value of IRR, — derived from the maximum in-
terval [NPV),NPV;];; among all [NPV|,NPV;]y. It is clear, that [NPV|,NPV;]m:
and [NPV|,NPV;];; are the risk estimations for the considering /RRm, and IRR.
It should be noted (see Table 4.23) that the difference between values of IRR,; for
the projects is rather small, but the difference in risk estimations is considerable.
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4.5.4 A Method for Numerical Solution of the Project
Optimization Problem

Here we propose an approach to the solution of optimization problem which is based
on the consideration of all initial fuzzy P, and KV, as the constraints on controlled
input data, as well as on assumption that d; is a random parameter describing exter-
nal, in relation to a considered project, uncertainty. The fact that some preferences
for the interval of possible values of d may be expressed by a certain membership
function p,(d) is also taken into account. Thus, while describing the discount factor
one deals with uncertainties of both random and fuzzy nature.

The problem is solved in two steps. At first, according to the fuzzy extension prin-
ciple all parameters P; , KV, and d; in Eq. (Z.43) are substituted for corresponding
fuzzy numbers. As a result the fuzzy NPV is obtained. On the next step, the ob-
tained fuzzy NPV is considered as a restriction on a profit when building the local
criterion for NPV maximization. For the mathematical description of local criteria,
the so-called desirability functions are used. In essence, they can be described as a
special interpretation of usual membership functions. Briefly, the desirability func-
tion rises from O (in area of unacceptable values of its argument) up to 1 (in area of
the most preferable values). Thus, a construction of desirability function for NPV is
rather obvious: the desirability function typy (NPV) can be considered only on the
interval of possible values restricted by the interval [NPV|,NPV4|. Hence, the more
value of the NPV, the more degree of desirability (see Fig. 4.39).

NPV NPV NPV, NPV,

Fig. 4.39 Connection between the restriction and the local criterion: 1 - initial fuzzy interval
of NPV (fuzzy restriction); 2 - desirability function uypy (NPV).

The initial fuzzy P; and KV; are also considered as desirability functions tp,, Up,,
.. MKV,> MKV,,-. .. describing constraints on controlled input variables. It is clear
that initial fuzzy numbers were already constructed in such a way that when they are
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interpreted as desirability functions, the more preferable values in the fuzzy intervals
of P, and KV; appear to be those more realizable (possible). Since these desirability
functions are connected with a possibility of realization of corresponding values of
the variables P, and KV, they implicitly describe the financial risk of the project.

As the result, the general criterion based on the set of all desirability functions
has been defined as follows:

D (P,,KVy,d;) = tiypy (NPV (P, KV;,d;)) A
(‘UP] /\‘upz/\.../\‘U[(V],‘UKVZ/\...)OQ7 (4.63)

where o4 and oy are the ranks characterizing the relative importance of local criteria
of profit maximization and risk minimization, A is the min operator,
unpy (NPV (P,,KV;,d;)) is the desirability function of NPV .

Many different forms of the general criterion are in use. As emphasized in [148§],
the choice of particular aggregating operator, usually called #-norm, is rather an
application dependent problem. However, the choice of min operator in Eq.(4.63) is
the most straightforward approach, when a compensation of small values of some
criteria by the great values of others is not permitted [36}, [106]].

The problem is reduced to the search for crisp values of PPy,PP,,...,KKV,
KKV,,...on corresponding fuzzy intervals P, P, ...,KV|,KV>, ..., maximizing the
general criterion (4.63).

The problem is complicated by the fact that the discount d is a random parameter,
distributed in a specific interval.

The solution was carried out as follows.

Firstly, from the interval of possible values, the fixed value of discount d; is se-
lected randomly. Further, with a help of the Nollaw-Furst random method the opti-
mum solution is obtained as the best compromise between uncertainty of basic data
and intention to maximize profit, i.e., the optimization problem reduces to maxi-
mization of the general criterion (4.63). Obtained optimal values PP¢ and KKV!
present the local optimum solution for the given discount d. Above procedure is
repeated with random discount values until the statistically representative sample of
optimum solutions for various d; is obtained. The final optimum values PP? , KKV,°
are calculated by weighting with degrees of possibility of d;, which are defined by
the initial fuzzy interval d with the membership function p,(d;):

HPPfd(df)Hd(di)

PPY = (4.64)

where m is the number of random discount values used for the solution of the prob-
lem. Similarly, all KKV, can be calculated.

It is also possible to take into account the values of the general criterion in opti-
mum points:
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PP? = é (PPtd(d,-) (Nfl (di) ADﬁz(d,-)))

7 (4.65)

m

S (1l ) ADP: ()
i=

where P, B, are the corresponding weights.

The similar expression can be constructed for KKV,". It is worth noting that the
expression (4.64) provides an ability to take into account, apart from reliability of
the values d;, the degree of compatibility (in other words, the degree of consensus)
for each of selected values of discount.

Obtained optimal PP? and KK may be used for the final project’s quality esti-
mation. The results of calculation for the first example from the previous subsection
(Table 4.22, project 1) are presented in Table 4.24.

Table 4.24 Results of optimization

Expression (4.64) Expression (4.65)
Years PP, KK? PP?, KK?

0 0.00,2.49 0.00, 2.50
1 0.00, 0.83 0.00, 0.79
2 8.05,0.00 8.04,0.00
3 7.12,0.00 7.09, 0.00

Finally, with substituting PP?, KK? and fuzzy interval d in the expression (4.51)
the optimal fuzzy value of NPV was obtained.

For considered example we get the following results:

NPV ={4.057293,6.110165,8.073906,9.454419} using (4.64)
and
NPV, = {4.065489,6.109793,8.064094,9.436519} using (4.65).

It is clear that there is no great deference between the results obtained using
expressions (4.64) and (4.65) in this case.

In Fig. 4.40, the fuzzy NPV obtained using PP? and KK? is compared with the
initial one, obtained with the use of initial fuzzy numbers P; and KV;, without op-
timization. It is obvious that in the optimal case the mean value of fuzzy interval
NPV is greater.

Using the optimal PP? and KK and the method described in Subsection 4.5.2,
the degree of project risk may be also evaluated. This risk can be considered as the
financial risk of a project as a whole.

For the needs of common accounting practice, it is possible to calculate the aver-
age weighted value of NPV using the following expression:

m
2 NPV;- Unpy;

NPV = =1 (4.66)

m )
UNPV;
1

=
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Fig. 4.40 Comparison of the initial and optimal fuzzy NPV: 1 - initial NPV ; 2 - optimal NPV

For the considered example NPV = 6.8931 and NPV, = 6.8942 were obtained.

4.6 Summary and Discussion

In this chapter, we have presented the generalized method for multiple criteria hier-
archical evaluation of investments in the fuzzy setting. The key issue is the analyzing
the familiar approaches to the aggregation of local criteria. The problems of ranked
local criteria aggregation are analyzed and some new theoretical results which can
be useful for proper choice of aggregation method are presented. It is proved that
the most popular weighted sum method is the most unreliable one and can pro-
vide wrong results. As all known aggregation modes have their own advantages and
drawbacks it seems impossible to choose the best one especially when dealing with
complicated hierarchical problems. Therefore, a new approach which makes it pos-
sible to generalize the aggregating modes into some “ideal” criterion is developed
using the mathematical tools of level-2 and type-2 fuzzy sets. It is shown that pro-
posed method allows us to build in natural way the branched hierarchical structures
of the investment project’s local criteria. The theoretical consideration is illustrated
using examples of investments. The main direction of future research will be gener-
alization of the proposed approach using conception of hyperfuzzy sets [42]] being
the useful particular case of type—2 fuzzy sets for representation of verbally formu-
lated local criteria and parameters of project’s quality.

Using the developed methodology, a new method for the stock ranking based on
the multiple criterion decision making and optimization has been proposed. Two
general criteria are used in the analysis. The first of them is based on the financial
indices and may be treated as the criterion of firm’s “health” or its financial perfor-
mance. The second one is the two-criteria performance of firm based on the stock
prices. It represents the firm’s market success. The method rests on the selection of
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the stocks with a great correlation of the firm’s financial performance and its market
success. The local criteria are built in the form of the membership function of cor-
responding fuzzy subsets. Two different strategies for the stock ranking and three
most popular methods for the local criteria aggregation are compared. As the exam-
ple, the values of financial rations and prices from the database comprising the data
of 162 firms from the subsector of the biotechnology of US economy were used.
It is shown that the proposed method makes it possible to select a small group of
“good” stocks characterized by a great coincidence of firm’s financial performance
and its market success. The method rejects from the consideration all the “unsafe”
firms, i.e., such ones that their market success is based rather on the public rela-
tions, rumors and other rather unreliable information. The method is addressed to
those who prefer to select for a portfolio only the firms which demonstrate the close-
ness of their overall financial performance in the past year and success in the stock
exchange in the following year.

Another application of the developed general approach to the solution of the
MCDM problems presented in this chapter are the problems of calculation of NPV
and /RR and investment project risk assessment in the fuzzy setting. It is shown
that the straightforward way of project risk assessment is to consider this risk as
a degree of fuzziness of the fuzzy NPV . Nevertheless, other methods for risk esti-
mation based on the probability approach to interval and fuzzy values comparison
can be relevant in the fuzzy budgeting as well. It is shown that the real values of
IRR may be obtained as the solutions of the fuzzy equation and a set of new useful
derivative parameters characterizing uncertainty of the problem may be obtained as
an additional result.

The problem of the multiobjective optimization of a project in the mixed fuzzy
and random environment is formulated in the form of compromise between local
criteria of profit maximization and risk minimization. The numerical method for the
solution of this problem is described and tested.
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Chapter 5
Interval and Fuzzy Arithmetic in Logistic

This chapter deals with the so-called distribution problem, which belong to the wide
class of the logistic problems.

It is known that distribution and transportation problems have similar mathe-
matical structures and are usually treated as particular cases of the general linear
programming problem.

There are many effective algorithms for the solution of transportation and dis-
tribution problems proposed in the scientific literature and in the textbooks. So we
can say that these problems in the case of real valued parameters are, generally,
solved. Nevertheless, in practice, we often meet different kinds of uncertainty when
the parameters of these optimization problems are presented by intervals or fuzzy
values.

The known approaches to the solution of fuzzy transportation and distribution
problems are usually based on some restrictions imposed on the form of member-
ship functions. These restrictions make it possible, using analytical procedures, to
transform the initial fuzzy problem to the set of usual linear programming problems
with real valued parameters. Nevertheless, in practice, membership functions rep-
resenting the parameters of the problem may have substantially complicated forms
and analytical procedures can not be used.

Therefore, in this chapter a new approach to the solution of fuzzy distribution
problem is developed. In the framework of this approach, all parameters and vari-
ables may be fuzzy values without any additional restrictions.

It is important that real-world distribution problems are usually multiple criteria
ones.

In this chapter, the results obtained as the solution of fuzzy single criterion dis-
tribution problem are used as the base for the formalization and solution of multiple
criteria fuzzy distribution problem.

L. Dymowa: Soft Computing in Economics and Finance, ISRL 6, pp. 187
springerlink.com (© Springer-Verlag Berlin Heidelberg 20
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5.1 Fuzzy Linear Programming Approach to the Distribution
Planning Problem

A new numerical approach to the solution of the fuzzy distribution problem based on
the direct fuzzy extension of the simplex method is developed. The fuzzy extension
is based on the fuzzy arithmetic rules and the method for fuzzy values compari-
son based on the probabilistic approach (see Chapters 3 and 4). In the framework
of proposed approach, all parameters and variables may be fuzzy values without
any additional restrictions. The o-cut representation of all fuzzy parameters and
variables is used and any additional assumption regarding their form is not needed.
The implementation of the method is made using the object-oriented programming
technique.

The advantages of the proposed approach are illustrated with the use of case
study, where the fuzzy solution of the fuzzy distribution problem is compared with
that obtained using the Monte-Carlo method.

5.1.1 The Methods for the Solution of Fuzzy Linear
Programming Problem

The transportation and distribution problems have similar mathematical structures
and are usually treated as particular cases of the general linear programming prob-
lem. The first efficient algorithm for the solution of the transportation problem was
proposed in 1979 by Isermann [28]. In 1987, Ringuest i Rinks [47] developed two
iterative algorithms for the solution of the linear multiple criteria transportation
problem.

There are many effective algorithms for the solution of transportation and dis-
tribution problems proposed in the scientific literature and in the textbooks. So
we can say that these problems in the case of real valued parameters are, gener-
ally, solved. Nevertheless, in practice, we often meet different kinds of uncertainty
when the parameters of these optimization problems are presented by intervals or
fuzzy values. Zimmermann first proposed the formulation of fuzzy linear program-
ming problem (FLPP) and its approximate solution in [60]. Steuer [51]], Tong [52]],
Chanas and Kuchta [12] proposed the solutions of the linear programming problem
with the interval target function. The generalization of these solution was presented
by Kuchta in [33]]. Similarly, in [16] the authors proposed the procedure for the solu-
tion of transportation problem with interval parameters of the objective function and
constraints.

Chanas [9] and Chanas and Kuchta [T} developed an approach to the so-
lution of FLPP. This approach has been generalized in [21, 22]. It is based on
some restrictions imposed on the form of membership functions. These restrictions
make it possible, using analytical procedures, to transform the initial fuzzy prob-
lem to the set of usual linear programming problems with real valued parameters.
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Nevertheless, in practice, membership functions representing the parameters of the
problem may have substantially complicated forms and analytical procedures can
not be used. In [36]], the fuzzy transportation problem has been reduced to the pair
of optimization tasks for the lower and upper bounds of the fuzzy target function
(fuzzy cost of transportation).

The literature analysis allows us to mark out two main approaches to the solution
of FLPP. In the most general form, this problem may be presented as follows:

n
max / minZ = 2 ¢ixj,
j=1

X =0,

where X = {%;} is the vector of fuzzy variables, C = {¢;}, B = {b;} and A = {a;;}
are the vectors and the matrix of fuzzy parameters characterizing the objective func-
tion and constraints.

In the framework of the first approach, the above problem is solved in the assump-
tion that X is the vector of real valued variables. Hence, the non-fuzzy solution of
the fuzzy problem is obtained. In [33] 148]], the set of real val-
ued solutions of the above problem obtained using different assumptions regarding
the form of fuzzy or interval parameters is presented. Similarly, in [2} the
set of approximate solutions of the fuzzy transportation problem has been obtained
assuming that the variables X = {x;;} are real values.

The second approach is free of the above assumption that variables X are real
values. Hence, the solution of FLPP should be obtained in the fuzzy form X).
Obviously, such approach seems to be more natural since all the model’s parameters
are fuzzy values. However, this approach leads to the more general formulation of
the problem and to additional mathematical problems that complicate the obtaining
of exact solutions. Therefore, only a few papers represent this approach.

In 140, [44]), the approximate fuzzy solutions X = {%;} of FLPP were
obtained in the assumption that the elements of matrix A and vector C are real val-
ues. Such an assumption makes it possible to obtain an approximate solution when
the elements of the vector B are trapezoidal fuzzy values [40]. In [[7], it is assumed
that the elements of X, B, C and A are fuzzy values, but instead of fuzzy objec-
tive function Z its non-fuzzy representation was used. Three additional real valued
parameters (local criteria) were used to represent Z. After such a simplification of
the initial problem, these local criteria were aggregated and finally the problem was
formulated as the multiple criteria optimization with fuzzy constraints. The similar
approach has been used in [37]], where the additional restriction was introduced: all
parameters and variables of FLPP are triangular fuzzy valuess. These fuzzy trian-
gular values were approximated by their nearest symmetric triangular fuzzy values,
with the assumption that all decision variables are symmetrical triangles.
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Summarizing we can say that now there are no such general approaches that
make it possible to obtain the solution of FLPP, fuzzy transportation or fuzzy dis-
tribution problems without additional restrictions on the form of fuzzy parameters
and variables. Obviously, such restrictions substantially limit the ability of known
methods to solve practically important problems when additional restrictions disturb
the initial structure of the problem.

Therefore, in the current section we propose a new numerical approach to the
solution of fuzzy distribution problem (¥ DP) based on the direct fuzzy extension of
the simplex method. This extension is based on the fuzzy arithmetic rules and the
method for fuzzy values comparison.

The o-cut representation of all fuzzy parameters and variables is used and any
additional assumption regarding their form is not needed. The implementation of
this extension is made using object-oriented programming technique.

5.1.2 The Direct Fuzzy Extension of the Simplex Method

In the framework of the proposed approach to the fuzzy extension of the simplex
method, all the steps of the developed algorithm are similar to those of the stan-
dard simplex method with only one difference: the usual arithmetical operations
and operation of comparison are replaced by the corresponding operations on the
fuzzy values. Therefore, we call this approach “the direct fuzzy extension of the
simplex method”. Obviously, the choice of appropriate operations on fuzzy values,
especially the operation of fuzzy values comparison, plays a pivotal role in the de-
velopment of the proposed method.

Here we shall use the methos of applied interval analysis as the basis of fuzzy
arithmetic presented in Section 3.

When dealing with the distribution problem, we not only minimize the trans-
portation costs, but in addition we maximize the distributor’s profits.

Suppose the distributor deals with M wholesalers and N consumers (see Fig.5.1).
Let a;, i=1 to M, be the maximal quantities of goods that can be proposed by whole-
salers and b;, j=1to N, be the maximal good requirements of consumers. The fuzzy
profit Z;; obtained as the result of delivering of a good unit from ith wholesaler to
Jth consumer can be calculated as Z;; = ¢; — ¢; — f; j» where ¢; is the price of sell-
ing, ¢; is the price of buying, 7;; is the total fuzzy transportation cost of delivering
of a good unit from ith wholesaler to jth consumer. In accordance with the signed
contracts, distributor must buy at least p; good units at price of ¢; monetary units
for unit of good from each ith wholesaler and to sell at least ¢; good units at price
of ¢; monetary units for unit of good to each jth consumer. These constraints p;, g
limit only the lower bounds for the possible optimal quantities of goods which can
be bought and sold. Therefore, they can be negotiated and hereinafter we shall treat
them as the fuzzy constraints denoted as p;, §;. Therefore, the problem is to find
such optimal good quantities £;; (i=1,...,M;j=1,...,N) delivered from ith wholesaler
to jth consumer which maximize the distributor’s total fuzzy profit D under fuzzy
constraints:
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wholesaler 1 consumer 1

wholesaler 2 consumer 2
DISTRIBUTOR

wholesaler Iv / \‘ consumer N

Fig. 5.1 The distributor’s activity
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In the above model, only the parameters a; and b; are real valued as they represent
the maximal quantities of goods proposed by wholesalers and the maximal good
requirements of consumers that in common practice usually can not be negotiated.

To transform the model (5.1)-(5.3) into its canonical form, we substitute the two-
index representation of this model for the single-index one.

To illustrate this routine procedure, let us consider the case of N=M=2. Then
introducing )?1 = )?11, )?2 = )?12, )23 = )?21, )24 = )222 and 21 = 211, 22 = 212, 23 = 221,
Z4 = Zpp we rewrite (5.1) as follows:

f
D= %% — max, (5.4)

where in our case f = M - N=4.

Introducing the variable g; (i=1 to 2N 4 2M) such that g; = ay, g2 = a2, g3 = by,
g4 ="bs,85=p1, 86 = P2, §7=41, 83 = Qo,
from (5.2) and (5.3) we get £ +£2 < g1, 3 +84 < g2, &1 + 83 < g3. 50+ 84 < g4,
Xi+x > 85, 83 +8 > 86 X1 +43 > 87, B+ 84 > 8.

The simplex algorithm requires the linear programming problem to be in aug-
mented form, so that the inequalities are replaced by equalities [15]. Therefore, the
next step is the presentation of the above inequalities in the canonic form. Intro-
ducing the so-called slack variables §;, i=1 to r (r = 2M + 2N), we transform these
inequalities to the set of equalities in the canonical form:
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fH+o+8i =g, B+ +H =00 +B+85H=g3,0+H+8 =g, (5.5

R+ —85=8 B +8 -8 =28 ti+H -8 =870+l —-5s=§ (506
Expressions (5.4)-(5.6) with the constraints £; > 0 (i=1 to N - M), §; > 0 (i=1 to
2M + 2N) represent the canonical form of F' LPP for the considered example.

Of course, the presented routine procedure of the transformation of the initial fuzzy
distribution problem to the canonical form can be easily generalized, but correspond-
ing general mathematical expressions are too cumbersome to be relevant in this book.
Indeed, this transformation (in its non-fuzzy form) is presented in the textbooks. All
the following steps of the developed approach are similar to those of standard simplex
method with only one difference: usual arithmetical operations and the operation of
comparison are replaced by the corresponding operations on fuzzy values.

To implement this approach, the methods of object -oriented programming have
been used. To do that, the special class “Fuzzy value” was built using the language
C++ . This class contains the overloaded operators representing the operations on
fuzzy values. Since all the fuzzy parameters and variables are presented by objects
of this class, the algebraic structure of “fuzzy extended simplex method” formally
inherits the algorithm of the usual simplex method.

Let us consider an illustrative example.

We first solve the simplest distribution problem with N=2, M=2 and real valued
parameters: z11=3, z12=5, 221=0, z20=4, a;=20, a»=30, b|=25, b,=25, p1=20, p>=25,
¢q1=20, g,=25.

Its solution (in the two-index form) is x11=0, x12,=20, x,1=25, x»>=5 and for the
total optimal profit we have obtained D=270.

The second step is the fuzzy extension of the above example such that all fuzzy
parameters are centered around the corresponding real valued parameters of this dis-
tribution problem. To perform the fuzzy extension, we have used trapezoidal fuzzy
values so that the fuzzy parameters were presented by real values and quadruples as
follows:

a1=20, a=30, b1=25, bp=25, 21,=[2,2.5,3.5,4], £1,=[4,4.5,5.5,6],

21 =[5,5.5,6.5,6], 22,=[3,3.5,4.5,5], p1 =[19,19.5,20.5,21], p> =[24,24.5,25.5,26],
G1=[19,19.5,20.5,21], §,=[24,24.5,25.5,26].

Using the developed algorithm for the direct fuzzy extension of the simplex method,
the following results (in the two-index form) were obtained:

%11=[0,0,0,0], £12 =[10,14,26,30], £2; =[12,17,28,33], £2 =[2,3.5,6.5,8],
D=[220,240,300,320].

It is easy to see that these results are centered around those obtained using real
valued version of the considered distribution problem. This may be treated as an
evidence in favor of the method’s correctness. On the other hand, we can see that
the relative widths of the results £y, £12, £21, £2 are greater than those of the initial
fuzzy parameters. This phenomenon is well known in interval analysis as the “ac-
cess width effect” and will be analyzed in the following subsection on the base of
comparison of the fuzzy solution with that obtained using Monte-Carlo method.
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5.1.3 Numerical Studies

To perform the proposed method, we compare the results of FDP solution with
those obtained from (5.1)-(5.3) when all the uncertain parameters are considered as
normally distributed random values.

The standard Monte-Carlo procedure was used, i.e., for each set of randomly
chosen real valued parameters the real valued solution of problem (5.1)-(5.3) was
obtained. Finally, repeating this procedure the results were presented in the form of
probability density functions of optimal x;; and D.

To make the results obtained using the fuzzy and probability approaches compa-
rable, the special simple method for the transformation of probability density distri-
butions into fuzzy values without drastic loss of useful information was used. This
method makes it possible to achieve the comparability of uncertain initial data in
the fuzzy and the random cases.

For the sake of simplicity, we have used the simplest normally distributed prob-
ability density functions, exhaustively represented be their averages m and standard
deviations ¢. This method consist of two steps.

At the first step, using initial probability density function f(x), the cumulative

X

distribution function F (x) is obtained as follows: F (x) = [ f(x)dx.

At the second step, the function F (x) is used to obtain a trapezoidal fuzzy num-
ber. We ask the decision-makers (experts) for the four values F (x;), i=1,...,4, which
define the mapping of F(x) on X in such a way that they provide the bottom and
upper o-cuts of the trapezoidal fuzzy number.

Let us consider the example presented in Fig.5.2. Since the probability that x lies
in the interval [a,b] is equal to F (b) — F(a), the intervals [95, 105] and [78, 120]
(in the considered example) correspond to the 30% and 90% confidence intervals.
Obviously, we place these intervals in such a way that they are centered around the
center of the cumulative distribution F (x).

Therefore, the resulting trapezoidal fuzzy number p is presented by the quadruple
as follows u=[78,95,105,120].

Is easy to see that accuracy of the proposed transformation depends only on the
expert’s subjective opinion about suitability and correctness of chosen upper and
button confidence intervals. Of course, this subjectivity is the source of additional
uncertainty. Nevertheless, taking into account that the transformation of a probabil-
ity density function into a fuzzy value leads inevitable to the loss of some infor-
mation, we can expect that the choice of 30% and 90% confidence intervals will
provide at least the satisfactory results of transformation.

Let us consider the example of the distribution problem (5.1)-(5.3) with N=3,
M=3. To compare the results of fuzzy programming with those obtained when using
the Monte-Carlo method, all the uncertain parameters were previously represented
by normally distributed probability density functions. As the parameters a; and b;
represent the maximal quantities of goods proposed by wholesalers and the maximal
good requirements of consumers and in common practice usually can not be nego-
tiated, they were presented by the real constant values a;=460, a,=460, a3=610,
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Fig. 5.2 The transformation of cumulative function into a fuzzy value

b1=410, bp=510, b3=610. The other parameters were represented by normally dis-
tributed probability density functions with the following averages:

=440, p2=440, p3=590, C[1=390, QQ=490, C[3=590, 211=300, Z12 =480, 213=490,
=400, 22»=580, z23=290, z3;=300, z3,=380, z33 =600.

p
2

D=

For simplicity, all the standard deviations ¢ were equal to 10. Using described
above method for the transformation of probability distribution function into a fuzzy
value, the following trapezoidal fuzzy parameters of the problem (5.1)-(5.3) have
been obtained:

P1=[417,435,444,459], po=[417,435,444,459], p3=[567,585,594,609],
G1=[367,385,394,409], §,=[467,485,494,509], 43 =[567,585,594,609],

11=[277,295,304,319], 21,=[457,475,484,499], 21,=[467,485,494,509],
21=[377,395,304,319], 222=[561,579,588,603], 2,3=[272,290,299,314],
31=[377,395,304,319], £3,=[561,579,588,603], 233=[272,290,299,314].

z
z
z

Some results we have obtained using the fuzzy optimization method and the Monte-
Carlo method (usual linear programming with real valued, but random parameters)
are presented in Fig.5.3-Fig.5.6. All the probability density functions in Fig.5.3-
Fig.5.5 were obtained using Monte-Carlo method with 1 000 000 random steps. It
is easy to see that the Monte-Carlo method sometimes provides two-extreme result-
ing probability density functions. Obviously, it is difficult to interpret these results,
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Fig. 5.3 The probability density function f -(1) and the fuzzy value u -(2) for optimal xy;.
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Fig. 5.4 The probability density function f -(1) and the fuzzy value u -(2) for optimal x7.
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Fig. 5.5 The probability density function f -(1) and the fuzzy value u -(2) for optimal x33.

whereas when using the fuzzy optimization we have no such a problem since the
results are always presented by trapezoidal fuzzy values. It is worth noting that to
obtain the smooth resulting probability density function of the benefit D, too much
of random steps (about 1 000 000) are needed (see Fig.5.6). Therefore, it seems



196 5 Interval and Fuzzy Arithmetic in Logistic

; £(0). u(d)

0

53840 732,04 78046 82565 619,83 D

Fig. 5.6 The probability density function f and the fuzzy number u for optimized benefit D:
1 - Monte-Carlo method with 10 000 random steps, 2 - Monte-Carlo method with 1 000 000
random steps, 3 - fuzzy solution.

rather senseless to use the Monte-Carlo method for the solution of the distribution
problem in practice.

It is seen that the resulting fuzzy values are wider than the corresponding prob-
ability density functions. Partially, this is the consequence of the “access width ef-
fect”, but on the other hand, using the fuzzy optimization we implicitly take into
account the events which in the framework of Monte-Carlo method are treated as
those with extremely low probability.

The observed “access width effect” is not so drastic and it does not prevent the
use of the developed direct fuzzy extension of the simplex method for the solution
of the fuzzy distribution problem.

5.2 Multiple Criteria Fuzzy Distribution Planning Problem

In the previous section, we have treated the distribution problem as a single criterion
task. Only the total fuzzy benefit was maximized under fuzzy constraints. Neverthe-
less some of these constraints may be naturally treated as local criteria. This is in
compliance with the general approach to the solution of fuzzy optimization prob-
lems proposed by Bellman and Zadeh [3]].

In this section, the results obtained in the previous one are used to formulate the
local criterion of the total benefit maximization and the fuzzy constraints are treated
as the local criteria of the particular risks minimization. The general criterion is
formulated as an aggregation of aggregation modes using level-2 fuzzy sets. These
modes are the different types of aggregations of local criteria characterizing the total
benefit and risks of breach of contracts. The developed method is illustrated with the
use of numerical example.

The mathematical model of the fuzzy multi-objective transportation problem
(FMOTP) [21,22), 38]] generally can be presented as follows:
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mlnF ZZC-~X,~/,

i=1j=

subject to
n

m .
Y Xij =a;,i=1tom, Y, Xij ij, j=1to n, Xij 2> 0, i=1tom, j=1ton,
=1 i=1

where F*(x) = {F!(x),F?(x),...,FX(x)} is a fuzzy vector of k objective functions,
the superscript on both F¥(x) and fuzzy penalties C are used to identify the num-
ber of objective functions (k = 1 to K), m and n are the numbers of fuzzy sources
and destinations, respectively. In [21]] and [38]], the fuzzy approaches that make it
possible to get the compromise solution of FMOT P were developed and studied.
Some shortcomings of using fuzzy set theory in solving such MOT P were noted.
In , it is shown that the use of fuzzy programming for solving MOT P changes
the standard form of the well known transportation problem. In addition, Lushu and
Lai proved that the use of min-operator does not guarantee an efficient solution.
The other researches in this realm are presented in [4] 3, 6] 11, [34].
It should be emphasized here that in all cases the authors considered only the linear
form of FMOTP.

In the current section, we propose a new approach to the formulation of multiple
criteria fuzzy distribution problem based on the treating of fuzzy constraints as the
local criteria of risks minimization. To aggregate these local criteria with the crite-
rion of the total profit maximization, different aggregation modes are used. Finally,
these modes are aggregated using the level 2 fuzzy sets. Therefore, the proposed
general approach to the solution of multiple criteria fuzzy distribution problem is
realized in two stages. At the first of them, the direct numerical method for solving
the single-criterion fuzzy distribution problem is used. Using obtained results, the
local criteria needed in the second stage are formulated. As the result we get the
fuzzy multiple criteria nonlinear distribution problem which is solved using numer-
ical methods.

5.2.1 The Problem Formulation

Let us consider the parameters p;, §;, in the fuzzy constraints (5.3). They represent
the lower fuzzy bounds for the possible optimal quantities of goods which can be
bought and sold. Hence, they can be negotiated and the choice of the real values
pi € Pi, qi € §i, has the strong influence on the total benefit.

Therefore, the fuzzy values p;, §; may be treated as local criteria.

For example, let us consider p; (the fuzzy bounds for quantities of goods which
can be bought from the wholesaler ). Generally, it can be presented by a trapezoidal
fuzzy number (see Fig.5.7). The interval [p;, pi] can be treated as the fuzzy interval
of acceptable values of p; with the membership function y;(p;). On the other hand,
in the interval [p;1, pi2], the lowering of u;(p;) with the decreasing of p; may be
naturally interpreted as follows: the risk that the contracts signed with the customers
will be unfilled is rising with the decreasing of p;. Similarly, the lowering of ;(p;)
with the increasing of p; in the interval [p;3, pia] leads to the rising of the overbuying
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4 1titpy)
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Fig. 5.7 The trapezoidal fuzzy constraint p;.

risk (the risk that the part of the bought goods could not be sold to the customers) .
In the interval [py, p;3] we have no above risks and therefore p;(p;) =1. Obviously,
in a such interpretation, the function y;(p;) represents the risk ranging from 0 to 1
and calculated as 1-y;(p;).

Using the similar reasoning, it can be shown that the membership function of ¢,
i.e., u;(g;) represents the corresponding risk ranging from O to 1 and calculated as
1-p1(g;)-

Hence, the distribution problem can be treated as the multiple criteria optimiza-
tion task including the local criteria of total benefit maximization and particular risks
minimization. It is seen that the local criteria of particular risks minimization can
be formulated directly using the fuzzy values p;, §;, but an explicit mathematical
formulation of the total benefit maximization criterion needs an additional analysis.
To formulate this criterion we can use the solution obtained in the previous stage
in Section 5.1 in the framework of the direct fuzzy extension of simplex method
in application to the fuzzy distribution problem. Since this approach is free of any
additional restriction on the form of fuzzy parameters and variables and is based on
the total benefit maximization under fuzzy constraints, the obtained optimal fuzzy
benefit D can be treated as the fuzzy interval of achievable real valued benefits.
Therefore, we can use the support of D to formulate the local criterion A (D) per-
forming the distributor’s intention to maximize the total benefit as it is shown in
Fig.5.8. Of course, this criterion doesn’t reflect the “possibility” to gain the ben-
efit that implicitly performs the fuzzy benefit D obtained taking into account the
constraints defined by the fuzzy parameters p;, §;, since in the multiple criteria dis-
tribution problem we use these parameters to formulate the local criteria of risk
minimization. It is seen that to calculate the value of A (D), the real valued D are
needed.

It is worthy to note that in practice, all the bought and sold good quantities p;
, ¢; and optimal good quantities x;; delivered from ith wholesaler to jth customer
in the signed contracts should be presented in the form of real values. Hence, some
simplifications of the initial fuzzy problem can be justified. Therefore, we propose
to use in (5.1) instead of fuzzy Z;; their real valued representations z;;. For example,
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Fig. 5.8 The local criterion of total benefit maximization A (D).

in the case of symmetrical trapezoidal fuzzy Z;; (as in our examples in Section 5.1),
the geometric centers of such trapezes will be used. Such a simplification allows us
to obtain from (5.1)-(5.3) for the real valued p; € p;, ¢; € Gi, i=1 to N, j=1to M,
the real valued profit D({p;},{q;}) needed for the calculation of 2 (D({pi},{q,}))
on the consequent steps of the developed algorithm for the solution of multiple
criteria distribution problem. Since the minimization of local risks is equivalent to
the maximization of ;(p;), 1t;(¢;), the solution of the multiple criteria distribution
problem should be the optimal {p;}op € {Pi}.{qj}opr € {G;} maximizing some
general criterion that aggregates all the considered local criteria A (D({p;},{q;})),
Ui(pi), 1j(q;) taking into account their weights.

Under such conditions, the optimal good quantities x;; delivered from ith whole-
saler to jth customer are finally obtained from (5.1)-(5.3) as the solution of this
problem for the real valued z;; and optimal {p;}.p € {pi}, {q;}opr € {G;}, i=1 to
N, j=1to M.

5.2.2 The Solution of Multiple Criteria Fuzzy Distribution
Problem Using the Aggregation of Aggregation Modes

To formulate the general criterion, we propose here to aggregate the criteria of local
risks into the aggregated criterion of risk minimization and aggregate it with the
local criterion of profit maximization. There are many approaches to the aggregation
of local criteria proposed in the literature and the choice of an appropriate one is an
application dependent problem [61]]. Nevertheless, the weighted sum, Yager’s [33]]
and multiplicative aggregation modes can be marked out as the most popular [17].
In our case, they are presented as follows:
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Fi({pit.{q;}) = a-A(D{pi}{q;}) + (1 —a) (u(p1) + p2(p2) + ...
ot (py) + 1(q1) + 2(q2) + -+ pv(gn)) /(2% (N +M)),
B({pi},{q;}) =min(A*(D({pi},{q,})), min(t (p1), t2(p2),
oo g (pag) s i (1), M2(q2) - v (g ) =),
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o

ot (py) - i (q1) - M2 (q2) - v (gn)) ' %,

where 0 < o < 1 is the weight of local criterion of the benefit maximization. The
weights of local criteria of risks minimization were assumed to be equal ones since
there are no reasons for other propositions. Therefore, their aggregation have the
common weight 1-¢. The solutions of the multiple criteria optimization problems
based on the above general criteria can be presented in the following generalized
form:

({pits gD kop = arg(max(Fr({pi},{q;}))),k=1,2,3.

The results of theoretical analysis and practical experience make it possible to
state that the most reliable aggregation mode is the Yager’s type aggregation (F,),
the multiplicative mode (F3) appears to be somewhat less reliable and, finally, the
weighted sum (F7) may be considered as unreliable and insensitive when choosing
an alternative in Pareto-region [17](see also Chapter 4).

On the other hand, it is known that Yager’s type aggregation sometimes does
not comply with intuitive concepts of the decision maker about optimality [18]].
Therefore, when dealing with a complex problem characterized by a great number
of local criteria, it seems reasonable to use all relevant types of aggregation. If the
results obtained using different aggregation methods are similar then we can say
that that they are rather optimal ones. In the opposite case an additional analysis of
local criteria and their weights should be carried out.

The natural consequence of the described problems is a rising interest in the
methods for the aggregation of aggregation modes [49]. The different approaches
to the aggregation of aggregation operators were proposed in
[62]]. These approaches are based on the use of weighted sum, min operator,
multiplicative aggregation modes and their combinations for the aggregation of ag-
gregation modes. The common restriction of these approaches is that they do not
allow us to aggregate all possible aggregation operators.

Therefore, here we shall use a simple, but intuitively obvious and mathematically
strong approach proposed in [50]] which is free of this restriction. This method
for the aggregation of aggregation modes is based on the level-2 fuzzy sets [26),
.

As proposed by Zadeh in [59], the level-2 fuzzy sets is such a fuzzy set, of which
membership grades assigned to the elements of the universal set are ordinary fuzzy
sets. The approach proposed in [50] was developed for the solution of the deci-
sion making problems. Therefore, here it is adapted to the use for the solution of the
multiple criteria optimization problems.

The solution of our problem can be obtained only using numerical methods.
Hence, when realizing such method we shall deal with the discrete finite set of
alternative vy = ({pi},{q;})r. k=1 to L, where L is the number of steps of an
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algorithm which is searching for the optimal alternative Vi, = ({pi}.{¢;})ropr
in the domain p; € p;, g; € §j, i=1to N, j=1to M.

Therefore, let us suppose we have K different aggregation modes F;, I=1 to K,
and L alternatives vy = ({pi},{¢;} ), k=1 to L. Let the membership function u(F;),
/=1 to K, represents expert’s opinion about the closeness of considering aggregation
operator F; to some perfect type of aggregation, which can be treated as the “best”
one or “ideal” method for aggregation. The values of such membership function may
be treated as weights of aggregation modes. Then such “ideal” method Fj;,,; can be
represented by its membership function and by the set of compared aggregation
modes F; in the form of following fuzzy set:

Eﬁm—{“gw}7b—uOK. (5.7)

/

In turn, each F; can be represented formally by the set of compared alternatives
Vi = ({pi},{¢;} ). k=1 to L, on which it is factually defined and for which the
values of F(Vvy) are calculated. It is clear that the value of F;(v;) may be treated as a
degree to which the alternative v, satisfies the aggregated criterion F; or as an extent
to which the alternative v; belongs to a set of alternatives satisfying F; . Then

E:{ﬂ%ﬁ}lemL (5.8)

Substituting (5.8) into (5.7) we obtain the Fj;,., in the form of level-2 fuzzy set and
using the operations on such fuzzy sets proposed in [59] we have finally:

Fideal = {“"—’(W‘)} k=1toL, (5.9)
Vi
Midear (Vi) = mlax(u(F,) -Fi(vip))- (5.10)

It is clear that the best alternative can found as v, = arg m]?x Wideal (Vi)-

The well known direct random search method [33]] has been adopted to develop
the numerical algorithm for the solution of the above optimization problem. Of
course, any other modern optimization method, e.g., genetic algorithm can be used
as well. Nevertheless in [1]], it is shown that “when the optimizing function is non-
linear, non-differentiable and non-smooth, direct search methods are the methods of
choice”.

The algorithm of direct random search method has been realized as follows.

On the kth step of the random searching, the alternative v = ({p;}, {q,})x has been
randomly chosen in the domain p; € p;, ¢; € §,. For the chosen ({p;},{q,})x and
the real valued representations of Z;; from (5.1)-(5.3) the benefit D and the good
quantities {x;;}; are obtained. This makes it possible to calculate the value of the
local criterion A (Dy) and the values of aggregation modes F;(v;), /=1 to K. In our
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case, the weighted sum (F}), Yager’s aggregation (F,) and multiplicative mode (F3)
have been used.

Finally, from (5.10) the value of Ujj.q(vy) is calculated . If Wigear(Vic) > Wideat (Vi—1)s
we treat the kth step of random search method as the successful one. Repeating the
random steps, we gradually converge to the maximal (optimal) Ujgeqr (Vopr )-

Let us consider a numerical example.

We shall use the same example as in Section 5.1 using instead of fuzzy Z;; their
real valued representations z;;. In the considered case of symmetrical trapezoidal
fuzzy Z;; the geometric centers of such trapezes were used.

In Table 5.1, the solution of multiple criteria fuzzy distribution problem obtained
using the aggregation of aggregating modes is presented in comparison with those
obtained with the use of weighted sum (F;) , Yager’s (F>) and multiplicative (F3) ag-
gregation modes in the described above procedure of direct random search method.
According to the recommendation justified in [[17], the following weights of aggre-
gation modes were used: u(F;) = 0.05, u(F,) = 0.7, u(F3) = 0.25. It is seen that
the solution obtained using the aggregation of the aggregation modes can be treated
as the compromise one since it lies in the range of solutions we get with the use of
considered aggregation modes solely.

Table 5.1 The comparison of the obtained solutions of multiple criteria fuzzy distribution
problem

HUideal (Vopt) Fy (V()pl) 1) (V()pl) F (Vopf)
Dopr 853062 859701 853706 854259
X11 421 467 421 411
X12 52 44 50 54
X13 8 0 4 0
X21 0 0 0 0
X272 516 516 518 516
X23 0 0 0 0
X31 0 0 0 4
X372 0 0 0 0
X33 662 663 666 665
P1 476 511 476 465
P2 518 516 518 505
P3 666 663 666 669
q1 421 467 421 415
q2 568 569 568 560
q3 670 663 670 665

5.3 Summary and Discussion

A two stage approach to the solution of multiple criteria fuzzy distribution prob-
lem is developed. At the first stage, the direct numerical method for the solution
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of single-criterion fuzzy distribution problem is used. The method is based on the
a-cut representation of fuzzy numbers and probability estimation of the fact that
given fuzzy value is greater/equal than another one. The proposed approach makes
it possible to accomplish the direct fuzzy extension of usual simplex method with-
out restrictions on the form of fuzzy variables. The results of case studies with the
use of fuzzy optimization method and Monte-Carlo method (usual linear program-
ming with real valued, but random parameters) show that the fuzzy approach have
considerable advantages in comparison with Monte-Carlo method, especially from
the computational point of view.

At the next stage the results obtained at the first one, are used to formulate the
local criterion of the total benefit maximization and the fuzzy constraints are treated
as the local criteria of the particular risks minimization. The general criterion is
formulated as an aggregation of aggregation modes using level-2 fuzzy sets. These
modes are the different types of aggregations of local criteria characterizing the
total benefit and risks of breach of contracts. With the use of numerical example it
is shown that the solution obtained using the aggregation of the aggregation modes
can be treated as the compromise one since it lies in the range of solutions we get
with the use of considered aggregation modes solely.
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Chapter 6

The Synthesis of Fuzzy Logic and DST in Stock
Trading Decision Support Systems

Modern computerized stock trading systems (mechanical trading systems) are based
on the simulation of the decision making process and generate advice for traders
to buy or sell stocks or other financial tools taking into account the price history,
technical analysis indicators, accepted rules of trading and so on. There are many
approaches to building stock trading systems proposed in the literature. The appli-
cations of the methods of soft computing in this field of researches are analysed in
Chapter 2. It is noted that the source of many failures when building really prof-
itable stock trading systems is the ignoring of human factor. It was recognized in
[32], after obtaining a negative result that “The trading system loses money and gets
a negative Sharpe Ratio. We believe that if expert’s experience is available, it will
generate more promising results”.

We can say that the last statement is the pivotal idea on which the methods pre-
sented in this chapter are based. We believe that the wisdom accumulated by gen-
erations of traders in the form of well-known trading rules of technical analysis are
an adequate base on which it is possible to build optimal fuzzy expert systems for
stock trading. Our starting point was the paper [9]], where the authors presented an
expert system based on the fuzzy logic representation of technical analysis trading
rules which are usually used by traders for decision making. Since technical analysis
provides indicators used by experts to predict stock price movements, the method
proposed in [9] maps these indicators into new inputs that can be used in a fuzzy
logic system. This chapter generalizes our experience in building stock trading sys-
tems. Some results we have obtained are partially presented in [10} 30].

Here we present and compare three different expert systems for stock trading
based on the synthesis of fuzzy logic and technical analysis. The first one is the
special adaptation of classical Mamdani’s approach. Another method is based on
the so-called “logic-motivated fuzzy logic operators” [29]. The third system that
will be presented is based on the synthesis of fuzzy logic and the Dempster-Shafer
theory.

L. Dymowa: Soft Computing in Economics and Finance, ISRL 6, pp. 207
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6.1 Stock Trading Systems Based on Conventional Fuzzy Logic

In this section, two different expert systems for stock trading based on the synthesis
of fuzzy logic and technical analysis are presented and compared. The first one is,
in essence, a special adaptation of classical Mamdani’s approach. Another method
is based on the recognition of the fact that Mamdani’s approach was developed for
fuzzy logic controllers, not for solving decision making problems. Therefore, the
so-called “logic-motivated fuzzy logic operators” based on the other mathemati-
cal representation of #-norm and Yager’s implication rule were used in the expert
system. The efficiency of such expert systems is naturally measured by comparing
system outputs versus stock price movement. The preliminary results obtained using
the real data from extremely different markets (NYSE and Warsaw Stock Exchange)
allow us to say that optimized expert system based on the “logic-motivated fuzzy
logic operators” framework provides substantially greater benefits and is more reli-
able than the expert system based on the Mamdani’s approach. Moreover, the devel-
oped optimal investment strategy makes it possible to get a profit even in conditions
of trading in the direction opposite to the downtrend of stock prices.

6.1.1 Modern Approaches to Building Stock Trading Systems

During the last two decades, powerful mathematical methods have been employed
to find a way to predict stock prices accurately, but they have produced less than suc-
cessful results in practice [13]. In [19], it was shown that numerous studies address-
ing stock price prediction have generally employed time series analysis techniques

and multiple regression models. Recently, artificial intelligence techniques such
as artificial neural networks (ANNs) and genetic algorithms (GAs) have been applied
in this area. However, the above-mentioned concern still exists [2}, 20}, 22]].

In [18], ANNs had some limitations when learning the patterns since stock price
data have tremendous noise and complex dimensionality. In [19], it is pointed out
that numerous factors such as macro-economical and political events may have a
major influence on stock prices. As noted in [39]], “in recent times interest has turned
to the use of neural networks for this task, but had less than successful results”.
Therefore, the growing interest among researchers in the application of rough sets
theory [24] for trading rules extraction can be observed [39].

In [12], neuro-fuzzy (NF) systems were compared with rough sets (RS) based
methods applied in medicine and finance. It was shown that the decisions generated
by NF systems are not transparent. In RS based methods, the knowledge discovered
during the process of classifier generation is represented in a transparent form and
so provides a better understanding of the problem under consideration and a better
explanation of the circumstances behind decisions. RS methods “...ensure relatively
high accuracy using smallest numbers of rules. It is related to their design philoso-
phy to take into account only key relationships between attributes and decisions that
are specific for the objects from the whole universe” [12].
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As it was pointed out in [36]], “One of the most important problems on rule in-
duction methods is that they cannot extract rules, which plausibly represent expert’s
decision processes. On one hand, rule induction methods induce probabilistic rules,
the description length of which is too short, compared with the expert’s rules. On
the other hand, construction of Bayesian networks generates too lengthy rules”.

Thus, the rough sets theory is not a universal remedy for the real-world problems
of stock trading. It was recognized in [32], after obtaining a negative result that
“The trading system loses money and gets a negative Sharpe Ratio. We believe that
if expert’s experience is available, it will generate more promising results”.

We can say that the last statement was the pivotal idea on which the approaches
presented in this chapter are based. We believe that the wisdom accumulated by gen-
erations of traders in the form of well-known trading rules of technical analysis are
an adequate base on which it is possible to build optimal fuzzy expert systems for
stock trading. Our starting point was the paper [9], where the authors presented an
expert system based on the fuzzy logic representation of technical analysis trading
rules which are usually used by traders for decision making. Since technical analysis
provides indicators used by experts to predict stock price movements, the method
proposed in [9] maps these indicators into new inputs that can be used in the fuzzy
logic system. Past sequences (history) of stock prices are used to calculate these in-
dicators. This method relies on fuzzy logic to generate a decision when certain price
movements or certain price formations occur. The main idea is to use technical indi-
cators and fuzzy logic to create a new fuzzy indicator that recommends the buying
or selling of a stock. This method avoids over-reliance on quantitative data. It con-
sists of a few inputs (e.g., rate of change (ROC), stochastic and support-resistance
indicators), one output variable (e.g., level of confidence to take a certain action),
and a few fuzzy rules expressing the relationships between financial indicators.

To build the stock trading expert system, the authors of [9] directly used the clas-
sical Mamdani’s multi-input-single-output [21]] general form of fuzzy rules. How-
ever, it should be noted that the applied Mamdani’s approach was developed for the
use in automatic control systems, not for solving decision making problems. As a
consequence, it often produces somewhat artificial non-transparent systems of fuzzy
rules when dealing with the application of human reasoning. In [29], a new system
of the so-called “logic-motivated fuzzy logic operators” (LMF L) is proposed to ac-
commodate better the specificity of human reasoning in decision making processes.
This system is based on the modified mathematical representation of #-norm and
Yager’s implication rule [37]]. In our opinion, a proper choice of the basic concept
of a fuzzy logic system plays a pivotal role in the building of stock trading sys-
tems. In [30], we demonstrated that LMF L approach can be split into two different
frameworks for expert systems building, which are called in this chapter Yager,
and Yager ., respectively. Using data from the Warsaw Stock Exchange we have
shown that Yager,,, method yields significantly better results than Yager,,,, and
Mamdani’s approaches. It allows us (after optimization during a teaching period) to
make high profits even in the risky case of trading long positions against a dominat-
ing downtrend, whereas in [9] only some reduction in the total loss is indicated in
such cases.
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6.1.2 Technical Analysis Indicators and Their Fuzzy
Representation

To present the merits of our optimization-based approach more transparently, we
have used nearly the same set of technical analysis indicators as in [9]. However,
it should be noted that we have used only triangular membership functions in the
fuzzy logic systems as there is no need to consider more complicated membership
functions in the technical analysis setting.

Firstly, the historical data R(7) representing the closing prices of a stock at con-
sequent moments T were used to obtain a set of technical indicators (inputs). As in
[9], we shall use the notation T = nT, where T is the employed time period (e.g.,
T=30 min, T=1 hour, T=1 day ...), n is the number of consequent time periods. The
closing price and the following five well known technical indicators (see [1]]) were
used in the analysis:

e Rate of change momentum indicator ROC(nT) = R(nT) — R((n—r)T), where r
is the depth of analysis (n > r). It is worth noting here that » plays an important
role in further analysis as it is one of the model’s parameters which is optimized.

e Stochastic indicators

%K(nT)—( R (nT) — Runin (nT) ).1007

Rumax (nT) — Ryyin (nT)
where Ry (nT )=min(R(nT),R((n— 1)T),....R((n—r)T)),
Ryax(nT)=max(R(nT),R((n—1)T),....R((n—r)T)).

n
%D(nT) =y K-y >3,
(n=3)
e Support level SL=Avg(nT) — 20 (nT),
e Resistance level RL=Avg(nT ) +20(nT),

'i (R(nT)fAvg(nT))2 i R(nT)
where o (nT) = ""”f, Avg(nT) = =% - is the so-called moving
average, g is the number of days for averaging.
In line with the conventional technical analysis practice [[1]], we assume g=20.
The next step is to transform the initial technical indicators into the modified set

of seven indicators which can be directly used in the fuzzy logic system [9]:

R(nT)—R((n—r)T)

Y =Yroc = —FG=s0m)

Y2 = Y] ((I’l — Z)T) —Yl (l’lT) = YRgc((}’l — 2)T) —YRgc(}’lT),n > 27
Y3 = %D (nT),Ys = %K (nT) —Y3(nT),Ys = Avg(nT ) 4+ 20 — R(nT),

Yo = R(nT) — (Avg(nT) —20),Y7 = R(nT) — Avg(nT).
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These indicators represent the signals that a trader can take into account in the
decision making process. Nevertheless, the trader’s attitude to the values of these
indicators is usually expressed in linguistic (fuzzy) form, for example: If Y is large,
in other words, if the ROC indicator is large, then the price is likely to rise. If Yg is
large, in other words, if the price is close to the resistance level, then the price is
likely to fall.

Fuzzy logic provides a method for quantifying such fuzzy concepts. This is
achieved using a membership function, which is a mapping from the domain of
the input value to a real value ranging from O to 1. This mapping represents the
degree of membership to a class defined by the user for a given application. For the
technical analysis application, four classes were selected [9]- small, medium, big
and large - to represent the four levels of quantification for each input value range.
Numerous methods for representing membership functions are proposed in the lit-
erature. In [9], Gaussian type membership functions were used. In this chapter we
shall use only triangular membership functions in fuzzy logic systems since there
is no need to introduce more complicated membership functions in the technical
analysis setting. Thus, all the results presented in this chapter were obtained using
triangular membership functions shown in Fig. 6.1. As all these membership func-
tions were presented as triangles of the same width of supports (see Fig. 6.1), only
the minimal /nf(Y;) and maximal Sup(Y;) values of used indicators ¥; —Y7 need to
be defined. Of course, they can be treated as the adaptive parameters of a system,
which should be found when teaching (optimizing) the system using teaching time
series. However, for the sake of simplicity, we have used the minimal /nf (Yj) and
maximal Sup(Y;) values of Y; on the considered teaching time series. In our case,
such an approach seems to be sufficiently justified. Moreover, as we shall compare
several different stock trading simulating systems, such an approach allows us to
compare and contrast them on the equal footing since the values of Inf(Y;) and
Sup(Y;) do not depend on the simulating systems used.

small  medium  big large

Ity Sup(T;)

Fig. 6.1 Triangular membership functions: Inf(Y;),Sup(Y;) are minimal and maximal values
of the input Y} in the considered time series
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A more general representation of the triangular membership functions in our
case is:

0, Y <aj

Yi—aj,

b,-/‘,.—a/l , ajpy<Y;j<bj
K= ‘;./'\*_YJ/' b Y; -

by O <L Cy

0, Yi>cjy

where j is the number of the fuzzy variable, v is the number of used classes or
linguistic terms (small,medium, big,large).

Of course, this approach offers many opportunities to tune the fuzzy logic system
via an appropriate (optimal) selection of the values of the parameters a,, b}y, ¢jy,
but this is one of many directions for future elaboration of our expert systems and is
outside the scope of this book.

The next step is the formulation of the fuzzy rules that will govern trading. This
collection of fuzzy rules approximately represents the human thinking in the deci-
sion making process. These rules, in the case of multi-input-single-output systems
(MISO0) [21]], can be presented as follows:

IFY;isAy,..,AND/ORY,, is A, THEN C is Ay, 6.1)

where (IF Y| is Ay,..., AND/OR Y, is A,,) are preconditions (antecedents) and Ay,
are postconditions, Y7 and Y;, are input variables, C is the output variable, A; is the
class defined on Y, A, is the class defined on Y,,,, and Ay, is a class defined on C.

The antecedent (rule’s premise) describes to what degree a rule is applied, while
the conclusion (rule’s consequent) assigns a membership function to the output
variable.

As mentioned in Subsection 6.1.1, there are problems associated with represent-
ing the decision making process using conventional fuzzy logic. It is for this reason
that in both [9]] and this chapter we consider an approach to the formulation of con-
sequents of fuzzy rules as only an approximation of the decision making process. As
in [9], four fuzzy classes - low, medium, big,large - to which an output variable can
be assigned are used (see Fig. 6.1). As in [9]], we assume Inf(Y)=0, Sup(Y)=100,
though usually such sets of linguistic terms are represented by the interval [0,1].
The rule system proposed in [9] is built in such a way that a low value of C, i.e.,
“C is low” represents an excellent opportunity to sell and a high value of C, i.e.,
“C is big” is considered as a signal to buy. We have used the rule system proposed
in [9].

The combined rules for the classes low, medium, big,large have been formulated
as follows:

IF {(Y, isbig)and (Y, is big)} or {(Y; is large) and (Y5 is large) } 6.2)
or (Y7 islarge) THEN C is large, ’
IF (Y, islarge) or (Yg is large) or (Y3 is large) or (Ys is low) THEN

C is big, ©6.3)
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IF (Y4 is big) or{(Y7 is medium) or (Y4 is big) JTHEN C is medium,  (6.4)

IF {(Y islow)and (Y, is medium)} or {(Y¢ is low) and (Y7 is low) }

THEN C is low. ©6.5)

Of course, this set of rules (6.2)-(6.5) is not a complete and exhaustive one. It may
be modified and extended to incorporate other trading strategies. Moreover, the rule
“IF (Y3 is large) THEN C is large” is rather controversial, since according to the
technical analysis theory [1]] a large value of Y3 (%D) means overbuying, i.e., it is
a signal to sell. Indeed, using the technical analysis theory and fuzzy logic we can
build more accurate, but somewhat more complicated rules, e.g., “IF (Y3 is large)
and (Y3(nT) is smaller than Y3((n—2)T)) and (Y4 is substantially smaller than Q)
THEN C is low”.

However, we do not intend to criticize here the set of rules proposed in [9], since
a robust trading system should work well even if a few of its rules are not correct.
It is clear that the intension to build a complete or exhaustive set of rules seems to
be a senseless endeavor since, in practice, there may be thousands of rules proposed
by different traders. Thus, any rule based trading strategy will omit some probably
good opportunities to generate buying or selling signals that would be generated by
another set of rules. Obviously, in such cases, the system generates nothing and this
can be naturally treated as the generation of the “hold” signal.

Indeed, the aim of our work is to develop an adequate methodological framework
for building mechanical trading systems (MT'S), not to create them. Therefore, we
avoid such typical trading attributes as Stop Loss Orders, Take Profit Orders and so
on in our analysis.

6.1.3 Stock Trading System Based on the Mamdani’s Approach

Here we present an adaptation of Mamdani’s approach to the specificity of decision
making in the stock trading to build the optimized trading system.

Let p;y denotes the fuzzy membership grade of input Y to a class v. For example,
“Y, is big” denotes the membership of the fuzzy input 2 to the class big. Its value is
computed using the membership grade »3. Then the value of the antecedent of rule
(6.5) which is denoted in [9] as @y may be calculated as follows:

ap = max{min (a2, t11), min(le1, U71)},

where the “and” and “or” operators are replaced by min and max operators, respec-
tively. Similarly all other antecedents are calculated:

ay = max{ 1, min(s3, U72)},

ay = max{ L4, Ues, U34, Us1 },

a3 = max{min (3, 413), min(to4, 134), U74 } -



214 6 The Synthesis of Fuzzy Logic and DST in Stock Trading Decision Support Systems

Mamdani’s fuzzy implication method is used to combine the rules and calculate the
outputs: for class low

Uc—o(®) =ap A le—o(e), (6.6)
for class medium

tc—1(e) = ai A pe—1(e), (6.7)
for class big

Uc—2(®) =ax A le_2(e), (6.8)
for class large

tc-3(®) = a3 A te—3(e), (6.9)

where pe—qo(e), te—1(®), te—o(e) and u,_3(e) are membership functions corre-
sponding to the classes “low”, “medium”, “big” and “large” of output variable C,
respectively and symbol A denotes the so-called clipping operation that pro-
duces an output membership function c_;(e) clipped off at a height equal to a;.

Finally, the Mamdani’s process produces

1e(C) = pe—o(C) V te—1(C) V e —2(C) V pe—3(C) = (6.10)
(aO A .uc‘—O(C)) \ (al A He—1 (C)) \ (612 A .uc—Z(C)) v (03 A ‘u“_?’(c))’ .

where V is the max operator. Since the resulting C is a fuzzy value, its real value
representation C, is needed. To get the real value estimation C,, the standard center
of area (COA) defuzzification method [21]] was used. Obviously, when C, for ana-
lyzed session is close to 100 (high end), the stock is a strong buy. On the other hand,
when C; is close to 0 (low end), the stock is a strong sell.

It is shown in [9] that a proper choice of some critical values Cpax and Cpin such
that fuzzy logic system generates advice for buying when C, > Cax and for selling
when C, < Cpi, makes it possible to create an effective investment strategy. Of
course, the presented trading system will be optimized using the teaching procedure
on the base of real historical data (the history of stock prices) and the results will be
shown in Subsection 6.1.5.

6.1.4 Expert System Based on Logic-Motivated Fuzzy Logic
Operators

As mentioned above, the Mamdani’s approach to fuzzy modeling was developed for
the use in automatic control, not for solving decision making problems.

However, trading is a process of decision making. The simplest fuzzy rule in a
trading system can be presented as follows:

ifx=A theny=B,

where A and B belong to one of the classes defined above, x is the value of an
indicator used in the technical analysis. For example, let B = large. As assumed
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above, in this case the trader decides to buy. In other words, the term /arge in our
trading rule is equivalent to the buy decision, whereas A may be naturally treated
as an argument in favor of such a decision. It is easy to see that factually we are
dealing with an implication A — B. The complete set of formal conditions that a
fuzzy implication should satisfy was formulated by Fodor [11]. Mamdani’s type
implication does not satisfy these conditions. Moreover, in his foreword to the recent
book [27], L. Zadeh wrote “A source of confusion is that Mamdani and Assilian
used this interpretation in their seminal 1974 paper, but referred to it as implication,
which it is not, rather than as a joint constraint”. Therefore, the so-called logical-
type implication modes satisfying all or at least most of conditions defined in [11]]
seems to be more suitable for the solution of decision making problems.

Another problem is the choice of an appropriate type of aggregation for the par-
ticular antecedents to the resulting one. As this problem is very similar to the mul-
tiple criteria decision making problem, we think that as it was pointed out in [52],
the aggregation is a context dependent problem. From this point of view, the classi-
cal Mamdani’s non-compensative min operator can not correctly reflect the trader’s
reasoning as he/she usually “compensates in mind” a small value of one techni-
cal indicator by large values of others. Different Logical-type implication modes
were proposed by Lukasiewicz, Fodor, Zadeh, Yager, Willmott, Dubois and Prade.
In addition, a lot of methods were developed for aggregation: usual #-norms and ¢-
conorms [26]], parameterized triangular norms, soft fuzzy norms (see for more
detail). It seems unrealistic to test all possible combinations of implication and ag-
gregation modes. Therefore, in line with “context dependence” strategy, we have
selected an approach based on the so-called “logic-motivated fuzzy logic operators”
[29]. Although this approach is based on the well known interpretation of and and
or operators and Yager’s implication rule, we have chosen it because the method
for inferring the final mathematical expressions (for implication and aggregation as
well) within the framework of this approach is similar to the trader’s reasoning. It
is important that in our case, the implication A — B has a natural interpretation as
the “sum” of arguments (represented by A) in favor of action B (buying or sell-
ing). As a consequence, the value of membership function representing implication
ta—p(x,y) =1(ua(x),up(y)) should be treated as the degree of certainty in state-
ments such as “if x = A then Buy/Sell”. Similar reasoning is used in the approach
based on the “logic-motivated fuzzy logic operators” [29].

Let us consider the implication operation f_.(a,b). According to [29], the pur-
pose of an implication operation is, given our degrees of certainty a = d(A) and
b =d(B) in statements A and B, to estimate our degree of certainty d(A — B) in the
composite statement “A implies B”. From the viewpoint of the logic-motivated idea
[29]], the fact that our degree of certainty in statement A is equal to d(A) means that
we have d(A) arguments in favor of A. Similarly, the fact that our degree of certainty
in statement B is equal to d(b) means that we have d(b) arguments in favor of B. If
we have an argument in favor of the implication “A implies B”, then by combining
each argument in favor of A with an argument in favor of the implication we obtain
a transformation of each argument in favor of A into an argument in favor of B. In
mathematical terms, we thus have a function mapping the set S(A) of arguments in
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favor of A into the set S(B) of arguments in favor of B. Thus, the number of argu-
ments in favor of A — B coincides with the number of functions from the set S(A)
to the set S(B). The number of such functions is known to be equal to d(B)4*).
Hence, logic motivates the use of f_,(a,b) = b* as an implication operation. This
operation was first introduced by R.Yager and is called Yager’s implication. An al-
ternative justification for the use of Yager’s implication comes from the requirement
that several natural properties of classical implication, such as

(A-B)&(A—C)=(A— (B&C))and (A— (B—C)) = (A&B) —C

hold for the fuzzy implication as well [37]]. As it was shown in [29], logic motivates
the use of an algebraic product fg(a,b) = a- b as the and-operation (1-norm) and
algebraic sum fg (a,b) = a+ b — a- b as the or-operation (¢-conorm).

So, when using “logic-motivated fuzzy logic operators” all and-operators in ex-
pressions (6.2)-(6.5) were represented by algebraic products and similarly all or-
operators in the preconditions of rules (6.2)-(6.5) were represented by algebraic sums.

Let 1, denote a fuzzy membership grade of an input Y in a class V. For example,
“Y, is big” denotes a membership of the fuzzy input Y, in the class big. Its value is
computed using the membership grade 3. Then the value of the antecedent of the
rule (6.5) denoted in [9] as ag may be calculated as follows

ap = i1 - 22 D He1 - U1
The values of all the other antecedents are calculated in a similar way:

ap = U1 D Uyg3 - U72,
ap = Upa © Ues © Uz4 © Usy,
az = Up3 - 113D Uoa - Uzs © U74,
where & denotes the algebraic sum (or -operation).
Since the values of a,, in general, may be more than 1, they were normalized
using the expression ], = Zf;a," Obviously, Y3 a! = 1.
So instead of Mamdani’slautputs [9], we obtain the following implications:

te—i(C) = (e—i(C))*,i=0103, (6.11)

where . _o(e),Uec—1(®), Uc—2(®) and ._3(e) are the membership functions corre-
sponding to the classes low, medium,big,large of the output variable C.
Finally, the result of aggregation is presented as follows:

1c (C) = te—o(C) @ pe-1(C) & pe—2(C) @ pe—3(C). (6.12)

Since the resulting C is a fuzzy value, its real value representation C; is needed. To
obtain the real value C,, an appropriate defuzzification method is needed. There is
an important point concerning expressions (6.11) which needs to be clarified before
a proper defuzzification method is chosen. It is easy to see that when treating the in-
volution in (6.11) as an operation on a fuzzy set [51]], i.e., as the involution of values
of its membership function, the critical points of the initial triangular fuzzy value
could not be changed (see Fig. 6.2). Obviously, such an operation is of no practical
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importance in our case, since the defuzzification of the fuzzy sets represented by the
membership functions te—;(C) and (Hc—;(C))% cannot provide different results.

H)

045
0.5 H(C)

Fig. 6.2 Involution of fuzzy values in the fuzzy set sense

On the other hand, the treatment of expression (6.11) in the fuzzy arithmetic
sense seems to be reasonable (see Fig. 6.3).

H(Cy o

0.5

Fig. 6.3 Involution of fuzzy values in the fuzzy arithmetic sense

To implement the last approach, the o -cut representation [16] of the analyzed
fuzzy values has been used. As a result, the fuzzy values C — i represented by the
membership functions tc_;(C) were obtained:

c-i=Jlccli=cv.c",. (6.13)

o

where [C,C] , are crisp intervals such that u.;(C) > o, C € [C,C] .
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To get a real value estimation of a fuzzy number C — i, two different approaches
may be used. The first is based on the results of [29] where the following logic-
motivated expression was proposed:

C, = argmax tc_;(C). (6.14)

Hereinafter, we shall call this approach Yager,,;-
The second approach is a consequence of the o-cut representation of the analyzed
fuzzy values and the use of interval arithmetic rules:

Cr =Y 050 (C +E“")/2a. (6.15)

It is easy to see that expression (6.15) allows us to take into account more infor-
mation than expression (6.14), particularly, the contribution of ¢-cuts to the gener-
alized estimation. Hereafter, we shall call this approach Yager,y.. Finally, we have
developed an expert system based on logic-motivated fuzzy logic operators, which
provides the real-valued parameter C, indicating the conditions for buying and
selling.

Since the Mamdani’s type expert system described in Subsection 6.1.3 works in
the same way as the expert system based on logic-motivated fuzzy logic operators, it
is possible to compare the results obtained using Mamdani’s, Yager . and Yager gy
approaches.

6.1.5 Comparing the Trading Systems Based on Mamdani’s
Approach and Logic-Motivated Fuzzy Logic Operators

The expert systems presented in previous subsections produce fuzzy logic outputs
and output ranges, which determine how actions will be combined to form an exe-
cuted action (decision stage). The success of the system is measured by comparing
its outputs versus stock price movement. As we want to optimize the decisions, the
control variables and the target function should be chosen. In the considered situa-
tion, a natural target function is the total return (profit), which can be obtained using
our optimized strategy during some control time period.

Since the value C, may serve as indicator of good opportunity to buy or sell a
stock, it seems natural to introduce the top Cy,.x and the bottom C,;;, , such that if
C) > Cpyy then the system buys and if C, < Cpyp, then the system sells.

In our optimization task, the parameters C,, Cpax Were considered as control
variables. A third control variable was the number r of stock exchange sessions
used in calculation of initial technical indicators inputs (see Subsection 6.1.2).

The optimization task was formulated as the maximization of the total return R
obtained during teaching period:

(CminzcmaX7r)0pt = argmaXR(Cmin7CmaX7 I’).
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The direct random search method was used for the optimization in the teach-
ing time period, and transaction costs were taken into account since they can signif-
icantly affect the total return in the real-world situations.

We have used the obtained optimal Cy,4x, Ciiin and r in the simulation of decision
making process during the following time period (testing period) to get the predicted
total returns.

The use of optimization procedure provides us much more benefits in the testing
period than the method proposed in [9]]. Moreover, the developed optimal investment
strategy employing technical analysis and fuzzy logic makes it possible to get a
profit even in conditions of downtrends (dropping stock prices) that is opposite to
results of [9] where only some reduction of total loss is indicated in such a case.

The results obtained using Mamdani’s, Yager,,. and Yager,,,. approaches were
compared with those obtained on the base of simplest trend dependent (buy and
hold) strategy, i.e., when we buy some stocks at the beginning and sell them only at
the end of analyzed time period.

The typical results we got for stocks of the polish company COMARCH (Warsaw
Stock Exchange) are presented in Table 6.1, Fig. 6.4 and Fig. 6.5. In all cases the
initial investments of 10000 PLN were simulated at the beginning of teaching and
testing periods.

Table 6.1 Returns (PLN) obtained with use of different approaches for COMARCH, Warsaw
Stock Exchange

Method Teaching time period (one month)|Testing time period (one month)
Mamdani’s 590 -514
Yageryax 600 146
Yager,ye 1100 200
Buy and hold strategy 80 -429
(LY
’ B1LI2B3

.. B2

% - — —
2003-01-02 2003-0115 2003-01-31

Fig. 6.4 Teaching time period (COMARCH, Warsaw Stock Exchange): B1, B2,B3 are
buying signals according to Mamdani’s, Yager,,x and Yager,,. approaches respectively;
S1,S2,S2 are corresponding selling signals
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Fig. 6.5 Testing time period (COMARCH, Warsaw Stock Exchange): B1, B2,B3... are
buying signals according to Mamdani’s, Yager,,: and Yager,,. approaches respectively;
S1,S2,S2,... are corresponding selling signals

Analyzing the results presented in Table 6.1 we can say that Yager,,. approach
seems to be more beneficial and reliable. On the other hand, Mamdani’s approach
can produce a negative profit (losses) in testing periods if they are characterized by
dropping stock prices. The same result for Mamdani’s approach was indicated in
[9]. Finally, the passive trend dependent strategy (buy and hold) can provide some
lower losses than Mamdani’s approach when dropping trend takes place, but this
strategy is absolutely not paying in the rising trends in comparison with any consid-
ered optimized strategy.

To estimate the robustness of the developed optimised trading systems, they were
tested in most difficult for trading and risky conditions - in the case of operating by
long position (buying) only in the direction opposite to a dominating downtrend.
For this purpose the quotations of Legal Play Entertainment Inc (NYSE) were used.
In all cases at the beginning of teaching and testing periods, the initial investments
of 10000 USD were simulated with corresponding transaction costs.

The typical results for the teaching time period 2003-10-31 - 2003-12-05 and the
testing time period 2004-04-02 - 2004-05-25 are presented in Table 6.2.

Table 6.2 Total returns (USD) obtained with use of different approaches for LPLE.OB (Legal
Play Entertainment Inc), NYSE

Method |Teaching time period|Testing time period
Mamdani’s 1412 -545
Yagerpax 1420 -2664
Yager,ye 3327 6286

It can be seen that although in the teaching period all compared methods provide
positive total returns, in testing period only the Yager,,, approach guarantees the
benefits in such hard and risky trading conditions. It is worth noting that Yager .
approach not only produces considerable returns on different testing periods, but its



6.2 The Stock Trading System Based on Fuzzy Logic and Evidential Reasoning 221

returns on teaching period are at least two times greater than those obtained using
Mamdani’s and Yager,q, approaches (see Table 6.2).

Summarizing, we can say that Yager . approach is the most adaptable, profitable
and robust method for building the fuzzy logic based stock trading systems.

It is seen in Fig. 6.4 and Fig. 6.5 that the optimized strategy does not always gen-
erate only the best from common sense trading decisions. Nevertheless, we can see
that optimization with the use of fuzzy expert systems makes it possible to generate
effective investment strategy providing positive final profits even in the case of risky
trading by long positions opposite to the downtrend.

6.2 The Stock Trading System Based on Fuzzy Logic and
Evidential Reasoning

The synthesis of fuzzy logic and methods of the Dempster-Shafer theory (the so-
called rule-base evidential reasoning) is proved to be a powerful tool for building
expert and decision making systems. Nevertheless, there are two limitations of such
approaches that reduce their ability to deal with uncertainties the decision makers
often meet in practice.

The first limitation is that in the framework of known approaches to the rule-
base evidential reasoning, a degree of belief can be assigned only to a particular
hypothesis, not to a group of them, whereas an assignment of a belief mass to a
group of events is a key principle of the Dempster-Shafer theory (the basics of this
theory are presented in Chapter 3).

The second limitation is concerned with the observation that in many real-world
decision problems we deal with different sources of evidence and the combination
of them is needed. The known methods for the rule-base evidential reasoning do not
provide a technique for the combination of evidence from different sources.

In this section, an approach free of these limitations is presented. The advantages
of this approach are demonstrated using simple numerical examples and the devel-
oped stock trading expert system optimized and tested on the real data from Warsaw
Stock Exchange.

6.2.1 Experts Systems Based on Rule-Base Evidential Reasoning

It is well known that the best solutions of real-world problems can be usually ob-
tained using the synthesis of some modern powerful methods.

Therefore, during the last two decades, the rising interest of researchers has
been observing in searching for an appropriate synthesis of fuzzy sets theory and
the Dempster-Shafer theory (DST) methods. Several researchers have investigated
relationships between fuzzy sets and DST and suggested different approaches to
integrate them.
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The integration of fuzzy sets and DST methods within symbolic rule-based
models primarily has been used for solving control and classification problems
3 [50]. These models combine these theories in a synergic way, preserving
their strengths while avoiding disadvantages they present when used as monostrat-
egy approaches: a capacity for the representation of fuzzy classifiers is enhanced
by introducing the measure of ambiguity; limitations of DST in providing effective
procedures to draw inferences from belief functions are softened by integrating the
rule of propagation of evidence within the fuzzy deduction paradigm.

Generally, such a rule-base evidential reasoning system may be presented as in
[3l:

IF ((Ais L) and (B is M)) THENC is my,

IF((Ais H) and (B is L)) THENC is my,

where m and m; are two credibility structures with two focal elements and variable
C is defined in the universe of discourse which usually is a set of classes to deal with
in considered classification problem.

In the above example adopted from [3]], the credibility structures were presented
as follows:

0 0 1
mo: Doo = { £ m} mo(Doo), Do1 = {@} mo(Doy),

Yo 7 )1 A4
uey mp uo B M
my: Dig = {y—17y—2},m1(010),011 = {W’y_l’y_z}’ mi(D11),

where Dgg, Do1, D10, D11 are fuzzy subsets in Y = (yo,y1,¥2), u&), “81’ ,u&l, u?l,
1, Wiy, piy, i, are the corresponding membership grades, mo(Doo), mo(Dor ),
my (Do), my(Dy;) are the basic probability values associated with fuzzy subsets
Doo, Do1, D19, D11.

The output of the system is obtained in [5]] with use of COA method [44] in the
form of defuzzified value y.

This approach seems to be justified when universe of discourse {y;} is presented
by real values. On the other hand, if we deal with expert or decision support sys-
tems, the elements of universe of discourse {y;} can be only the names or labels of
corresponding actions or decisions, e.g., Buy, Sell and Hold in trading systems or
the names of medical diagnoses. It is clear that in such cases, the methods based
on conventional fuzzy logic, developed for the controlling can not be used at least
directly.

A more suitable for building expert and decision support systems seems to be
the methodology proposed by Yang, Liu, Sii, and Wang [46, based on the ev-
idential reasoning approach 149]). In the belief rule system, each possible
consequent of a rule is associated with a belief degree. Such a rule base is capable
to capture more complicated and continuous causal relationships between different
factors than traditional /F-THEN rules. Therefore, the traditional /F-T HEN rules
may be treated as a special cases of the more general belief rule systems [14] 23], 34].

In the framework of rule-base inference methodology, using the evidential rea-
soning (RIMER) approach [46] a belief IF-THEN rule, e.g., the kth rule Ry, is
expressed as follows:



6.2 The Stock Trading System Based on Fuzzy Logic and Evidential Reasoning 223

IF(Xy is A}) A (Xpis AS) A .. A (X1, is AF,)
THEN (D1, Bik), (D2,B2x), -y (DN, Bwk), (6.16)

with rule weights 6, k = 1 to L, and attribute weights 0, 5, ..., 87,, where Af-‘ Jg=1
to Ty is the referential value of the ith antecedent attribute, 7 is the number of
antecedent attributes used in the kth rule, Bj, i=1 to N, is the belief degree to which
D; is believed to be the consequent of kth antecedent, L is the number of rules in the
rule-base, A denotes f-norm.

N
If ¥ Bir = 1, the kth rule is said to be complete; otherwise, it is incomplete. The
i= 1

case of Z Bir = 0 corresponds to the total ignorance about the output given the input

in the kth rule. The rule (6.16) is also referred to as a belief rule. In the framework of
RIMER approach, the final outcome obtained as the aggregation of the rules (6.16)
is presented as O = {(D;,B;)}, where B;, j =1 to N, is the aggregated degree of
belief in the decision (hypothesis, action, diagnosis) D ;.

Therefore, the decision characterized by the maximal aggregated degree of belief
is the best choice. So the RIMER approach can be used for building expert and
decision support systems.

Nevertheless, there are two restrictions in the RIMER approach that reduce its
ability to deal with uncertainties the decision makers often meet in practice. The
first restriction is that in the framework of RIMER approach, a degree of belief can
be assigned only to a particular hypothesis, not to a group of them, whereas the
assignment of a belief mass to a group of events is a key principle of DST. The sec-
ond restriction is concerned with the observation that in many real-world decision
problems we deal with different sources of evidence and the combination of them
is needed. The RIMER approach does not provide a technique for the combination
of evidence from different sources. In this section, a new approach free of these
restrictions is proposed.

It is important that usually the advantages of the approach based on the rule-
base evidential reasoning were demonstrated using only simple numerical examples.
Only a few examples of solving real-world problems using this approach were found
in the literature. In [5]], the neural model for fuzzy Dempster-Shafer classifiers was
developed and tested. The RIMER approach has been successfully used to build
the belief-rule-base expert system for pipeline leak detection in [41]]. In [33], the
synthesis of fuzzy logic and DST is used to build the expert system for medical
diagnosis.

Therefore, the validity and capability of belief-rule-base systems in dealing with
more practical and complicated problems need to be examined. In this section, we
present a method for building fuzzy belief-rule-base systems and apply it to build
the stock trading expert system.

A brief review of the papers devoted to the building stock trading expert systems
has been presented in Section 6.1.
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6.2.2 A Modern Approach to the Rule-Base Evidential Reasoning

Here we present a modern approach to the rule-based evidential reasoning free of
the above mentioned restrictions of RIMER method.

To present this approach in more transparent form, we shall use the simple ex-
ample which makes it possible to expose the features of the proposed approach and
avoid here the complicated general formulas.

Suppose a doctor has to diagnose the diseases for a patient who has such outward
symptoms as high temperature, cough, heavy breathing, headache and so on, which
are typical for cold and flu.

There are two different groups of symptoms (different sources of evidence) avail-
able to make a diagnostic conclusion: outward symptoms based on the direct obser-
vation (high temperature, cough, heavy breathing, headache) and symptoms based
on the laboratory analysis of components of blood.

It is clear that part of them may be treated as arguments in favor of cold , other as
arguments in favor of flu and there may be symptoms of cold and flu simultaneously.
There are two possible types of reasoning in the analyzed situation: symptoms from
both groups (outward symptoms and symptoms based on the laboratory analysis) are
treated as having common source of evidence; each group of symptoms is treated as
a separate source of evidence.

It is clear that the first type of reasoning is only the special case of the second one.
Therefore, to represent our approach in a more general form, our further analysis
will be based on assumption that there are different sources of evidence in a rule-
base evidential reasoning system.

Let as denote A% = (x1 is A%)) A (xaisA%,) A oA (xr s A];r,)a where A%, j =1
to N, k=1 to M, is the antecedent of the jth rule for kth source of evidence, M is the
number of sources of evidence, N is the number of rules, A’j‘»,-, i =1toTjis the refer-
ential value of the ith antecedent attribute, 7} is the number of antecedent attributes
used in the jth rule, xj,x2,...,x7; are the values of parameter used in the jth rule,
e.g., if x| is the temperature, then one of the antecedent attribute can be presented
as (x1 is High), where the linguistic term High is presented by the corresponding
fuzzy subset.

Let us return to our example. Denote D1 =cold, D, =flu. Suppose the rule-base
evidential reasoning system is presented as follows:

IF Al THEN Dy, (6.17)
IF Ay THEN (D1,D3), (6.18)
IF AL THEN D,, (6.19)
IF A} THEN Dy, (6.20)
IF A3 THEN (D1,D>), (6.21)
IF A} THEN D, (6.22)

with rule weights Bl-k, i=1t03,k=1,2.
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It is important that there are no implications in the sense of conventional fuzzy
logic in the above rules. In these rules, THEN denotes the assignment of some
decision (action, diagnosis) to the conclusion part of a rule. For example, D; in
the rule (6.17) is not any real or fuzzy value. It is only a label denoting the action
which a rule-base evidential reasoning system proposes if the value presented by
the precondition part of the rule is great enough. The similar treatment of rules in a
rule-base evidential reasoning system has been proposed in [33].

As an antecedent (rule’s premise) describes to what degree a rule is applied, we
can treat its value as the measure of belief that a decision (action or diagnosis) in
the conclusion part of a rule will be a good choice. In other words, we propose
to treat the value of rule’s antecedent as a focal element of some basic probability
assignment bpa (see Chapter 3). For example, the rules (6.17), (6.19),( 6.20), (6.22)
taking into account their weights can be rewritten as mj (D) = 6{A}, m}(D,) =
03A3, m3(D1) = O7A7, m5(D2) = 67A3.

The more problems we have with the rules (6.18), (6.21). In these cases, a doctor
hesitates over the choice of an unambiguous diagnostic decision, as the observed
symptoms are typical for both possible diseases.

As in these cases a doctor cannot choose more probable diagnosis, the simplest
solution of the problem seems to be the assignment of the probability 50% to each
diagnosis. Such a solution is in the spirit of RIMER type approaches and conforms
to the Bayesian “principle of insufficient reason”: if there is no reliable information
about the probabilities of events, they are treated as equally probable [3].

Nevertheless, in the considered example, such approach seems to be somewhat
artificial one since the doctor’s hesitation over the choice of diagnosis is caused just
by the lack of reliable information of the probabilities of possible diagnosis to be
true. Moreover, in the considered case, both the diagnoses can be true simultane-
ously. The problem of the Bayesian approach is that the probability can be assigned
only to a single event, whereas in the framework of DST, the probability of a group
of events can be analyzed too. Therefore, in context of DST and taking into account
the rule weights, the rules (6.18), (6.21) can be rewritten as follows:
mi(D1,D2) = 03A), m3(Dy,Dy) = 63A3.

Thus, we obtain two belief structures based on two sources of evidence:
m;(D1)=0!Al, m;(D,)=0JA}, m;(D1,D,) = 6JA} and m}y(D) = 02A%, m3(D,) =
0;A%, m3(D1,D,) = 03A3.

Generally, these belief structures are not normalized, i.e., the conditions
mi(D1) +mj (D) +mj(D1,Dz) = 1, m5(Dy) +m3(D2) +m3(Dy,Dy) = 1 are not
verified.

Therefore, to obtain the conventional basic assignment function, we have used
the following normalization procedure:
mi(D1) =mi(D1)/S1, mi(D2) = mi(D2)/S1, mi(Dy,D2) = mi(D1,D2)/S1,
my(D1) = m5(D1) /S, my(Da) = m3(D2) /82, my(D1,D2) = m(D1,D2) /S,
where Si=mj (D) + mi(D2) +m}(Dy,D2), Sa=m;(D1) + m5(D2) +m5(Dy,D>).

The next step is obtaining the combined basic assignment function using the
Dempster’s rule (3.81) (see Chapter 3). As the result we get:
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my(Dy)my(Dy) +my(Dy)my(Dy,Dz) +ma(Dy)my(Dy,Ds)

mlz(Dl) = n |
_ my(D2)ma(D3) +my(D2)my(Dy,D2) + ma(Dy)my (Dy,Ds)
I’nlz(Dz) = e |
Dy,D D..D
ma(Dy,Dz) = mi(D1, 12)_’72( 1 2)7

K=m (D])le(Dz) -+ nmy (Dz)MQ(Dl).

The obtained combined basic assignment function is not suitable enough for
choosing the best decision among D and D;. Therefore, using the expressions
(3.78), (3.80) (see Chapter 3), the belief and plausibility measures have been ob-
tained as follows:

Bel(Dy) =mj(Dy), PI(D1) =m2(Dy) +mi2(Dy,D3),
Bel(Dy) = mya(D2), PI(Dy) = m2(D2) +mi2(Dy,D3).

This makes it possible to present the competing decisions in the form of belief
intervals:

BI(D1) = [Bel (D1),PI(D1)], BI(D2) = [Bel (D2), PI(Dy)).

It is known that a belief interval can be interpreted as imprecision of the “true
probability”. In our case, this can be treated as that B/ (D) encloses the true prob-
ability of D to be the best choice and the corresponding probability of D, lies in
BI(D;). Therefore, to choose the best decision among Dy and D5, it is enough to
compare the intervals BI(D1), BI(D3).

It is easy to see that in such interval-probabilistic context we deal with, the use of
the probabilistic approach to the interval comparison presented in Subsection 3.3.3
(see Chapter 3) seems to be the best choice.

Obviously, the presented method can be used in the case of more sources of evi-
dence. The attribute weights may be also used in the way similar to that developed
in the framework of the RIMER approach. The proposed approach can be adopted
to the case when there exists some additional information of the probabilities of the
decisions D and D in the rules such as (6.18) and (6.21). For example, these rules
may be presented as follows:

IF Ay THEN ((B},D1),(B3:D2)), (6.23)
IF A5 THEN ((B3,D1).(B5%D2)), (6.24)

where [3[/;, (7, j,k = 1,2) is the belief degree to which D is believed to be the con-

sequent of the antecedent Af-‘ . In context of the proposed approach, the rules (6.23),
(6.24) can be rewritten as follows:

mi((ByyD1), (BjrD2)) = 0,A7, m3((B31D1), (B3,D2)) = 67A3.
Finally, after normalization we get two belief structures based on two sources of
evidence:

my (D), my(D2), mi((By,D1),(B5,D2));
ma(D1), my(Dy), my((B3D1), (B3,D2)).
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Here we propose the following way to utilize an additional information of D and
D, presented by B,’j

Firstly, let us consider the calculation of Bel and Pl measures using two following
examples.

Example 6.1. Suppose, there is no an additional information of Dy, D, and
m(D1) =0.2,m;(D;) =0.5, m(Dy,D;) =0.3,

mz(Dl) = 0.2, WL2(D2) = 0.3, mz(Dl 7Dz) =0.5.

Then from these sources of evidence we get respectively:

BI (D) =[0.2,0.5], BI, (D) = [0.5,0.8],

BI,(Dy) =[0.2,0.7], BI(D;) = [0.3,0.8].

Using the Dempster’s rule of combination we obtain:

m12(D1) = 0.238,M12(D2) = 0.583,M12(D1,D2) =0.179. (6.25)

Example 6.2. Suppose, there is the additional information of D and D;, presented
by [3,-1}:

my(D1) = 0.2,m(D3) = 0.5,m1((BD1), (BD2)) = 0.3,
my(Dy) = 0.2,my(D2) = 0.3,my((B3,D1), (BHD1)) =0.5. (6.26)

We propose to utilize the additional information of D; and D, presented by [3/‘1 in

such a way that ﬁi’; will reduce the values of focal elements representing hesitations
of the decision makers concerned with the probabilities of D; and D; to be best
decisions in the rules such as (6.23), (6.24). The reason behind this proposition is
that any additional reliable information used in a mathematic model should reduce
the result’s uncertainty. Therefore, for the calculations of the Bel and P/ measures
we propose the following method for utilizing the additional information of D and
D

Bel\(D1) = my(D1),P1i(Dy) = my (D) + B3ymi (B2, D1), (ByD2)),
Bely(D2) = my(D2),Pli(D2) = my(D2) +ﬁ212m1((521101)7 (BnD2)),
Bely(D1) = my(D1),PL(D1) = my(Dy) + B5yma((B5,D1), (BAD2)),
Bely(D2) = my(D2),Ply(D2) = ma(Da) + B3omi (B3 1D1)7(ﬁ »D1)). (6.27)

Let B}, = 0.4, ), = 0.6,83, = 0.3, 3% = 0.7. Then from (6.26) and (6.27) we get:

BI (D) = [0.2,0.32], BI,(D,) = [0.5,0.68],
BL(D) = [0.2,0.35], BI,(D,) = [0.3,0.65].

Comparing these results with those obtained in the Example 1, we can see that
utilizing the additional information concerned with the probabilities of D; and D,
to be best decisions in the rules such as (6.23), (6.24) leads to the reduction of
the lengths of all calculated belief intervals, i.e., to the reduction of the overall re-
sult’s uncertainty. It is important that although in both examples the interval relations
BI | (D2) > BI (D) and BI1(D3) > Bl>(D) are observed, the differences between
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BI (D) and BI| (D), BI,(D;) and BI,(D) are greater in the Example 2 than in the
Example 1. Moreover, opposite to the case in the Example 1, there is no intersection
of intervals BI| (D;) and BI{ (D) in the Example 2.

To explain this fact, let us consider the average belief degrees to which Dy, D, are
believed to be the consequents of the antecedents in the rules (6.23) and (6.24): Bl =
LB +B2)s By = L(Bs, + B3). Since B, = 0.35 and B, = 0.65, it is quite natural
for the decision D; to be more preferable in the Example 2 than in the Example 1.

Thus, the results of the above analysis are in compliance with common sense.

Therefore, we propose here to use the described above method for utilizing the
additional information of D and D, in the Dempster’s combination rule which we
propose to modify as follows:

miy(Dy) = (my(Dy)my(Dy) + my (D1)B3yma (B3 D1), (BRD2)) +
+m(D1)Byymi ((B31D1), (BD2))) /N,
miy(Da) = (m1(D2)my(Dy) +my (D) B3ma (B3 D1), (B5>D2)) +
+my(D2)Blymi ((B31D1), (BaD2))) N/,

miy(D1,D2) = (Bmi((B31D1), (BaD2))ma (B2 D1), (BD2)))/Nf, (6.28)

where Nf = 1 —K is the normalization factor, K = m (D1)my (D7) +my(D2)my(D1),
B=B1B2 By =3B +B3), By=3(Bh+B3)-

It is easy to see that always B, + B, = 1.

Thus, the maximal value of 3 equal to 0.25 we have when Bl = 32 =0.5.The
value of f3 is reduced from 0.25 to zero with increasing the difference between of
B, and jB,.

In the extreme case, when, e.g., [3211 = ﬁ221 =0, [3212 = ﬁ222 =1, B =0, from (6.28)
we get:

mi,(Dy) = my(D1)ma(D1)/(1 - K), mlz(Dl’D2):0
mi5(D2) = (my(D2)my(D2) +my(D2)ma((B3,D1), (B5,D2)) +
+ma(D2)mi (B, D1),(BD2))) /N -

Thus, in this case when decision maker possesses an additional information that in
the rules (6.23), (6.24) only D, is the best decision, there is no the focal element
corresponding to the hesitation (i.e., m},(D,D,) = 0) in the combined bpa and the
values of the rest of focal elements are redistributed in favor of D,. Therefore, we
can say that when 3 = 0, we deal with the most certain case with minimal hesitation.
In the opposite situation, when § = 0.25 (e.g., B3, = B3, = 0.5, B, = B3 = 0.5),
we deal with the maximally uncertain case since there is fifty-fifty chance for both
Dy and D, to be the best decision. Therefore, the value of § can be treated as the
measure of uncertainty concerned with the probabilities of D and D, to be best
decisions.

Let us consider some numerical examples illustrating this assertion.

For [321*04 [322 0.6, 1321703 ﬁ22,07([31,035 [32f065
B = 0.2275), using the modified Dempster’s rule of combination (6.28) and the
subsequent normalization, from bpas (6.26) we get:
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my2(Dy) = 0.184,m15(D3) = 0.741,m1»(D1,D;) = 0.075. (6.29)

For B}, =0.5, B, =0.5, B, = 0.5, B3, = 0.5 (B, = 0.5, B, = 0.5, B = 0.25), we
obtain:

le(Dl) = O.258,l7112(D2) = 0.686,M12(D1,D2) = 0.056. (6.30)
For ), =0,B5, =1,B8% =0,8% =1(B, =0, B, = 1, B = 0), we obtain:

mia(D1) = 0.0476,my5(Dy) = 0.580,m15(Dy,D5) = 0. (6.31)

It is seen that the proposed modified Dempster’s rule of combination allows us to
utilize an additional information of D and D, in such a way that the obtained results
are in good accordance with common sense. From (3.79), (3.80) and (6.28) after the
normalization procedure, the competing decisions are presented in the form of be-
lief intervals BI (D) = [Bel(D1),PI(Dy)] , BI(Dy) = [Bel(D3),PI(D,)]. Finally, to
choose the best decision among D and D», it is enough to compare these inter-
vals. A proper method for interval comparison is presented in Subsection 3.3.3 (see
Chapter 3).

6.2.3 Stock Trading Expert System

Modern computerized stock trading systems (or “mechanical trading systems” ) are
based on the simulation of the decision making process and generate advices for the
trader to buy or sell some stocks or other financial tool he/she deals with taking into
account the price history, technical analysis indicators, accepted rules of trading and
SO on.

Generally, the stock trading expert systems (STES) are based on the analysis of
charts such us as shown in Fig. 6.6. The objects presented by High, Low, Open and
Close stock prices on a chosen time frame are called “Bars”. In Fig. 6.6, the 1-hour
time frame (1h-Bars) is performed.

In the most of STESs, different trend following strategies are used which are
based on the technical analysis, i.e., on methods for evaluating securities by analyz-
ing statistics generated by market activity, such as past prices and volumes (number
of transactions during a unit of a time frame).

Usually moving averages (e.g., averages of closing prices in the last n Bars) are
used to indicate the direction of a trend and to smooth out price and volume fluc-
tuations or “noise” that can confuse interpretation. Typically, upward momentum is
confirmed when a short-term average crosses above a longer-term average (see Fig.
6.7). Downward momentum is confirmed when a short-term average crosses below
a long-term average.

While some suggest the use of simple moving average rules [6} [7] others have
considered more complex indicators such as momentum and exponential moving
averages [23]]. The seeking for proper trading rules, in general, involves learning
good indicators, as well as combinations of these in defining good rules. It is known
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Fig. 6.6 Prices and volumes of the futures contract FWIG20 (WIG20 is the main index of
Warsaw Stock Exchange)
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Fig. 6.7 Simplest trend following strategy: SMA-simple moving average

that “trend-following methods typically utilize moving averages of closing price
data for buy and sell signals. Often, the signals turn out to be false due to short-term
market fluctuations” [40]. This drawback of moving averages is especially important
when short time frames are used on the market with high volatility or in the times of
financial crisis. On the other hand, the methods based on moving averages can also
be used in the development of other technical indicators.

To weaken the undesirable consequences of the above mentioned deficiency of
usual moving averages, we propose here to use instead of prices and volumes the
values of their changes on the nearest Bars. Finally, the short and long-term moving
averages based on these changes are used to advice Buy , Sell or Hold decisions
like in usual trend-following strategies.
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6.2.3.1 Trading Rules

In the proposed trading system, the changes of prices and volumes are used to build
the basic parameters of the system as follows:

- the change of the close price on ith Bar: AC; = Close; —Close;_1;

- the change of price movement presented by Bars taken as a whole. Generally,
this parameter should be presented by interval subtraction AB; = B; — B;_| , where
B; =[Low;,High;] is the interval of prices observed in ith Bar. For the sake of

simplicity, this price movement is approximately presented here by the parame-
(Low;+High;)—(High;_1+Low;_1)
2

ter & = , i.e., by the change of interval’s means on the
nearest Bars; - the change of the volume on ith Bar: AV; =V; —V;_y;

- the change of the Bollinger band width AW BB(n); =W BB(n);-W BB(n);_, where
WBB(n); is equal to two standard deviations away from a simple moving average
calculated on ith Bar using n previous Bars. Because standard deviation is a mea-
sure of volatility, Bollinger bands adjust themselves to the market conditions. Thus,
AW BB(n); represents the change of volatility.

Traders usually make decisions using subjective assessments of parameters such
as introduced above and explain possible actions in the linguistic form, e.g., if (AC;
is Big and AV; is Big and AW BB(n); is Medium) then Buy. Since the linguistic terms
such as Low, Big, Medium are the classes representing some fuzzy concepts, the use
of fuzzy logic for building stock trading systems seems to by quite natural. In the
proposed system, only three fuzzy classes Low, Big and Medium are used. They are
represented by corresponding triangular membership functions.

Since in the case of AC; > 0 or & > 0, the Buy signal should be generated and
if AC; < 0 or & < 0, the Sell signal should be the best choice, we have introduced
the classes Lowg, Mediumg and Bigg for AC; > 0 and Lowg, Mediumg and Bigg
for AC; < 0. Similarly the classes Lowg, Mediumg, Bigy, Low§, Medium§ and Big§,
have been introduced for &. The membership functions MLCOWB, HAC/IEMUMB’ :ug]GB’
“LCOWS’ [,LAC,,E DIUM> “gle of the classes for AC; are presented in Fig. 6.8.

In the same way, the membership functions U7 oy, . Wyepiumy» Mpic,» Hows
Mirepiumg» Mg Of classes for assessment of & have been built. Since the change
of the volume AV; does not generate the Buy or Sell signal, but can be treated as
the strength of signals generated by the parameters AC; and g&;, the membership
functions 1)y Weprums Mg of the classes Low", Medium" , Big" have been
built as presented in Fig. 6.9.

The membership functions uV 528, W88 . 1WBB of the classes )" 58, uWes, ..
[,ngg based on the AW BB(n); were built similarly, since the values of this param-
eter can only weaken or intensify the Buy and Sell signals. The optimal values of
parameters ACpiq, €pig, AVpig, AW BBp;, used to define the membership functions
(see Fig. 6.8, Fig. 6.9) and the optimal period n for the calculation of W BB(n); were
found in the stage of teaching the trading system using historical data.
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Fig. 6.9 Membership functions of the fuzzy classes based on AV

There are only three possible decisions Buy, Sell and Hold in any trading situa-
tions, but in practice, there are more complicated situations when a trader hesitates
over the choice of an unambiguous decision. In such cases, a trader usually formu-
lates his/her opinion in the imprecise form, e.g., as (Buy or Hold) or (Sell or Hold).
Hereinafter, such situations will be denoted as (Buy, Hold) and (Sell,Hold), respec-
tively. Basing on the introduced fuzzy classes for assessment of market parameters,
the set of 108 rules generating possible trader’s decisions including the cases of hes-
itation on each ith Bar were built. For illustration, some of them are presented below
(here and hereinafter the index i is omitted for simplicity of notation):

IF (AC is Big§)A(AV is Big")A(AW BB is Big"VB%) THEN Buy,

IF (AC is Big§)A(AV is Big" )A(AW BB is Low"B8) THEN (Buy,Hold),
IF (AC is Big§)A(AV is Medium” ) A (AW BB is Low"®8) THEN Hold,
IF (AC is Big$)A(AV is Big" )A(AWBB is Big"8) THEN Sell,

IF (A€ is Bigg)A(AV is Big" )A(AW BB is Medium"58) THEN Buy,
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IF (A is Big§)A(AV is Big" )A(AWBB is Low"58) THEN (Buy,Hold),
IF (A€ is Bigg)A(AV is Big" )A(AWBB is Medium"®8) THEN Sell,
IF (A€ is Bigg)A(AV is Big")A(AWBB is Low""B8) THEN (Sell,Hold).

It is worth noting that the proposed set of 108 rules performs the reasoning of rather
cautious (and experienced) trader participating in our research. All rules are based
on the parameters AV and AW BB, but the half of them (54 rules) include fuzzy
assessments of € and the next half include fuzzy assessments of AC. Since at the
same moment (Bar) a positive change AC > 0 generating Buy signal and a negative
change € < 0 generating Sell signal can appear simultaneously, the rules based on
AC and € can be treated as those originated from two different sources of evidence.

The min operator has been used (as the connective “and”) to aggregate attributes
in antecedents as it is the most frequently used 7-norm in the fuzzy logic. This op-
erator is in compliance with requirements of the cautious trader, although the sets
of parameterized families of more flexible 7-norms and s-conorms were proposed in
the literature [28]]. All the rules were assumed to be of equal importance, i.e, for
the rule weights we have 6, = 1, k = 1 to 108, and no reliable additional information
of probabilities of the decisions Buy, Sell and Hold in the rules with the ambigu-
ous consequents (Buy,Hold) and (Sell,Hold) has been reveled. On the other hand,
according to the trader’s opinion, the different weights of attributes in antecedents
should be introduced taking into account that attributes based on AC and € are of
equal importance. Therefore, the weights we=wg, wy, wy pp were introduced in the
system of rules and their values were obtained in the stage of teaching the trading
system using historical data under the condition we+ wy+ wypp=1 . Then in the
framework of the approach presented in Chapter 4, the above eight illustrative rules
can be rewritten as follows:

NN

1(B y) = min((Ug;6,)", (Ugr6)"™ , (Ugre )™™),
§ (Buy,Hold) = min((gg, )", (tpc)"™ . (gop )™"%),
?(HOld) mm((ﬂglaB)wC’(N/‘;[EDlUM) (u WBB)WWBB)7
(Sell) = min((ug,)", (W)™, (ueF ywes),

ny

3 3

3

Buy) = min((ﬂglGB)va(NEIG)w (N/Y/]VggIUM)wWBB)

(

(Buy,Hold) = min((l"gl(;g)wc (UBIG) (UZV%]/B)WWBB)
mf (Sell) = min((g; )", (M) s (Myepwa) ™),
mf(Sell,Hold) = min((ﬂglGS)va(ﬂBlc)w (o )"ves),

The power operator is used in the above rules as only such weighting procedure
guarantees reasonable results when dealing with the min operator for aggregation
(8. 311 42]]. Some comments are necessary. By m§ (Buy) we denote here the mass
of belief in Buy decision originated from the first source of evidence based on AC,
the index 1 marks the first occurrence of this type of belief in the set of rules ( there
are 1%, such masses of belief in the set of rules). Similarly, m¢ (Sell, Hold) is the
first occurrence of the mass of belief in the ambiguous (Buy, H old) decision origi-
nated from the second source of evidence based on € (there are nf (SELL.HOLD) such
masses of belief in the set of rules) and so on.Therefore, the general set of 108 rules

3 3

C
1
€
1
€
1
€
1
€
1
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consists of two subsets originated from two sources of evidence based on AC and ¢,
respectively:

ml-cl; (Buy), ip=1to ngUY;
mf-';(Sell), is=1ton§g,;
mlcl; (Hold), in = 1to n%,, 1
mgH (Buy,Hold), ipyy = 1to nfBUY’HOLD);
G (Sell Hold), isy =110 n{g,p; 11011
5 (Buy), jp=1to0 nBUY’
(Sell), js=1to nSELL,
. (Hold), ju=1tonfop;
H(Buy,Hold) jgy =1ton

,(Sell,Hold), jsuy =1ton

m; BUY,HOLD)>

Sell HOLD)*

m—m

S
8
8
I
8
8
JB
8
IS

—

Summarizing the particular masses of belief in Buy decision based on the first source

of evidence, we get mS(Buy)= Z mc Similarly, the other summarized masses of
ip=1
belief mS (Sell), mS(Hold), mS (Buy,Hold), m< (Sell,Hold), m¢(Buy), mé(Sell),
*(Hold) , m&(Buy,Hold), m&(Sell,Hold) have been obtained. To get the nor-
malized basic assignment functions for both sources of evidence, the above sum-
marized masses of belief originated from these sources have been divided by the
normalization factors

SC€=m€ (Buy)+m€< (Sell)+m< (Hold) + m€ (Buy,Hold)+ m€ (Sell,Hold) and

St=m¢ (Buy) +m&(Sell) =mE (Hold)+m¢ (Buy,Hold)+ mé (Sell,Hold), respectively.
As the result, the basic assignment functions fulfilling the normalization conditions
m€ (Buy)+mC (Sell)+mC (Hold)+mC (Buy,Holg)+mC (Sell,Hold)=1

m® (Buy)+m® (Sell wm® (H old wm® (Buy,H olg Wm® (Sell, Hold =l have been obtained.

Finally, using the Dempster’s rule (3.81) (see Chapter 3), we get the combined basic
assignment function

C€ (Buy), m ¢ (Sell),m € (Hold),m ¢ (Buy, Hold),m % (Sell, Hold). ~ (6.32)

Using this bpa, from (3.79) and (3.80) (see Chapter 3) the competing decisions
Buy, Sell and Hold can be presented in the form of belief intervals BI(Buy)=
[Bel(Buy),Pl(Buy)], BI(Sell)=[Bel(Sell),PIl(Sell)]

and BI(Hold)= [Bel(Hold),Pl(Hold)).

Finally, to choose the best trading decision among Buy, Sell and Hold, it is
enough to compare these intervals using the method for interval comparison pre-
sented in Subsection 3.3.3 (see Chapter 3). Nevertheless, such approach leads, in
practice, to the poor trading results, since the presented above rule-based evidential
reasoning system may generate Buy or Sell signals almost in each Bar as the reac-
tion on random fluctuations of prices and volumes. Therefore, the signals generated
by the rule-base system were used as the most important part of the more general
strategy.
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6.2.3.2 Trading Strategy

To reduce the influence of the market “noise” to the decision making process, the
moving averages of the interval BI (Buy), Bl (Sell) and BI (Hold) signals are used to
indicate the direction of a trend. The short-term averages BI™ (Buy), BI" (Sell) and
BIN (Hold) of these signals have been calculated averaging the signals of the last N
Bars and the long-term averages have been obtained as the averages of the last M
Bars: BI™ (Buy), BIM (Sell), BIY (Hold). Obviously, M > N.

Besides moving averages, the StopLoss and TakeProfit orders were used as they
are probably the most important tools to minimize losses and protect profits on an
open position. A StopLoss is an order to close a previously opened position at a
price less profitable for the customer than the opening price. A TakeProfit order
closes a position at a price more profitable than the opening price. The optimized
values of StopLoss (SL) and TakeProfit (T P) are obtained in the stage of teaching
the model using historical data.

In a nutshell, the trading strategy can be described as follows: if in the current ith
Bar there are no open positions then:

if BIN (Hold) > max(BIY (Buy),BIN (Sell)) (in interval sense), then the decision is
Hold and no positions should be opened in this Bar;

if BIN (Buy) > max(BIN (Hold),BIN (Sell)) then if AC; > 0 and

BIN (Buy) > BIY | (Buy) > 0 then Buy, and Hold in all other cases.

If in the current ith Bar the long position (Buy) is open, then: if the current price is
lower than the StopLoss level or higher than the TakePro fit level or the short-term
moving average BIY (Buy) crosses above a longer-term moving average BIM (Buy)
then the long position should be closed. In all other cases, the long position should
be held. The strategy for opening and closing short positions (Sell) is a mirror re-
flection of the described above strategy for managing long positions.

Basing on this trading strategy, the model simulating the decision making process

in the trading with the use of historical data has been developed and implemented
using the well known specialized software Wealth-Lab Developer 3.0.
The main output of this model is the total return R, i.e., a profit gained by the model
during a chosen time period. In the developed stock trading expert system, the total
return R is the function of the parameters ACgiq, €pig, AVBig, AW BBp;, defining the
values of membership functions used in rule-base system, the weighs of attributes in
antecedents: w¢, wy, Wiy pp, periods for calculation of the Bollinger band and short
and long-term averages: n, N, M, the values of the Stop Loss and Take Profit levels:
SL,TP.

The developed trading system has been optimized. Optimization pertains to the
ability to determine the combination of the values of trading system’s parameters
which result in the most favorable performance for the trading system. These op-
timization parameters include a variety of technical indicator periods, periodicity,
stops, targets, and more. So, in our case, the optimization problem has been formu-
lated as follows:
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InaXR(ACng, sBig;AVBigvAWBBBig7WC; Wy, WWBB, nvaMvsLa TP)7

st.we+wy +wypp =1, N <M,

where R is the total return gained by the system during a teaching time period.

Of course, the duration of this period should be great enough to guarantee the statis-
tical validity of simulated results. Finally, the quality of a trading system is estimated
comparing the total return obtained in the teaching time period with that gained in
the test period usually immediately following the teaching period. An effective trad-
ing system usually provides good results in the teaching period and at least satisfac-
tory results in the testing period. It is well known that the results are usually dete-
riorating with widening the test period. Therefore, in practice, the reoptimization,
i.e., the repetition of the optimization procedure is usually used after some period
of real trading (test period) with the use of previously optimized system. Hence, it
is necessary to optimize durations of teaching and test periods. We have tested the
developed trading systems using the prices of FWIG20 futures contract (WIG20 is
the main index of Warsaw Stock Exchange). All the results were obtained with the
use of only one contract in trading without reinvestments and taking into account
the transaction costs. The best results with high profit, smooth profit curve and high
percentage of winning trades we have obtained using 1-hour time frame (1h-Bars).
The optimal durations of teaching and test period (in 2007-2008 years) were found
to be 22 and 4 weeks, respectively. The typical profit curve is shown in Fig. 6.10,
where the teaching and test time periods are separated by vertical black line. The

Profit Curve

™ Tolal Froit
7 e N
— Linear Reg

2007-08-06 2007-08-24 2007-08-13 2007-10-03 2007-10-23 2007-11-14 2007-12-04 2007-12-27 2008-01-21 2008-02-08

Fig. 6.10 Profit curie obtained trading FWIG20 futures contract: the teaching period:
06.08.2007 - 18.01.2008, the test period: 21.01.2008 - 22.02.2008

results obtained in the teaching and test periods are presented in Table 6.3 and Table
6.4. In the last column of Table 6.4, the total profit gained by the system during first
six months of 2008 year is presented.

The average Initial Margin Deposit was $1135 per one contract. To estimate the
efficiency of the system, we propose to treat this Deposit as the average month
investment. In this case, the average month profitability in the test periods in first six
months of 2008 year is $4882/1135/6=0.72. The positive high returns with relatively
high percentage of winning trades in all test periods illustrate well the trading system
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Table 6.3 Results in the teaching periods

06.08.2007- [10.09.2007- [15.10.2007- [19.11.2007- [24.12.2007-
18.01.2008 |22.02.2008 |28.03.2008 [02.05.2008 ]06.06.2008
Profit,$ 8181 5086 4178 3613 7110
Number of trades 144 95 86 112 109
Winning trades,%| 57.64 56.84 59.3 54.64 62.38
Gross profit,$ 14040 11645 10373 10890 10900
Gross loss,$ -5859 -6559 -6195 -7277 -3790

Table 6.4 Results in the test periods

21.01.2008- |25.02.2008- |31.03.2008- [05.05.2008- |09.06.2008- |21.01.2008-
22.02.2008 |28.03.2008 |02.05.2008 [06.06.2008 |11.07.2008 |[11.07.2008
Profit,$ 1160 1522 695 850 650 4882
Number of trades 34 24 18 21 26 123
Winning trades,%| 55.88 54.17 55.55 57.14 61.54 56.91
Gross profit,$ 3577 3122 1459 1391 1527 11077
Gross loss,$ -2417 -1600 -764 -541 -877 -6195

reliability and stability. Taking into account also the high value of the ratio Gross
profit/ Gross loss=11077/6195=1.78 we can say the developed trading system may
be successfully used in the practical trading.

6.3 Summary and Discussion

In this chapter, two approaches to building stock trading expert systems are
presented.

The first of them is based on fuzzy logic representation of trading rules. In the
framework of this approach, two stock trading expert systems are developed and
compared. The first expert systems is built using the special adaptation of well-
known Mamdani’s approach. Another system is based on the recognition that Mam-
dani’s approach had been developed for fuzzy logic controllers, not for solving
decision making problem. Therefore, the so-called “logic-motivated fuzzy logic op-
erators”, based on the other mathematical representation of 7-norm and Yager’s im-
plication rule, were used for the expert system engineering. The efficiency of such
expert systems is naturally measured by comparing the system outputs versus the
stock price movement. It is shown that “logic-motivated fuzzy logic operators” ap-
proach splits out into two different frameworks for expert systems building referred
here as Yager,y. and Yager ., respectively. The results obtained using the real data
of NYSE and Warsaw Stock Exchange allow us to say that the optimized expert
system based on “logic-motivated fuzzy logic operators” framework provides sub-
stantially greater benefits and is more reliable. It is shown that Yager,,. approach
is the most adaptable, profitable and robust method for building fuzzy logic based
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stock trading systems which provides positive final profits even in the case of risky
trading by long positions (buying) opposite to the downtrend.

The second considered approach to building expert and decision support systems
is based on evidential reasoning. Unlike the other known methods, in the framework
of this approach it is possible (in compliance with the key principle of the Dempster-
Shafer theory) to assign a belief mass to a group of events, and aggregate different
sources of evidence using the Dempster’s rule of combination.

The basic principles and features of this approach are illustrated using numeri-
cal examples. In addition, to prove its practicability, the stock trading expert system
based on evidential reasoning has been developed, optimized and tested on the real
data from Warsaw Stock Exchange. It is shown that this system provides high re-
turns (profits) with smooth profit curve and high percentage of winning trades when
trading the futures contract on the main index of Warsaw Stock Exchange (WIG20).
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Chapter 7

Application of Interval and Fuzzy Analysis in
Economic Modeling

In this chapter, a new approach to solving interval and fuzzy equations based on the
generalized procedure of interval extension called “interval extended zero” method
is proposed. The central for the proposed approach is the treatment of “interval zero”
as an interval centered around 0. It is shown that such proposition is not of heuristic
nature, but is a direct consequence of interval subtraction operation. Some method-
ological problems concerned with this definition of interval zero are discussed. It is
shown that the resulting solution of interval linear equations based on the developed
method may be naturally treated as a fuzzy number. An important advantage of a
new method is that it substantially decreases the excess width effect. On the other
hand, we show that it can be used as the reliable practical tool for solving linear
interval and fuzzy equations as well as the systems of them. The fundamentals of
the proposed approach we have published in [67,68]. In this chapter, we present the
generalization of the obtained and some new results.

The applications of the proposed approach are performed by the solution of well
known Leontief’s input-output problem in the interval setting and the solution of the
problem of fuzzy Internal Rate of Return in budgeting.

7.1 Basics of “Interval Zero Extension”” Method

This section deals with the problem of solving interval and fuzzy linear equations.
The generalized procedure of interval extension called “interval extended zero”
method is proposed, which leads to the solution of linear interval equations in the
form of fuzzy number.

Therefore, some interval representations of such fuzzy solution are proposed. It
is shown that they may be naturally treated as the modified operations of interval
division.

The methodological problems concerned with this new approach to interval ex-
tension are discussed.

L. Dymowa: Soft Computing in Economics and Finance, ISRL 6, pp. 241
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It is shown that a new method substantially decreases the so-called excess width
effect, i.e., undesirable and sometimes drastic rising of the width of resulting inter-
vals as the consequence of interval computations.

7.1.1 The Problem Formulation

The problems of interval and fuzzy equations solution are of perennial interest, be-
cause of their direct relevance to practical modeling and optimization of real world
processes including finance [14, 21]], economy [13 20} 54} [74], mechanics [26].

Nevertheless, the problem of interval or fuzzy equations solution is not a trivial
one even for the linear equations such as

A-X =B, (7.1)

where A and B are intervals or fuzzy values. As it is stated in [12]], “...for certain
values of A and B, Eq. (7.1) has no solution for X. That is, for some triangular fuzzy
numbers A and B there is no fuzzy set X so that, using regular fuzzy arithmetic, A - X
is exactly equal to B”.

The same problem takes place in the case of interval form of Eq. (7.1). In other
words, the classical solution too often fails to exist [19]). Therefore, in the frame-
work of modern approaches to the solution of fuzzy and interval forms of Eq. (7.1)
as well as of linear fuzzy and interval systems, an equality of the left and right hand
sides of Eq. (7.1) is not obligatory requirement [[60].

The different numerical methods for solving a specific fuzzy linear system
A - X = B, where the entries of matrix A are real values and the entries of vector
B are fuzzy numbers were proposed in [6, [77]]. Ferreira et al. pro-
posed a numerical method for solving systems of interval polynomial equations.
This method provides only a real valued solution. Abbasbandy and Otadi [4] ob-
tained the real valued roots of fuzzy polynomials using fuzzy neural networks. Shieh
considered the equation B = A + X where A, B are known fuzzy numbers and
the fuzzy number X has to be calculated. It is shown in that this problem can
be formulated in the form of a fuzzy relation.

Although many different numerical methods were proposed for solving interval
and fuzzy equations, including such complicated ones as neural net solutions [16]
[18]] and fuzzy extension of the Newton’s method [l 2], only particular solutions
valid in the specific conditions were obtained.

Currently, the dominant approaches to the solution of linear fuzzy and interval
systems are based on the treating of Eq. (7.1) as a set of real valued equations whose
parameters belong to the corresponding intervals or fuzzy values A and B [49].
In this framework, the important ideas are the concepts of the united solution set
(USS), its subsets called the tolerable solution set (7'SS) and the controllable solu-
tion set [49]. Basing on these ideas, Buckley and Qu [19] and Buckley et al. pro-
posed three solutions of a fuzzy linear system: joint or vector solution Xy, marginal
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solution Xz and the solution X;. It was shown that X; C Xz C X;, that means that the
vector solution X; is the more important one. Muzzioli and Reynaerts [60] proposed
a generalization of the vector solution to the fuzzy linear system A1 x+ b1 = Arx+b.
We note here that the vector solution plays an important role in our further analysis
since it serves as an external constraint for the solution proposed in this section.
Although the significant advances were achieved using these approaches, two prob-
lems are still open. The first of them is of methodological nature: how to interpret
a solution of fuzzy or interval linear equation if it is not a solution of an equation
in the classical sense? The second problem is the so-called “excess width effect”
or inadmissible wide intervals or fuzzy values representing final solutions. In this
section, we propose an approach alleviating these problems.

Since there is a certain pluralism in choosing an appropriate method for solving
fuzzy or interval linear systems, we propose to turn back to the classical approach,
but looking at the problem from the other point of view.

In our opinion, the root of the problem is that the equations

F(X)—B=0, F(X)=B,

where B is an interval or fuzzy value, F (X ) is some interval or fuzzy function, are
not equivalent ones. Moreover, the main problem is that the conventional interval

or fuzzy extension of usual equation, which leads to the interval or fuzzy equation
such as F(X) — B = 0, is not a correct procedure. Really, in the left hand side of this
extended equation we have an interval, whereas in the right hand side we have the
real valued zero. Since an interval can not be equal to the real value we shall call
here this observation “interval equation’s right hand side problem”.

Less problems we meet when dealing with interval or fuzzy equation in the form
of F(X) = B, but in many cases its roots are inverted intervals, i.e., such that X < x.
This fact deserves a more detailed analysis and we study it thoroughly in this section.
We prefer to treat fuzzy values as the sets of ¢-cuts since in this framework we have
no problem of membership function’s shape. Therefore, all fuzzy arithmetic prob-
lems are reduced to the interval ones. The key to the proposed approach is the ob-
servation that “zero” value in interval analysis does not mean “nothing” and a more
natural is the treating of “interval zero” as an interval centered around zero. This
allows us to avoid formally what we call here “interval equation’s right hand side
problem” and to use the classical approach to solving linear interval equations. As
the result, an underdetermined equation with two variables representing the bounds
of an interval root we are looking for is inferred. Of course, such equations nor-
mally have no solutions, but if there are known interval constraints on the variables,
the solution can be obtained in the interval form with the use of constraint satisfac-
tion method CSM [29]. We shall show that such constraints could be obtained from
the basis definitions of interval analysis and that they completely coincide with the
vector solution X reduced to the case of single interval equation.

The technique is based on the fuzzy extension principle [76]. The values of
uncertain parameters in an equation are substituted for corresponding intervals or
fuzzy values and all arithmetic operations are substituted for relevant interval/fuzzy
operations.
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Let us recall some basic principles of the fuzzy arithmetic [[76] needed for further
analysis. In general, for an arbitrary form of membership function the technique of
fuzzy-interval calculations is based on the representation of initial fuzzy values in
the form of the so-called o-cuts which are the intervals associated with the corre-
sponding degrees of membership. All calculations are made with those ¢-cuts ac-
cording to the well known interval arithmetic rules and the resulting fuzzy intervals
are obtained as the set of corresponding final a-cuts. Thus, if A is a fuzzy number,
then A = |J Ay, where Ay is a crisp interval {x: us(x) > a}, aA is a fuzzy value

o
with the support Ag.
Therefore, if A,B,Z are fuzzy values and @ is an operation from {4, —,x*,/},

then
Z=A@B=|J(A@B)y = JAx@B,. (7.2)
o o

Since in the case of -cut presentation, the fuzzy arithmetic is based on the interval
arithmetic rules, the basic definitions of the applied interval analysis should also be
presented. One of the most inconvenient features of interval arithmetic is the fast
increasing of width of intervals obtained as the results of interval calculations. To
reduce this undesirable effect, several different modifications of interval arithmetic
were proposed. The most known are: non- standard interval arithmetic [56]] based on
the special form of interval subtraction and division, generalized interval arithmetic
[36], segment interval analysis [66], centralized interval arithmetic [59], MV-form
[22]. All these approaches provide good results only in the specific conditions. On
the other hand, in practice the so-called “naive” form proposed by Moore [39] is
proved to be the best one [39]. According to it, if [x] = [x,¥] and [y] = [y, ] are crisp
intervals and @ € {4, —,*,/}, then -

K@y = {x@y,vx € [x],Vy € H]}. (7.3)

As the direct outcome of the basic definition (7.3), the following expressions were
obtained:

]+ D] =k +y,x+3], (7.4)
W =Dl=x-53-)l (7.5)
[x]  [y] = [min(xy, %y, xy,%y), max (xy, Xy, 5, X)), (7.6)

/D] = o x] + [1/3,1/],(0 & [y]).- (7.7)

There are many inherent problems within the applied interval analysis, e.g., a divi-
sion by zero-containing interval, but in general, it can be considered as a reliable
mathematical tool for modeling under conditions of uncertainty. It is proved that
a solution of an equation with fuzzy parameters can be obtained using the o-cuts
representation of these parameters [47]. As the result we obtain a system of interval
equations (see Chapter 3 for more detail).
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Let us look at this problem from more general point of view. An important
methodological problem of interval equations solution which is not widely dis-
cussed in the literature is what we call “interval equation’s right hand side problem”.
Suppose there exists some basic non-interval equation f(x) = 0. Its natural interval
extension can be obtained using replacement of its variables by interval ones and all
arithmetic operations by relevant interval operations. As a result we get an interval
equation [f]([x]) = 0. Observe that this equation is senseless since its left hand part
represents an interval value, whereas the right hand part is non-interval degener-
ated zero. Obviously, if [f](x) = [f, f], then equation [f]([x]) = 0 is true only when
f=f=0.1tis easy to show that, in general, the equation [f]([x]) = O can be verified
only for the inverted interval [x], i.e., when X < x. Inverted intervals are analyzed in
the framework of modal interval arithmetic [33], but it is very hard and perhaps even
impossible to meet a real-life situation when the notation X < x is meaningful.

It is known [39] that if an expression can be presented in the different, but alge-
braically equivalent forms, they provide different interval results after interval ex-
tension. The same is true for the equations.

Let us consider interval extensions of the simplest linear equation

ax=>b (7.8)
and its algebraically equivalent forms
X = 97 (7.9)
a
ax—b=0, (7.10)

for a, b being intervals (0 ¢ a ).

Since there are no strong rules in interval analysis for choosing the best form of
equation among its algebraically equivalent representations to be extended, it is nat-
ural to compare the results we get from interval extensions of Eq. (Z.8) - Eq. (Z10).
Let [a] = [a,a] and [b] = [b, b] be intervals. For the sake of simplicity, let us first con-
sider the case of [a] > 0,[b] > 0, i.e., a,@ > 0 and b,b > 0. Then interval extension
of Eq. (Z.8) is [a,a][x,X] = [b,b]. Using conventional interval arithmetic rule (7.6)
from this equation we obtain [ax,@x| = [b, b]. It is clear that equality of the right and
left hand sides of this equation is possible only if @x = b and @x = b and finally we
have

QS

X:

ISmlisy

x=2, (7.11)
As a consequence of the rule (Z7), interval extension of Eq. (Z.9) results in the
expressions

X==,X=

, (7.12)

QIS
ISpRS

It is important that the solution (7.12) is equivalent to what is called as joint or vec-
tor solution X (see [T9]]) in the simplest case of single equation. In this case, the
definition of Xy is automatically reduced to [x] = {x' € R:Ja € [a],3b € [b],ax = b}.
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It is easy to see that this definition (based on the extension principle) is equivalent
to the conventional rule of interval division (Z7). This is not surprising as the con-
ventional interval arithmetic rules (7.4)-(7.7) are based on the “natural extension
principle” [39]. The solution (7.12) plays an important role in our analysis. For the
simplicity, here we shall call it “conventional interval solution”.

Consider some examples.

Example 7.1. Leta = [3,4], [b] = [1,2]. Then from Egs. (7.11) we get x = 0.333,x=
0.5 and from Eqgs. (7.12) x = 0.25,Xx = 0.666.

Example 7.2. Let a = [1,2], [b] = [3,
and from Egs. (7.12) x =1.5,x=4.

o

4]. Then from Egs. (7.11) we getx =3,x =2

Example 7.3. . Let a = [0.1

) = [1,1] (i.e., b is a real number). Then from
Egs. (7.11) we obtain x = 10,x

[b]
3.333 and from Egs. (7.12)) x = 3.333,x = 10.

We can see that interval extension of Eq. (Z.8) may result in inverted intervals [x],
i.e., such that ¥ < x (see Examples 2 and 3), whereas extension of Eq. (Z.9) gives us
correctintervals (x < ¥). It is worth noting that interval extension of Eq. (Z.9) will al-
ways provide the correct resulting intervals because Eqs. (7.12) are inferred directly
from the basic definition (Z.7). For our purposes it is quite enough to state that in-
terval extension of Eq. guarantees the resulting intervals be correct ones in
all cases, whereas interval extension of Eq. (Z.8)) may result in practically senseless
inverted intervals. It is worth noting that in Example 3, the formal interval exten-
sion of Eq. (Z.8) leads to contradictory interval equation since in the right hand side
of extended Eq. (Z.8) we have a degenerated interval b (real value), whereas the
left hand side is an interval. In all such cases the solution of interval extension of
Eq. (Z8) is an inverted interval. This, at first glance, strange result is easy to explain
from common methodological positions. Really, the rules of interval mathematics
are constructed in such a way that any arithmetical operation on intervals results in
an interval as well. These rules conform to the well known common viewpoint that
any arithmetical operation with uncertainties should increase total uncertainty (and
entropy) of a system. Therefore, placing the degenerated intervals in right hand side
of Eq. (Z.8) would be equivalent to the requirement to reduce an uncertainty of the
left hand side down to zero. This is possible only in the case of inverse character
of the interval [x] that in turn can be interpreted as a request to introduce negative
entropy into a system.

The standard interval extension of Eq. is [ax,ax| — [b,b] = 0. With the use
of interval arithmetic rules (7.4) and (7.5), from this equation we obtain [ax — b,
ax — b] = 0 and finally

X =

IR IS
QIII%‘

X:

Itis easy to see that in any case x > X, i.e., we obtain an inverted interval. Obviously,
such solution may be considered only as absurd one. We can say this fact is the direct
consequence of that conventional interval extension of Eq. (ZI10) is in contradiction
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with the basic assumptions of interval analysis since the right hand side of this
equation always is the degenerated zero, whereas the left hand side is represented
by interval.

Summarizing, we can say that only Eq. (Z.9) can be considered as the reasonable
base for interval extension. On the other hand, from this base we obtain Eqs .(7.12)
which often result in a drastic extension of the output interval in comparison with
input intervals (see Example 3, where the width of the resulting interval [x] is almost
35 times greater than the width of the initial interval [a]).

It is worthy to note here that we can use Eq. (Z.9) only in the simplest cases of
linear equations, whereas the key methodological problem we deal with is to find an
adequate interval extension of linear and nonlinear equations in their most general
form f(x) = 0.

It is easy to see that there is no way to improve the interval solutions we obtain
from interval extensions of Eq. (Z.8) and Eq. (Z.9). In general, an effect of interval’s
width increasing can not be eliminated at all since it reflects the reality and is con-
sistent with the indeterminacy (entropy) increase principle. Nevertheless, it does not
mean that we could not attempt to improve interval arithmetic rules to reduce the
width of resulting intervals to the maximum possible extent.

That is why, let us turn to the consideration of Eq. and look at it from another
point of view.

Strictly speaking, in the framework of conventional interval analysis any inter-
val extension of Eq. (Z.I0) is not a correct operation since we obtain an interval
mathematical expression only in the left hand side of the equation, whereas in its
right hand side the usual zero integer is not changed. In our opinion, the root of the
problem is that the conventional approach to the interval extension do not involve
an operation we call “interval zero extension”. Formally, when extending equation
Eq. (Z.10), one obtains not only interval in its left hand side, but interval zero in
the right hand side, and in general, this interval zero cannot be degenerated interval
[0,0].

In other words, we propose an operation called “interval zero extension” to obtain
an “interval zero” in the right side of extended Eq. (ZI0). Since “interval zero” is
not a degenerated interval, such approach makes it possible to solve the problem of
the correct interval extension of Eq. (Z.10).

First of all, what is “interval zero”? In conventional interval analysis [39]], it is
assumed that any interval containing zero may be considered as the “interval zero”.
This is a satisfactory definition to suppress the division by zero in the conventional
interval arithmetic, but for our purposes a more restrictive definition is needed. Let
us look at this problem from another point of view. Without a loss of generality,
we can define the degenerated (usual) zero as the result of the operation a — a,
where a is any real valued number or variable. Hence, in a similar way we can
define an “interval zero” as the result of operation [a] — [a], where [a] is an in-
terval. It is easy to see that for any interval [a] from basic definitions (7.3) and
(7.5) we get [a,a] — [a,a] = [a —a,a — a] = [—(@— a),a — g]. Therefore, in any case
the result of interval subtraction [a] — [a] is an interval centered around 0. Another
approach to the interval subtraction [a] — [a] and division [a]/[a] is the so-called
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“dependence” hypothesis. It is based on the assumption that any x € [a] is depen-
dent on corresponding x that belongs to the other sample of [a]. Hence, [a] — [¢] =0
and [a]/[a] = 1. The “dependence” hypothesis is well known and in some partic-
ular cases provides quite good results [38]]. Nevertheless, in our case we prefer to
use the other reasoning. It is clear that generally the result of interval calculations
in the left hand side of Eq. (Z.I0) is not obligatory presented by the subtraction of
dependent intervals. Therefore, to define an “interval zero”, the subtraction of in-
dependent intervals should be considered. Let [a] and [b] be independent intervals.
Then from basic definition (7.5) we get [a] — [b]=[a — b,a — b] and in the asymptotic
case when ¢ — b and @ — b we obtain ([a] — [b]) — ([a] — [a])=[—(@—a),a — 4.
Obviously, there is no need for “dependence” hypothesis in such reasoning. There-
fore, in all cases when we write anything like [a] — [a] we threat such expression
only in interval arithmetic sense according to the general definition (7.5).

Thus, if we want to treat a result of subtraction of two identical intervals as “inter-
val zero”, then the most general definition of such “zero” should be “interval zero is
an interval centered around 0”. It must be emphasized that introduced definition says
nothing about the length of “interval zero”. Really, when extending equation such
(7.10) with previously unknown values of variables in the left hand side,the only
thing we can say about the left hand side is that it should be an interval centered
around with a not defined length. Hence, in general case, as the result of interval
extension of Eq. (Z.10) we get

la,a][x,x] — [b,b] = [—y,Y], (7.13)

where y is an undefined parameter. The method for solving Eq. (7.13) has been
developed. The right hand side of Eq. (7.13) is an interval centered around zero
which can be treated as an interval extension of the right hand side of Eq. (Z.10),
in other words, as an interval extension of 0. This is the reason for us to call our
approach “interval extended zero” method. Of course, the value of y in Eq. (7.13) is
not yet defined and this seems to be quite natural since the values of x, X are also not
defined.

At first, consider the case of positive interval numbers [a] and [b], i.e., a,@,b,b >
0. Then from Eq. (7.13) we get

@_E: -
{ﬁ—b—y. (7.14)

Summing the left hand sides and the right ones in Eqgs. (7.14) we obtain only one
linear equation with two unknown variables x and X:

ax+ax—b—b=0. (7.15)

It is impossible to get a single real valued solution of Eq. (7.15)) as it is an under-
determined equation. On the other hand, if there are some constraints on the values
of unknown variables, then Eq. (7.15) with these constraints may be considered as
the so-called constraint satisfaction problem [29] and its interval solution may be
obtained.
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In our case of continuous variables the appropriate definition of the constraint satis-
faction problem (CSP) can be presented as follows: given a vector (xy,...,x,) of un-
knowns, a (C,x) constraint system is defined by a set of constraints C = {ci,...,c,}
and a bounded domain x = x; X ... X x;, as follows:

Ci: filxt,eixn) =0, i=1,...,n,

Cj:fj(xlw";xn) < Oa j:m+17"'apa
X € [)_Ck,fk], k=1,....n.

The constraints are presented by linear or nonlinear analytic expressions which do
not need to be differentiable. Each variable lies in a closed interval. The Cartesian
product of variable domains x is called a box. The solution set is the set of tuples
in x that satisfy all the constraints from C. The purpose of interval-based algorithms
is to generate a set of n-dimensional boxes whose union encloses the solution set.
These boxes can be generated using, e.g., a branch-and-prune algorithm.
Nevertheless, in our case there is no need for such complicated numerical method
as the analytic solution can be obtained. In our case, x = x x X. So the set of con-
straints should be defined. As the first of them, we can treat the Eq. (7.15) itself. The

other constraint on the variables x and ¥ is the solution of Eq. (7.15) in assumption
that x = ¥. In this degenerated case we get the solution of Eq. (7.15) as x,, = % It
is easy to see that x;, is the upper bound for x and the lower bound for ¥: if x > x,, or
X < x,, we get the degenerated solution of Eq. (7.15), i.e., x > X. The lower bound for
x and the upper bond for X should be defined too. It is known that there are no strong
rules for definition of the constraints in the framework of CSP. Generally, they can
be introduced as “external” ones with respect to the considered problem. However,
in our case there is no need for “external” constraints. We can use the conventional
interval solution (7.12) to define the constraints as it provides the widest interval
solution and may be obtained from the basic definition of interval arithmetic.

Therefore, we define the natural lower bound for x and the upper bond for ¥ as
A
=

follows: x =

ISy

Thus, we have [x] = [% ,Xm] and [X] = [, g] These intervals can be narrowed
taking into account Eq. (7.15) which in the spirit of CSP is treated as a constraint. It
is clear that the right bound of x and the left bound of ¥, i.e., x,,, can not be changed
as they present the degenerated (real valued) solution of Eq. (7.15). So let us focus
of the left bound of x and the right bound of X. From (7.15) we have

b+b—ax b b+b—ax b
-ijia)_ce[xma_]vx:jf_vﬁe[fvxmy (716)

a a a a
Obviously, when X is maximal in the interval [x,, %] e, X = g, we get the mini-

_ btb

mal value of x, i.e., X, = %27 — 3—12’ Similarly, from (Z.16) we get the maximal in the

b+b _ ab
a @

lS

. b _ . _
interval [Z,x,] value of X e, Xmax = when x =
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Generally, it is possible that x, ;. < % and Xmax > g Therefore, the maximal lower
bound of x and the minimal upper bound of X can be presented by the expressions

xk = max (b btb z?) XU, =min (Z , bZTE ”b) respectively. Therefore, we
get the following 1nterval solution of Eq. (7.15):

] = {ﬁn%} ] = Bigfﬁ} (7.17)

It is important that in the framework of CSP, the following relations between x&,

_b U _bth ab..c-U _ b
and ¥/, are fulfilled in calculations: if xk,, = 2, then ¥V, = 2tP ST, = o
then xk . = % - Z—é’ It is worth noting that in our simplest case, the method based

on CSP. i.e., CSM leads to the solution, which have one of the bounds (upper or
lower, see (Z.17)) the same of corresponding bound of conventional interval solution

(in the considered case of positive [a] and [b], the solution is as follows: x5, = %,
U _ btb _ab
Ymin =7 T2

Taking into account our remark concerned with equivalence of the conventional
interval division rule and the so-called vector solution X; [19, [17], we can say X;
serves as an external constrain or envelopment of our solution.

It is seen that Eqs. (Z17) define all possible solutions of Eq. (7.15). The values
xb. ¥ . constitute the interval which produces the widest interval zero after of its
substitution in Eqgs. (7.14). In other words, the maximum interval solution’s width

in — Xmax corresponds to the maximum value of y: ymax = % — b. Substi-
tution of the degenerated solution x = X = x,, in Egs. (7.14) produces the minimum
value of y: yin = E'Z;%Q.

Indeed, using the conventional CSM we get an approximate interval solution of
underdetermined real valued equation which has no solution in usual sense. The
similar problem we meet in the case of interval and fuzzy equations which often
have no solution in usual (classical) sense too. Therefore, an approximate solution
of interval equation obtained using the CSM and “interval extended zero” method
may be treated as the natural extension of CSM.

It is clear that for any permissible solution x’ > xﬁw we have corresponding ¥’ <

3., for each X > ¥’ inequalities ¥' < ¥ and y” < y’ take place. Thus, the formal
interval solution (Z.I7) factually represents the continuous set of nested interval
solutions of Eq. (7.15). Hereinafter, we show that this set of interval solutions can
be in a natural way interpreted as a fuzzy number.

We can see that the values of y characterize the closeness of the right hand side of
Eq. (7.13) to degenerated zero and the minimum value y,,;, is defined exclusively by
interval parameters [a] and [b]. Hence, the values of y may be considered, in a certain
sense, as a measure of interval solution’s uncertainty caused by initial uncertainty
of Eq. (7.13). Therefore we can introduce

Winax = X2 — xk

a:l—M7 (7.18)

Ymax — Ymin
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which may be associated with each permissible solution of Eq. (7.13), [x,X]. We can
see that o rises from 0 to 1 with a decrease in the interval’s length from maximum
value to 0, i.e., with an increase of the solution’s certainty. Consequently, the values
of oo may be treated as labels of a-cuts representing some fuzzy solution to interval
Eq. (7.13). Finally, we obtain the solution in the form of triangular fuzzy number

(see Fig. 7.1): 3
i—{xL QH’,?JJ } (7.19)

min

Q

—ir
X min

1
+
)

152
+
=

Fig. 7.1 Fuzzy root of fuzzy Eq. (7.13)

of interval linear equation based on the Eq. (7.13), we obtain a triangular fuzzy
number with a support which in all cases is included in the interval obtainable from
conventional interval extension of Eq. (Z.9).

An important characteristic of the fuzzy solution ¥ is its mode x,, = % (see
Fig. 7.1). It was shown above that x,, is a degenerated solution of Eq. (7.15), i.e.,
X =X = Xp. On the other hand, x,, is an asymptotic solution when intervals [a] and
[b] contract to the points. Thus, x,, plays in a fuzzy solution the role similar to a
middle point of usual interval.

At first glance, it seems somewhat surprising to have a fuzzy solution of interval
equation. On the other hand, the proposed “interval extended zero” method is based
on some restricting assumptions. The main assumption is the treating of “interval
zero” as an interval centered around 0. As a consequence, we obtain a solution in
the form of triangular fuzzy number, which is more certain result than the interval
representing its support since such fuzzy number inherits more information about
possible real valued solutions.

Another explanation of these results can be provided using the following inex-
act, but intuitively obvious reasoning. When we have interval uncertainty in the
parameters of an equation, then we usually produce the interval of possible values
of the solution. Intuitively, however, some values from this interval are more plau-
sible (probable) and some are less plausible (probable). For example, if we know
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that x = a + b and we know that ¢ and b are in the intervals [—1, 1], then strictly
speaking, we can only guarantee that x belongs to the interval [—2,2]. However, in-
tuitively, the value 0 is much more plausible (probable) than say 2 because the only
way to get 2 is to have the worst-case situation of @ = b = 1, while 0 can come from
many different values of a and b. It is therefore desirable to supplement the widest
interval solution with the fuzzy number describing which values from this interval
are more plausible and which are less plausible.

The developed method can be illustrated graphically. Consider the example [a] =
[1,3], [b] = [3,5]. Evidently, the shaded area in Fig. 7.2 is formed by the natural
constrains (7.12) and x < X. Since in addition for each pair x,%, Eq. (7.15) should

P S S I g*5—5+5*;—b=ﬂ

—

Fig. 7.2 Graphical illustration of the solution procedure

be verified too, we conclude that the segment between the points A and B in Fig.
7.2 includes all feasible solutions of Eq. (7.15). It is easy to see that at point A we
have the widest interval [x,¥] = [1, 7]. In other words, this point corresponds to the
lowest ¢-cut of the fuzzy solution (see Fig. 7.3). Point B corresponds to the real
value solution, i.e., x =X and o = 1 (see Fig. 7.2 and Fig. 7.3). The points between
A and B correspond to the intermediate o-cuts (0 < o < 1).

It is important that introduced “interval zero” [—y,y] in the right hand side of
Eq. (7.13) may be naturally treated as an “error” of an approximate fuzzy solution.
Obviously, substituting the widest interval solution [x,¥] = [, ] obtained in the
considered example in Eq. (7.13) we get the maximal “error” of the approximate
solution [—4,4]. On the other hand, substituting the conventional interval solution
Eq. (7.12) (which is the same as joint or vector solution X; [17,[19]) into Eq. (7.13)
or Egs. ( 7.14), we get in the right hand side of these equations the interval “error”
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[—4,12]. Tt is seen that the proposed “interval extended zero” method provides the
substantially smaller “error” than the conventional or joint solution X; can produce.
It is important also that using the “interval extended zero” method we get an “error”
in the form of the centered around zero interval which can be naturally treated as
an “interval zero”. It is shown in the Fig. 7.3 that the width of the fuzzy solution
obtained in the considered example is substantially smaller than that of the conven-
tional interval solution.

f |
10— llll
'51

08— ! Inferval solartion (7.12)
06— !
04—

Fezy sobobwn (7 19

—
02 AP
| | |

o 1 2 3 4 5 4@

Fig. 7.3 Fuzzy and interval solutions of Eq. (7.13) for [a] = [1,3], [b] = [3,5]

In the similar way, the fuzzy solutions of Eq. (7.13) have been obtained for other
placements of intervals [a] and [b]. In these cases, interval extensions of (7.10) are
usually resulted in the expressions different from (7.12) and Eq. (7.15) takes another
forms too.

In the case of [a <O,[b]>01e.,g,550,25>0wegetax b+ax—b=0,
f:{_mdx,’;izrzm},xadx—max<§7%—i—§>,xgl = min(4, 22 — &),

In the case of [a] > 0, [b] <0, 1e,c_l,ﬁ>0_,QE<0wegetax b+ax—b=0,
f:{_max’2157_gln}’xﬁwx_max(%#_g_b)’)_C%in:mln(;%_z_g)

In the case of [a] < 0, [b] <0, ie,a,a<0,b,b<0wegetax—b+ax—b=0,
j:{_max’ziﬁ’_%1n}7xﬁ1ax_ma (gb;_b_;:b)’)_cgnn mm(%’% ZI;)

In the case of [a] > 0,0 € [b], we getax—b+ax—b=0, ¥ = {gﬁambz—?,)_cgm},
gﬁj —max(%bj—b—g),)_cgmfmm(g?%g—g)

In the case of [¢] < 0, 0 € [b], we get ax E—i—a_—Q:OJ:{gﬁasz—?,Xﬁin},
gfn —max(%%—%),xmm min(%%—g)
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Obviously, we can assume the support of obtained fuzzy number to be a solution
of the analyzed problem. Such a solution may be treated as a “pessimistic” one since
it corresponds to the lowest a-cut of the resulting fuzzy value. We use here the word
“pessimistic” to emphasize that this solution is charged with the largest imprecision
as it is obtained in the most uncertain conditions possible on the set of considered
o -cuts.

On the other hand, we can treat it as an approximate solution of the initial interval
equation (7.10), which in turn can be formally presented in the algebraically equiv-

alent form of interval division [x] = % Therefore, the solution [x,¢,Xmin] can be
formally treated as the result of modified interval division. Hereinafter, such result
will be denoted as [x] mod -

The concept of modified interval division plays an important role in the solution
of linear interval systems presented in the following section.

The solution [x] 04 is only a rough representation of the obtained fuzzy solution.
Therefore, it seems natural to utilize all additional information available in the fuzzy
solution.

We can reduce the resulting fuzzy solution to the interval solution using well
known defuzzification procedures. In our case, the defuzzified left and right bounds
of the solution can be represented as follows:

1 1—
x(a)do _ x(a)do

Xjof = Jo x(e)da —f ) Xdef = Jo x(@)da f Jdo (7.20)
Joda Joda

Expressions (7.20) present the simplest form of type reduction and the result is
an interval. They emphasize that contribution of the a-cut to an overall estimation
rises with increase of ¢.. Hence, we can say that the use of Esp. (7.20) provides
the less type reduction “error’” than using the support of the fuzzy solution, as these
expressions utilize more information of this solution. Of course, the set of com-
plementary parameterized weighted functions of & can be used in these integrals.
Nevertheless, if there are no additional reasons to introduce such functions, the sim-
plest form of the type reduction (like (7.20)) should be used. For example, in the
case of [a], [b] > 0, from (7.14) and (7.18) we get the expressions for x(a) and X(c).
Substituting them into Esp. (7.20) we have

_ E _ Ymax + Ymin _

3 _ Ymax + Ymin
a 26_1 sAdef .

+ 2a

Xief (7.21)

b
a
Hereinafter, such interval solutions which can be treated also as the results of mod-
ified interval division will be denoted for all placements of [a] and [b] as [x] mod def-

It is easy to prove that the obtained interval [x,,/,Xa.y] is always included

into support interval of the initial fuzzy solution, i.e., [Xz.f, Xgef] C [Xhgrs Xopiy]- TO
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illustrate, let us consider the example: [a] = [14,60], [b] = [25,99]. In the conven-
tional interval arithmetic, Egs. (7.12) provide [x,X] = [0.42,7.07]. Using the pro-
posed method we get [x5,, X5 ] = [0.42,1.97] and [x,,f,Xqef] = [1.04,1.82]. It is
easy to see that [y, r,Xgef] C (X5 Xin] C [x,%]. Moreover, the length of [x,X] is 4.3
times greater than that of [xL, ¥V ] and 8.5 times greater than that of XaefsXdef]-
Thus, the proposed method provides a considerable reduce in the resulting interval’s
length in comparison with that obtained using conventional interval arithmetic rules.

The developed approach to solving interval linear equations was used to develop
a new interval Gauss elimination algorithm allowing us to solve the interval ex-
tended Leontiefs input-output problem without drastic increasing of resulting in-
tervals (see Subsection 7.2.2). The method presented here may be considered as a
general framework for solving not only linear interval equations and sets them, but
interval and fuzzy nonlinear equations as well.

7.1.2 Solution Linear Fuzzy Equations

Let us consider a fuzzy linear equation
A-X=C, (7.22)

where A , C are fuzzy values.
Using the o -cut representation of fuzzy values

A= U[a]a,C = U[C]Oh

where [a]y ,[c]« are intervals on the o -cuts, and the “interval extended zero” method
described in the previous subsection, the problem (7.22) can be reformulated as the
set of crisp interval equations on the corresponding o-cuts.

Then taking into account that the “interval extended zero” method leads to the
fuzzy solution of an interval equation, the problem (7.22) finally takes the following
form:

U([a]aXoc —[da) = [=¥Y]a; (7.23)
o
where X, is a fuzzy value to be found as a solution of interval equation on the
corresponding o -cut. The role of the undefined parameter y has been clarified in
the Subsection 7.1.1. As the solution of (7.23) provides the set of X, the generalized
solution of (7.22) in the spirit of o -cuts based approach can be presented as X =
%{JX,Z.

Let us consider two simple examples. In the first of them, the values A and C are
the symmetrical trapezoidal fuzzy numbers A = [14,30,44,60], C = [25,50,74,99]
(see Fig. 7.4).
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0.5

v

o 20 40 &0 a0 100

Fig. 7.4 Symmetrical fuzzy parameters of Eq. (7.22)

The resulting solution in the form of the set of X, is presented in Fig. 7.5. It is
seen that X, have a common peak.

0 1 A 3  x

Fig. 7.5 Solution of Egs. (7.23) in the case of symmetrical fuzzy parameters

Nevertheless, if A and C are asymmetrical fuzzy number, then the resulting X,
have no a common peak. For example, if A = [14,26,40,60], C = [25,60,80,99]
(see Fig. 7.6), we get the result presented in Fig. 7.7.

The fuzzy solutions on the ¢ -cuts in the case of symmetrical A and C have a
common peak which in this case corresponds to real valued solutions S’Iigz (see
Fig. 7.1) of interval equations on ¢-cuts. It is easy to see that these real valued
solutions are the same for the symmetrical A and B, whereas they are different ones
for the asymmetrical A and C. Therefore, in the last case there is no common peak.
It is seen that fuzzy solutions on o-cuts are not nested. This is the cost of the use
of CSM which is not a linear procedure (see (Z.17)). A natural question arises: how
to use such set of not nested fuzzy solutions on the ¢ -cuts? We use the standard
disjunction procedure, i.e., the final fuzzy solution is constructed as X = |JX¢. In

o
practice, this solution can be simplified as it is usually enough to take into account
only the lower and upper a-cuts: X = Xy U X;. Using this approach, the set of X
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shown in Fig. 7.7 can be finally transformed to the fuzzy solution presented in Fig.
7.8. Therefore, the lack of nesting of the local solutions we obtain on the o-cuts is
not a practical problem.

Q{u

05

0 20040 &0 a0 100

Fig. 7.6 Asymmetrical fuzzy parameters of Eq. (7.22)
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Fig. 7.7 Solution of Eqs.(7.23) in the case of asymmetrical fuzzy parameters
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Fig. 7.8 Aggregated solution of Eq. (7.23) in the case of asymmetrical fuzzy parameters
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It is important that in the both considered examples, the maximal length of gener-

alized solution, i.e., the length of bottom of the trapezoidal fuzzy number X = (X,
o
is substantially smaller than that obtained using the conventional approach, i.e., ex-

pressions (7.12) on each a-cut. At first glance, it seems rather surprising that there
is an appreciable difference between the solutions obtained in considered examples
in spite of that the bottoms of A and C in both cases are the same. Nevertheless, this
difference is easy to explain taking into account the clear-cut distinction between
the tops of A and C in these examples.

7.2 Solving Interval Linear Systems and the Interval Leontiev’s
Input-Output Problem

Since the presented in previous section “interval extended zero” method leads to
the fuzzy solution of interval equation, its interval representations are proposed. It
is shown that they may be naturally treated as the modified operations of interval
division. These operations of interval division are used for the modified interval ex-
tensions of known numerical methods for solving systems of usual linear equations
and finally for solving systems of linear interval equations. Using the well known
example, it is shown that the solution obtained using the proposed approach can be
treated as the inner interval approximation of the united solution and the outer in-
terval approximation of the tolerable solution and lies within the range of possible
AE-solutions between the extreme tolerable and united solutions.

Seven known examples are used as an illustration of the method’s efficacy. It is
shown that the proposed new method provides results which are close to the so-
called maximal inner solution. The proposed method not only decreases the excess
width effect, but makes it possible to avoid the inverted interval solutions too. The
influence of system’s size and zero entries on the resulting excess width effect is
analyzed using the Leontief’s input-output model of economics as an application of
the proposed method.

7.2.1 Solving Systems of Interval Linear Equations

The developed method for solving systems of interval linear equations is based on
the modification of the usual interval Gauss elimination procedure (UI/GE P) which
briefly can be presented as follows.

Let [A][x] = [b] be a system of interval linear equations, where [A] is an n X
n interval matrix with interval entries [a;;], [b] is a column interval vector with n
entries [b;], [x] is a interval solution vector.

In the forward elimination stage, the system is reduced to the triangular form
using elementary row operations:

[ai] ¥ [ag,;] P

kD) rg )
[aij] = [ai] [aw]®
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[aa] ®) [ ™

(k1) ()
= @

la]® £0,  (k=1,2,...n— i, j=k+1,k+2,....n), (7.24)

where k is the row number.

In the backward elimination stage, the interval solution vector is obtained as fol-
lows:
[b"](n)

[ann] ()

b

] =

B0 — 5 ay) ;)
Jj=i+1

@™

[xi] =

(i=n—1,n—2,...,2,1). (7.25)

The usual interval arithmetic rules are applied in UIGEP. To improve the numerical
stability of the above algorithm, partial pivoting, based on the means of interval
entries is employed in the forward elimination stage.

To develop the modified interval Gauss elimination procedure (MIGEP), the
usual operation of interval division in (7.24) and (7.25) is substituted for the modi-
fied interval divisions presented in previous Section.

First of all we compare the results obtained using our method with the so-called
formal, united, controllable and tolerable solution sets which play an important role
in the theory of interval analysis [[71]. The key concept in the solution of interval
equations is the so-called formal solution of the interval equation sometimes re-
ferred to as the algebraic solution. By definition, an interval solution (interval vector,
matrix, etc.) is called a formal solution of the interval equation (system of equations,
inequalities, etc.) if substituting this interval into the equation and executing all in-
terval arithmetic operations results in a valid equality. There are also the following
three solution sets which have been the subject of (more or less) active research in
modern interval analysis:

e United solution set

Euni([A],[p]) = {x € R"|(3A € [A])(Fb € [b])(Ax = b)} formed by the solutions of
real valued system Ax = b with A € [A] and b € [b]. It is undoubtedly the most pop-
ular solution sets due to historical origination of interval analysis from sensitivity
problems. =,,;([A], [b]) is sometimes called the simply solution set. Its analogue for
dynamical systems is the well-known attainability set (see [32.

e Tolerable solution set

Zo1([A],[p]) = {x € R"|(VA € [A])(Fb € [b])(Ax = b)} formed by all real valued
vectors x such that Ax = b for any A € [A] (see, e.g., [31L161L[69]) It was actually the
first of the solution sets whose definition involves different logical quantifiers.
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e Controllable solution set

Ear([A],[B]) = {x € R"|(Vb € [b])(FA € |A])(Ax = b)} formed by all real valued
vectors x € R", such that for any desired Vb € [b] we can find an appropriate A € [A]
satisfying Ax = b (see [70]).

Since obtaining united, tolerable and controllable solution sets is an NP-hard prob-
lem, these solutions are usually illustrated using examples of 2 x 2 linear interval
systems. Therefore, we consider the popular interval linear system from [9] repeat-
edly considered by many authors as an example:

[27 4] [ ] _ [_2v 2]
A= {[ 12 24 | 2= |22
In this case, the controllable solution set is empty [[71]. The tolerable, united and for-

mal solutions of this system are presented in Fig. 7.9 together with the solution ob-
tained using the usual interval Gauss elimination procedure ([x] = ([—5,5],[—4,4]))
and the solution obtained using the modified interval Gauss elimination ([x],,,q =
([—0.96,0.96],[—0.92,0.92])). We can see that the usual interval Gauss elimination
procedure produces the outer interval estimate (enclosure) of the united solution set
and the formal solution (x=([—1,%],[— 3, 3])) really provides a good inner approx-
imation of the tolerable solution set. It is seen that in this example, our solution
obtained using the modified interval Gauss elimination procedure can be treated
as an inner interval approximation of the united solution and an outer interval ap-
proximation of the tolerable solution. However, the united solution set (often called
simply solution set), tolerable solution set and controllable solution set, are only
extreme points of a large family of all possible AE-solution sets. The definition of
AE-solution set seems to be much more complicated than those of the united, toler-
able and controllable solution sets, but is similar to them. The complete definition
and detailed description of AE-solution sets are presented in [63} [71]]. It is known
that in the case of n x n linear interval system there are 27(n+1) AE -solution sets (see
[71]] p.347). For example, we can consider 61 generalized AE-solution sets for an
interval linear 2 x 2 -system. Therefore, in Fig. 7.10 we present a comparison of our
solution ([x];eq = ([—0.96,0.96],[—0.92,0.92])) obtained using the modified inter-
val Gauss elimination procedure with some of the AE-solutions obtained in (p-
349) for the considered example of a 2 x 2 system. It is easy to see that our solu-
tion lies within the range of possible AE-solutions between the extreme tolerable
and united solutions. To show the features and the advantages of our approach, we
shall use some examples which are characterized by some specific features and can
be considered as critical tests. Two versions of MIGE P were examined: the first is
based on the widest interval result of modified division [x] moq , the second - on the
defuzzified result of modified division [x] mod ¢es (se€ previous section).
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Fig. 7.9 Solutions of the example 2 x 2 system of linear interval equations: 1-the solution
obtained using the usual interval Gauss elimination procedure, 2- the solution obtained us-
ing the modified interval Gauss elimination, 3-tolerable solution, 4-united solution, 5-formal
solution

Therefore, the solutions obtained using UIGEP and MIGEP will be denoted as
[xi], [xi] mod »[Xi] mod def» I = 1,...,n, respectively. Seven well known in the literature
examples were used to compare the methods:

Example 1 from [37]:

0.7,1.3] [~0.3,0.3] [-0.3,0.3] [—14,7]
A= [[-03,03] [0.7,1.3] [-0.3,03]| B=| [9,12]
[—0.3,0.3] [-0.3,0.3] [0.7,1.3] 3,3]

Example 2 from [63]:

[3.7,43] [-1.5,-0.5] [0.0,0.0] [—14,14]
A= |[-15,-05] [3.7.43] [-15,-05]| B=| [9,9]
(0.0,00] [~1.5,-0.5] [3.7,4.3] [—3,3]

Example 3 from [63]:

3.7,43] [~15,-0.5] [0.0,0.0] [—14,0]
A=|[-15,-05] [3.7,43] [-1.5,-05]| B=| [-9,0]
0.0,00] [~1.5,-0.5] [3.7,4.3] [—3,0]
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Fig.7.10 A comparison of the solution ([x],,,q = ([—0.96,0.96],[—0.92,0.92])) obtained us-
ing the modified interval Gauss elimination procedure with some of AE-solutions from [71]]
(p. 349): the original notation of AE-solutions (Z()) used in [71] is retained
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Example 4 from [63]:

3.7,43] [~1.5,-0.5] [0.0,0.0] [0, 14]
A=|[-15,-05] [3.7,43] [-15,-0.5]| B=| [0,9]
0.0,00] [~15,-0.5] [3.7,4.3] [0,3]

Example 5 from [63]:

3.7,43] [-1.5,—0.5] [0.0,0.0] 2,14]
A=|[-1.5,-05] [3.7,43] [-1.5,-05]| B=|[-9,-3]

0.0,00] [~1.5,—0.5] [3.7,4.3] [~3,1]

Example 6 from [63]:
3.7,43] [~1.5,—0.5] [0.0,0.0] 2,14]
A=|[-15,-05 [3.7,43] [-15,-05]| B=]| [3,9]
0.0,0.0] [~1.5,-0.5] [3.7,4.3] [~3,1]

Example 7 from [37]:

_ [ [23][0,1]] 5 _ | [0,120]
A= 2] = o 2o

The numbered examples correspond to the numbers in Table 7.1. These examples
are characterized by some specific features and can be considered as critical tests.
In Table 1, the results obtained with the use of the usual interval Gauss elimination
procedure ([x;]) and the modified interval Gauss elimination procedure ([x;] moq and
[Xi] mod dey) are compared with those obtained by Markov [57, 58] using the Jacobi
type iteration method since Markov’s results can be treated as the maximal inner
solution [51]].

It is seen that only in the examples 2, 5 and 7, does Markov’s method provides
non-inverted interval solutions which can be treated as inner interval estimates of
the solution set since it was proved by Shary [71] that “If a proper (non inverted)
interval vector [x] is a formal solution to the equation [A][x] = [b] then [x] is an
inner interval estimate of the solution set.” Hence, the inverted solutions obtained
by Markov in the other examples are not maximal inner solutions. Of course, within
the frameworks of directed interval arithmetic, “modal” arithmetic or the extended
interval arithmetic developed by Kaucher [46], inverted interval solutions make a
sense from a purely mathematical point of view. But it is very difficult to use inverted
intervals in economical or mechanical applications. We can see that in examples
2, 5 and 7 the results obtained using our methods are close enough to Markov’s
solutions (an exception is the example 7 where the Markov’s method provides the
considerable narrower solution than our method). But the most important is the
fact that in all the considered examples, our methods provide non-inverted interval
solutions which are considerable narrower that those obtained by the usual interval
Gauss elimination procedure.
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Table 7.1 A comparison of obtained solutions

Markov’s method| [x;] mod def (%] mod [xi]
[9.13, -13.05] |[-14-19, 8.80]| [-37.29, 31.91] | [-101, 91]
[16.77,7.16] |[3.45,11.60] | [-10.22, 25.21] |[-62.25, 99]
[11,-2.68] [-8.59, 12.43]| [-22.12,25.92] | [-66, 90]
[-2.93,-2.93] |[[-2.43,2.43]| [-6.30,6.30] |[-6.38, 6.38]
[-0.94,-0.94] |[-2.67,2.67]| [-6.21,6.21] |[-6.40, 6.40]
[-0.37,-0.37] |[[-1.50,1.50]| [-3.15,3.15] |[-3.40, 3.40]
[-3.46,-0.94] [[-3.40,-1.28]| [-4.73,0.00] |[-6.38, 0.00]
[-2.31,-1.77] |[-3.16,-1.19]| [-4.23,0.00] |[-6.40, 0.00]
[-0.90, -0.94] [[-1.62,-0.54]| [-2.25,0.00] |[-3.40, 0.00]
[0.94, 3.46] [1.28, 3.40] [0.00, 4.73] |[0.00, 6.38]
[1.77,2.31] [1.19, 3.16] [0.00, 4.23] |[0.00, 6.40]
[0.94, 0.90] [0.54, 1.62] [0.00, 2.25] |[0.00, 3.40]
[0.39, 2.87] [0.67,2.41] | [-0.69,3.76] |[-1.09, 4.29]
[-1.11,-1.09] |[-1.82,-0.07]| [-3.03,1.17] |[-4.02, 1.24]
[-0.82,-0.18] |[-1.17,0.05]| [-1.84,0.71] |[-2.44,0.78]
[1.46, 3.54] [1.69, 3.62] [0.52,4.82] |[0.52, 6.25]
[2.46, 2.28] [1.66, 3.32] [0.46,4.27] |[0.45, 6.07]
[0.11, 0.52] [-0.15,1.23] | [-0.87,2.02] |[-0.88,2.73]
[0, 17.14] [-12.4, 30.33]| [-53.22, 71.74] | [-120, 90]
[30,68.57] |[-1.33, 67.55]|[-42.00, 106.44]| [-60, 240]

To estimate the quality of obtained results, we employ the special relative index

-100%, where x,, = (x+X)/2. This index

may serve as a quantitative measure of the excess width effect: the more RIU, the
more distinctly the excess width effect becomes apparent. In our analysis, we shall
use only maximal values of RIU obtained on the entries of interval matrices and
vectors.

It is easy to see that the proposed approach to the solution of linear interval sys-
tems based on the “interval extended zero” method may be easily used for the in-
terval extension of other methods for the solution of linear systems. To illustrate the
capability of our approach we have extended the Gauss-Jordan and LU decompo-
sition methods as well as the iterative Gauss-Jacobi and Gauss-Seidel methods. As
a basis of comparison we have taken the known Leontief’s input-output model of
economics.

of uncertainty: RIU = (w)

Xm

7.2.2 Application to the Interval Leontief’S Input-Output Model
of Economics

The general representation of the Leontief’s input-output model /OM [53] is

(I—A)xx=f, (7.26)
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where [ is the identity matrix, A is a main interval technological coefficients matrix,
f is an interval vector of final outputs (usually sales and inventory), x is a total output
products vector.

First of all, we shall compare the interval extensions of the Gauss-Jordan and
LU decomposition methods as well as the iterative Gauss-Jacobi and Gauss-Seidel
methods to find the best of them using the known example of interval /OM taken
from the paper [54], where the interval /OM of the national economics was pre-
sented by six basic sectors: agriculture (sector 1), industry (sector 2), construction
(sector 3), transportation-post (sector 4), business and catering trade (sector 5), and
other service departments (sector 6). In [54], the following interval vector of final
outputs was used:

£={[5000,5200], [91000,92000], [5200,5500], [1100, 1300], [3400, 3600],
[5900,6180] }.

The main interval technological coefficients matrix A of the problem analyzed in
[54]] is shown in Fig. 7.11.

[0.1289, 0.1396]0.0804, 0.0806][0. 0033, 0.0036][0.0001, 0.0001][0.0321, 0.0327][0.0052, 0.0054]
[0.1565, 0.1571][0.5043, 0.5047][0. 5634, 0.5643][0. 3401, 0.3421][0.2405, 0.2411][0. 2642, 0.2654]
4. |0:0001,0.0002]10.0004,0,000510.0067, 0.0088][0. 0013, 0.0015][0.0090, 0.00901[0.0145, 0.0149)]
[0.0110, 0.0113][0.0178, 0.0178][0. 0296, 0.0298][0.0140, 0.0146][0. 1103, 0.1110][0.0413, 0.0417]
[0.0214, 0.0216][0.0748, 0.0750][0.0917, 0.0917][0. 0490, 0.0450][0.0400, 0.0402][0.0454, 0.0458)
[0.0268, 0.0271][0.0284, 0.0407][0.0142, 0.0144][0.0358, 0.0363][0. 1086, 0. 1090][0.0981, 0.0957]

Fig. 7.11 Main interval technological coefficients matrix A [54]

Using the classical interval Gauss elimination procedure we obtain

[x] = {[27940,28913], [226211,232376], [5815,6224], [9079,9735], [23674, 24686,
[17797,21969]}.

The use of the modified interval Gauss elimination procedure based on the “in-
terval extended zero” method provides fuzzy vector solutions to interval linear sys-
tems. Therefore, to make such results comparable with those obtained using the
usual interval Gauss elimination procedure, only the supports ([x],,04) Of the trian-
gular fuzzy solutions will be used in further analysis. Using our extensions of the
usual Gauss method, Gauss-Jordan, LU decomposition, Gauss-Jacobi and Gauss-
Seidel methods based on the “interval extended zero” approach, for the considered
example of the Leontief’s /IOM we obtained the results presented in Table 7.2. In
all these extensions, we have used [x],,,4 as the result of interval division. It is seen
that the modified interval Gauss method provides results with the minimal excess
width effect (RIU = 2.68%) and all the studied modified methods provide solutions
which are substantially narrower than that of the classical interval Gauss elimination
procedure which gives RIU = 10.2%.

I light of this, in our further analysis we shall examine only the modified interval
Gauss method in comparison with the usual interval Gauss method.
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Table 7.2 Results obtained using different interval extended methods

Modified Gauss | Gauss-Jordan LU Gauss-Jacobi Gauss-Seidel
method method decomposition method method
[28294,28555] | [27957,28896] | [28286,28564] | [28291,28558] | [28291,28558]
[228367,230179]|[226315,232261]|[228227,230325]|[228307,230246]|[228307,230246]
5933,6106 5817,6223 5926,6113 5927,6112 5927,6112
9304,9507 9087,9727 9288,9524 9308,9504 9308,9504
24009,24345 23689,24670 23978,24378 24047,24308 24047,24308
19198,20256 17850,21631 18766,20693 18830,20631 18830,20631
RIU =2.68% | RIU=9.57% | RIU =4.88% | RIU =4.56% | RIU =4.56%

Since the defuzzified modified division [x] mod ger provides substantially nar-
rower results than the modified division [x],,,4 (see Table 7.1), in the following we
shall use only [x] mod ey in the modified interval Gauss elimination procedure.

To be sure of the method efficacy, we have tested it on the examples of matrix
A with greater sizes. To do this, two interval technological coefficients matrices
10 x 10 and 1000 x 1000 were generated using the following procedure. At a first
step, the real valued means a;; of interval entries were randomly generated. Since
in the Leontief’s method the sums of the entries in the rows of A should be less or
equal to 1, an additional normalization procedure was used. At a second step, the
interval entries were obtained as [a;; — A - a;j,aij + A - a;j].

To examine the influence of A on the results we chose A=0.05, 0.1 and 0.15.

Therefore, in the considered examples, we have the following initial relative in-
dexes of uncertainty: RIU;;,=5%, RIU;,=10% and RIU;, =15% (see Table 7.3).

The interval entries of the vector f have been generated in a similar way as [f; —
A-fi, fi+A- fi]. The values of f; were randomly varied from 0 to 2500000. In Table
7.3, the modified interval Gauss method and the usual interval Gauss method are
denoted as mod.Gauss and usual Gauss. AvgW , MaxW and MinW are the average,
maximal and minimal widths of resulting interval solutions, respectively.

It can be seen that the results obtained using the modified interval Gauss method
are not charged by the appreciable excess width effect (only a small difference be-
tween the values of RIU;, and RIU is observed) and are substantially (2-3 times)
narrower that those obtained by the usual interval Gauss Elimination procedure.

In practice, the main technological coefficients matrix A often has a considerable
number of zero entries, i.e., it is a sparse matrix. This problem is typical also for the
finite element method used for modeling mechanical systems.

Since such zero entries may affect the results, we studied the influence of the
percentage of zero entries in A on the resulting interval solution.

To generate the matrix A, the two-step approach described above was used and
then the randomly chosen entries were filled with zeros.

In Table 7.4, we present the results obtained for the percentages of zero entries 5%,
30% and 70%. In all cases, matrix A was generated in such a way that RIU;, =5%.

It can be seen that there is no considerable influence of zero entries on the final
excess width effect.
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Table 7.3 Influence of matrix’s size and RIU;, on the results

Matrix  |RIU;,| Method RIU AvgW MaxW MinW
usual Gauss|12.33%| 44115140 | 55768471 | 31647227

10>10 S% mod. Gauss | 5.49% | 18616304 | 24029404 | 14159352
10x10 | 10% usual Gauss|25.92%| 73256293 (102820082 | 50264174
mod. Gauss |11.34%| 31262290 | 42765608 | 20188133
usual Gauss|40.07%| 68147565 [113734175| 42096300
10x10 | 15%

mod. Gauss |19.24%| 28358578 | 47740859 | 16719267
usual Gauss|14.87%| 48784126 | 62546499 | 35461871
mod. Gauss| 7.31% | 20224392 | 29853675 | 11388946
usual Gauss|29.13%| 96271977 [125150270| 70118707
mod. Gauss |14.22%| 39796769 | 60694099 | 22058638
usual Gauss|42.57%|152979563|193242858(112521620
mod. Gauss|20.00%| 63118358 | 94800262 | 35317744

1000 x 1000| 5%

1000 x 1000| 10%

1000 x 1000| 15%

Table 7.4 Influence of zero entries

Matrix  |Zero entries| Method RIU AvgW MaxW | MinW
usual Gauss|12.51%|35849343|60405911|21129885

10>10 3% mod. Gauss| 5.29% |15208019(23861280( 9155307
10 % 10 30% usual Gauss|10.22%|30103368|56240358|12246081
mod. Gauss| 4.89% |13428105(25360970| 5738751
usual Gauss| 9.51% [16904647|24958373| 5499126
10x 10 70%

mod. Gauss| 3.65% | 8158243 [12342386| 2106151
usual Gauss|13.26%|34671500(47923356|21220081
mod. Gauss| 6.53% [15142112|22884583( 7014559
usual Gauss|12.54%)|27795873|41735433(14433180
mod. Gauss | 6.16% |12429883]20387022] 4980193
usual Gauss|10.81%|16383036{29803632| 4161731
mod. Gauss| 5.20% | 7858973 [14772038( 1748289

1000 x 1000 5%

1000 x 1000|  30%

1000 x 1000|  70%

7.3 Solving Nonlinear Interval and Fuzzy Equations

In this section, the generalized procedure of interval extension called “interval ex-
tended zero” presented in Section 7.1 is extended to the case of nonlinear interval
and fuzzy equations. The known “test” example of quadratic fuzzy equation is used
to perform the advantages of a new method. In this example, only the positive so-
Iution can be obtained using known methods, whereas generally a negative fuzzy
root can not be excepted. The sources of this problem are clarified. It is shown that
opposite to the known methods, a new approach makes it possible to get both the
positive and negative solutions of quadratic fuzzy equations. Generally, the devel-
oped method can be applied for solving a wide range of nonlinear interval and fuzzy
equations if some initial constraints on solution’s bounds are known.

Although the problem of solving nonlinear interval and fuzzy equations is of
perennial interest [, 12, [14} [16, [18] 23| |32} 48, 162]], currently there are no univer-
sal methods for solving such equations proposed in the literature. Therefore, this
problem is now open.
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There are many different numerical methods proposed in the literature for solv-
ing interval and fuzzy equations including such complicated as neural net solu-
tions [[16, (18] and fuzzy extension of Newton’s method in [l [2]], but only partic-
ular solutions valid in specific conditions were obtained. For example, only a pos-
itive root of the quadratic fuzzy equation have been obtained in [2, [19], although
a negative solution can exist too. In our opinion, the root of such problems is
the interpretation of interval and fuzzy extensions. It is known that the equations
F(X)—B=0,F(X) =B, where B is an interval or fuzzy value, F (X) is some inter-
val or fuzzy function, are not equivalent ones. Moreover, the main problem is that
the conventional interval and fuzzy extensions of usual equation which lead to the
interval or fuzzy equations such as F (X) — B = 0 are not correct procedures. Less
problems we meet when dealing with the interval or fuzzy equation of the form
F(X) =B, but in many cases its roots are inverted interval or fuzzy values, i.e., such
that X < x.

To alleviate these problems in the case of linear interval and fuzzy equations, in
Section 7.1, we proposed a new “interval extended zero”” method.

In the current section, we show that “interval extended zero” method may be
successfully used for solving nonlinear interval and fuzzy equations. Using the same
example as in [2,[19], we get not only a positive fuzzy solution, but a negative too.

The general approach described in Section 7.1 can be adapted for solving non-
linear equations. The method we present in this section can be applied for solving
a wide range of nonlinear interval and fuzzy equations if some initial constraints on
the solution’s bounds are known.

Nevertheless, to present our method more transparent, we consider the well
known example of quadratic fuzzy equation that factually can be treated
as the test task:

ax* +bx=c, (7.27)

where a = (3,3,4,5),b=(1,2,3),c = (1,1,2,3) are trapezoidal and triangular fuzzy
numbers (see Fig. 7.12). Although it is stated in [2, [19] that Eq. (Z27)) have no a
negative fuzzy root, we obtain such root. Moreover, using the results of our analysis
in Section 7.1, we clarify the origins of the problem the authors of [2] faced
with.

W Mb) 73]
| ! !
- 0.5 0.5
0 0 0
345 a 123 b 1 23 ¢

Fig. 7.12 Fuzzy parameters of Eq. (7.27)
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As we prefer to use the @-cut representation of fuzzy numbers, fuzzy Bq. (Z27) is
decomposed to the set of interval equations on the corresponding ¢-cuts. Obviously,
when dealing with Eq. (Z.27)), on the lowest o-cut, i.e., for o0 = 0, we get

3,5]x% +[1,3]x = [1,3]. (7.28)
Consider the case of x > 0, i.e., x,X > 0. Then from Eq. (Z.28) we obtain
3% 4+x=1,52+3x=3

and finally x = 0.4343, ¥ = 0.5307. Nevertheless, in the assumption of negative
x <0,i.e., x,x <0, from Eq. (Z.28) we get

3 +3x=1, 5% +x=3

and “..x = —0.629,x = —0.98, hence x > X and therefore a negative root does not
exist” [2].

To clarify the origins of this problem, let as consider the simplest interval linear
equation ax = b, where a, b are intervals. Using conventional interval arithmetic

QAT

rules [39], from this equation we get [ax, ax]=|b,b] and finally: x = %, X=

Consider some examples.
we get x = 0.333,x = 0.5, for
a= = [3,4], [p] = [0.7,0.8] we get
x=0.23x=0.2

It is seen that interval equation ax = b often have only inverted exact interval
solution, i.e., such that x > x.

Obviously, in the case of the degenerated b, i.e., b = b only inverted interval
solutions can be obtained. It is seen that exact correct (non inverted) solutions of
interval equation ax = b exist only in some special conditions.

On the other hand, the united solution set (often called simply solution set), tol-
erable solution set and controllable solution set [71]] can be analyzed as the approx-
imate solutions, but this is out of scope of this book.

Only what we can say is that the interval equation in the form of ax = b is not a
reliable representation of the interval equation problem. We can see that Eq. (Z.28))
has the structure similar to that of ax = b which is an unreliable representation of the
interval equation problem. As with lowering the width of the right hand side of ax =
b this equation can provide inverted interval roots, we can expect such senseless
results from nonlinear Eq. as well. For example, changing ¢ = (1,1,2,3) by
the more narrow fuzzy value ¢! = (1,1.5,2), instead of (7.28) we get [3,5]x* +
[1,3]x = [1,2] and finally 3x> + x = 1, 5% + 3% = 2. The positive roots of these
equations are x = 0.4343,% = 0.4. So we have inverted interval solution x > X.

Indeed, when the right hand side of Eq. is contracted to a point, i.e., it is
a real value, Eq. becomes completely senseless, since its interval left hand
side can not be equal to any real value. Nevertheless, in considered particular case,
the authors of [2] obtained the positive fuzzy solution of Eq. (Z27) (see Fig.
7.13). To avoid above problems, in the spirit of “interval extended zero* method we
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A
1
0.5
0 >
0.44 046 048 050 052 0.54
Fig. 7.13 Fuzzy root of Eq. (7.27) obtained in [1,6]
represent Eq. (7.27) on each o-cut in the following form:
la,a][x, %)% + [b, ] [x,3] - [¢,e] = =301, (7.29)

where y is the undefined parameter (see Section 7.1) and index ¢ is omitted for the
simplicity. Using conventional interval arithmetic rules, from Eq.(7.29) we get

lax + b,ax + b|[x,X] — [¢,T] = [-y,)]. (7.30)

Firstly, consider the case of the positive interval root of Eq. (7.30), i.e., x,X > 0.
Then from (7.30) we obtain

al+bx—C=—y, AP +b¥r—c=y. (7.31)
The sum of Egs. (7.31) results in the following equation
ax’ + bx —¢+av +bx—c =0. (7.32)

Since in the case of real valued a,b,c, the positive root of (7.27) is presented by

. b/ P+ ac - o
the expression x = W, the “natural constraints” on the positive interval
solution of (7.31) can be represented as follows:

~b++/b* +4ac —b+\/b +4a
2a

y Xmax = _726_1 . (7.33)

Xmin =
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Similar to the case of linear interval equation (see Section 7.1) we consider the real
valued (degenerated) solution of Eq. (7.32), x,,, as the natural top bound for positive
X, 1.e., x < x;,; and bottom bound for positive X, i.e., x,; <X. For the case of x =X = x,
from (7.32) we get

~(b+B)+ /(b +BP +4(a+a)(c+0)

2ata) (7.34)

Xm =

Eq. (7.32) with described above constraints Xpin < x < X, Xm <X < Xmax 1 a typical
constraint satisfaction problem [29] and its interval solution can be obtained. From

_ 2 A2y
Eq. (7.32) we get the expressions x = f(X) = ARVL: +4£;(5+( @by ¥ = flx) =

~b\/ B +4alce-ax —by)

2a :
Generally, the interval solution of the above constraint satisfaction problem can
be represented as follows:
[)—C] = [xmiﬂvxm] n [57755]7 [)_C] = [xmyxmax] N [YTV)_C;L (7.35)
where
Xj :min}_”()_c),fz‘:max}_”(f) (xm <X < Xmax);
?f = min?()_c)’ x; = maX?(ﬁ) (Xmin <x< xm)~

It is easy to see that in our case

= —b+\/b2+4a (c+C—axk . —bXmax) = —b+\/b2+4a (c+e— axm—bxm)
=1 2a =2 T 2a

— 7E+\/E +4a(c+c—axy—bx,) _, 7b+\/b +4a(c+t—ax,; —bxpiy)
= Za X = pr :

It is clear that Exp. (7.35) leads to the interval solution
[X] = [)_Cminv-Xmax]v [X] = [xmin;)_cmax]; (7.36)

where X, = max (Xmin, X} ), Xmax = MIN(Xp, X5 ), Fmin = max (X, x7),
Fmax = Min(Xmax, X5 ).

As in the linear case (see Section 7.1), substituting the widest possible interval
solution [x,;,, ¥max] into Egs. (7.31) we get the maximal value of y, i.e., ymax, and
substituting in this equation the shortness possible solution [X, .., Xmin]= [Xn,Xm]
we obtain ymin. As in the linear case, the formal interval solution (7.36) factually
represents the continuous set of nested interval solutions of Egs. (7.31) and we can
use the expression N = 1 — yrjax}% (similar to (7.18)) to calculate the values of
y on n-cuts (these n-cuts are introduced to represent the fuzzy solution on the o-
cuts). For n rising from O to 1 using the last expression we get the values of y
and substituting them into (7.31) we obtain the set of interval solutions [x,X]; on
corresponding n-cuts. In Fig. 7.14, the positive fuzzy solution for the lowest o-cut
(a=[3,5], b=[1.3], c=[1,3]) is presented.
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Using the proposed method, the negative root (x,x < 0) of fuzzy Eq.(7.30) can be
obtained as well. For this case we get the following set of expressions:

av +bx—T=—y, @’ +bx—c=y. (7.37)

axX* +bx—t+ax’ +bx—c=0. (7.38)

~(b+B)— /(b +BP +4(a+a)(c+0)

= 7.39
o 2(a+a) 739
~b—\/b +4ac —b— /B +dac
xmin - —;xmax - - A= - (740)
2a 2a
~ —E—\/Ez+4a(g+f—gxz—gx)
X = z(x) - 2a ’
_ —Q—\/QZ+4C_I(£+5—5£2—EJ_C)
¥=F(x) = = . (7.41)
2a
[x] = [rmin, n] O [x7,25], [X] = [om, xmax] N [¥7, 53], (7.42)

where x{ = min f(X), x; = max f(X) (xn <% < Xmax); ¥} = min f(x), X} = max f(x)
(xmin < x < Xm).

The numerical algorithm we used to obtain the negative root is similar to that
we presented above for the positive root. The negative fuzzy solution for the lowest
a-cut (a=[3,5], b=[1.3], c=[1,3]) is presented in Fig. 7.14.

It is seen that our positive fuzzy solution in the considered example is wider than
the interval solution obtained in [2} [19]] (see Fig. 7.13). Nevertheless, it does not
mean that the results from are more “true” since the methods proposed in
except obtaining the negative roots. Besides, our results may be substantially
shortened using the reduction of fuzzy solution to an interval one with a help of
defuzzification procedure (7.20).

The fuzzy solution presented in Fig. 7.14 was obtained for the lowest a-cut
(a=0). To get the complete fuzzy solution of (7.27), the fuzzy solutions for other
a-cuts (0 < a < 1) should be obtained using the algorithm described above. The
positive solutions obtained for o« =0, oo = 0.5 and o = 1 are presented in Fig. 7.15.

For different o -cuts we have fuzzy solutions with different supports and peaks.
As a fuzzy value can be represented by the disjunction of its ¢-cuts, we treat the
shaded area in Fig.7.15 as the final fuzzy solution. It is interesting that opposite to
the result of (see Fig.7.13) it has a trapezoidal form and this seems quite
natural since some parameters of the considered fuzzy equation (¢ and c¢ in Eq.
(7.27)) are trapezoidal fuzzy values too.
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Fig. 7.14 Fuzzy roots of quadratic interval equation: 1,3-fuzzy solution obtained with use of
“interval extended zero” method, 2-interval solution from [2}[19]
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Fig. 7.15 Positive fuzzy root of Eq. (7.27)

The numerical algorithm we have used to obtain the negative root is similar to
that we have presented above for the positive root. The result is presented in Fig.
7.16.

The resulting negative fuzzy root has a triangular form, whereas the positive root
(see Fig. 7.15) is of trapezoidal type. This fact is a consequence of the special form
of trapezoidal fuzzy parameters a and ¢ (see Fig. 7.12), which have no fuzzy left
parts.

It can be seen that the proposed method allows us to get positive and negative
fuzzy solutions of quadratic interval and fuzzy equations, whereas the known ap-
proaches do not provide negative solutions.



274 7 Application of Interval and Fuzzy Analysis in Economic Modeling

J7
A
a=1 1
0.5
a=0.5
=0 0
>

125 1.0 075 05 025 0 X

Fig. 7.16 Negative fuzzy root of Eq. (7.27)

In the case of considered quadratic fuzzy equation, from Eq. (7.32) we obtained
the expressions x = f(¥), ¥ = f(x) simplifying the analysis, but in the general case
of nonlinear fuzzy equation F (x) = 0, such expressions can not always be obtained.

Therefore, generally, the algorithm for solving a nonlinear fuzzy equation can be

presented as follows:

1. Split out the nonlinear fuzzy equation F (x) = 0 into the set of o-cuts. For each
a-cut accomplish the steps 2-7.
2. Obtain [F (x,X)] = [—y,y] and

Fi(x,%) = —y, F2(x,%) = . (7.43)
These expressions are similar to (7.31). Finally from (7.43) obtain
g(x,X) = F1(x,X) + F(x,X) =0

(the last equation is the analog of Eq. (7.32)).

3. Obtain x,, as the numerical solution of equation g(x,x) = 0.

4. Define xpin and xpmax as the natural constraints (like in the case of quadratic equa-
tion) or as the external constraints originated from the mechanical or economical
features of the considered problem.

5. Let x(¥) be a numerical solution of g(x,¥) = 0 for given ¥ and X(x) be a numerical
solution of g(x,X) = O for given x. Then obtain

X} =minx(%), (¥ € X, Xmax]), X5 = Maxx(%), (X € [Xm, Xmax])s

X = min¥(x), (X € [Xmin, Xm]), T = MaxX(x), (X € [Xmin,Xn)),

[)—C] = [xmimxm] N [xTvﬁé]’ [X] = [xmvxmax] n [}”f’fé]’

[)_C] = [)—Cmimﬁmax]’ [X] = [)_Cmin,fmax],
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where x: = max (Xmin, X} ), Xpax = MIiN(Xp, X5 ), Fmin = mMax(X,,x7),

Tmax = Min(Xmax, %3 ).

6. Substituting the widest possible interval solution [x,,;,,¥max] into (7.43) obtain
Ymax and substituting in this equation the shortness solution [X,,x,¥min] Obtain Ymin
(usually Xmax= Xmin=Xn)-

7. Introduce the set of n-cuts as follows:

Y — Ymin

Ymax — Ymin

n=1- (7.44)

For each n-cut (0 < n <1) from (7.44) obtain y, substitute it in (7.43) and obtain
the numerical solution of nonlinear system on 1 -cut : [x,X].

To obtain the complete solution of initial nonlinear fuzzy equation F (x) = 0, the
steps 2-7 should be repeated for all & -cuts and solutions obtained on ¢-cuts should
be disjointed into the final solution.

In the following section, we shall show that the developed method can be suc-
cessfully used for solving more complicated nonlinear problems.

7.4 Fuzzy Internal Rate of Return in Budgeting

In the capital budgeting, we usually deal with projects taking a long time — as
a rule some years — for their realization. In such cases, the description of uncer-
tainty within the framework of traditional probability methods usually is impos-
sible due to the absence of objective information about the probabilities of future
events.

This is the reason for the growing interest in the application of interval and fuzzy
methods in budgeting, which has been observing during the last two decades. There
are many financial parameters proposed in the literature for the project quality as-
sessment, but the two primary among them — Net Present Value (NPV') and Internal
Rate of Return (/RR) — are necessarily used in the financial analysis.

Whereas the problem of NPV fuzzy estimation is now well studied and many
authors have contributed to its solution, obtaining the fuzzy IRR seems to be rather
an open problem.

This problem is a consequence of inherent properties of fuzzy and interval math-
ematic, but it seems unnatural to have only a real valued /RR in the fuzzy environ-
ment when all other financial parameters are fuzzy. In this section, the problem of
IRR estimation in the fuzzy setting is considered in the framework of more gen-
eral problem of solving nonlinear fuzzy equations. Finally, the concept of restricted
fuzzy IRR as the solution of the corresponding nonlinear fuzzy equation is proposed
and analyzed.
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7.4.1 The Problem Formulation

There are a lot of financial parameters proposed in literature [10, (13| 24, [33] for
budgeting. The main ones being: Net Present Value (NPV'), Internal Rate of Return
(IRR), Payback period (PB), Profitability Index (PI). It is shown in [11]] that the most
important parameters are NPV and /RR. A good review of other useful financial
parameters may be found in [8].

Net Present Value is usually calculated as follows:

T
P
NPV =Y Tray —KV, (7.45)

t=1

where d is a discount rate, KV is a starting capital investment, P; is a total income
(cash flow) in a year ¢, T is a duration of an investment project in years. Usually the
discount rate is equal to the average bank interest rate in a country of an investment
or other value corresponding to a profit rate of alternative capital investments. The
value of /RR is a solution of non-linear equation with respect to d:

P
(1+d)

MH

—KV =0. (7.46)

t

If P, KV (or at least one of them) are fuzzy numbers with the use of fuzzy ex-
tension of Eq. (Z.46), i.e., by replacement of its parameters and variable with fuzzy
ones and all arithmetic operations with relevant fuzzy operations, Eq. can be
transformed to the fuzzy equation. The problem is to find a fuzzy solution of such
fuzzy equation, i.e., to obtain fuzzy /RR.

An economic nature of /RR can be explained as follows. If an actual bank
discount rate or return of any other alternative investment under consideration is
less than /RR of considered project, then the investment in this project is more
preferable.

Only the cases when Eq. has single root will be analyzed. The reasons
behind this was presented above in Subsection 4.5.1 (see Chapter 4).

Currently, traditional approaches to the evaluation of NPV, IRR and other finan-
cial parameters are subjected to quite deserved criticism, since future incomes P
and rates d are rather uncertain parameters. Uncertainties which one meets in cap-
ital budgeting cannot be adequately described in terms of probability. Really, in
budgeting we usually deal with a business-plan that takes a long time for its realiza-
tion. In such cases, the description of uncertainty via probability representation of
P, KV and d usually is impossible due to a lack of information about probabilities
of future events. Thus, what we really have in such cases are some subjective ex-
pert’s judgments. In real-world situations, investors or experts involved are able to
estimate only intervals of possible values P; and d and the expected (more probable)
values inside these intervals. That is why during the last two decades the growing
interest to applications of the interval arithmetic [539] and fuzzy sets theory meth-
ods [76] in budgeting has been observing. After pioneer works by Ward [73] and
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Buckley [[14], some other authors contributed to the development of fuzzy capital
budgeting theory [211, 23,27, 28], 33 40, [41], 42 143}, [44), 50} [64]. Tt is safe to say now
that almost all problems of the fuzzy NPV estimation are solved. An unresolved
problem is the fuzzy estimation of the JRR. Ward [73] considered Eq. and
stated that this expression cannot be applied to the fuzzy case because the left hand
side of Eq. (Z46) is fuzzy, 0 in the right hand side is a crisp value and an equal-
ity is impossible. Hence, Eq. (Z.46) is senseless from the fuzzy viewpoint. Kuchta
[50] proposed a method for fuzzy IRR estimation where the ¢-cut representation of
fuzzy numbers was used. The method is based on an assumption (see [30, p.
380]) that a set of equations for /RR determination on each a-cut may be presented
(in our notation) as follows:

T PO(

2 (1+IRRY)'

POC

(KVV%),
(1+IRRS )

T
=0, (KVV“ 2 =0, (7.47)

where KVV = —KV , indexes “1”, “2” stand for the left and right bounds of corre-
sponding intervals, respectively, P* = [(P%);, (P*),] are crisp interval representa-
tions of fuzzy cash flows at time 7 on the « -cuts.

Of course, from the equations (Z.47) all crisp intervals d* = [d*,d{], expressing
the fuzzy valued /RR may be obtained. On the other hand, Eqs. (7.47) are not a
direct consequence of conventional fuzzy and interval arithmetics rules.

Eqgs. (7.47) were obtained in [50] using fuzzy extension of (7.46) assuming that
P;, KV (or at least one of them) are fuzzy numbers and representing them by the sets
of a-cuts. Since Egs. (7.47) should be verified on each « -cut, it is quite enough to
consider only crisp interval extension of (Z.46), which is the particular case of more
general equation

F(d)—B=0, (7.48)

where B is an interval (B = KV in our case ) and F (d ) is an interval valued function
of interval argument d (in our case F (d) = Z;T:1 T d —L=).

Using regular interval arithmetic [39], this equation can be transformed to [F}
(d) — By,F>(d) — B1] =0, and finally we get two equations Fj(d) —By = 0,F»(d) —
B; = 0. Of course, if we deal with a linear interval function F(d) = A -d (Ais
an interval) then F; (d) Ay -dy and F>(d) = Ay - dp, but if F(d) = 4 we have
Fi(d)= d ,Fr(d) = d since Fj is the left bound (min value in interval) and F; is
the right bound (max value in interval) of interval value F (d).

Hence, the use of regular interval arithmetic rules leads to the following
equations:

T PO(

2 (1+1RRS)

T Pa
=0, (KVV“ 2 =0. (7.49)

(KVV%),
(1+IRRY )

There is no way to get a correct not inverted interval solution of (7.49). Only in-
verted intervals /RR, i.e., such that TRR{ > IRRY can be obtained. Since it is hard or
even impossible to interpret reasonable such results, they can not be used in practice.
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It was shown in Subsection 4.5.1 (see Chapter 4) that only approximate real valued
IRR (represented by usual non interval numbers) may be obtained from (Z.49). In
Section 7.1, we shown that the main problem is that the conventional interval ex-
tension (and the fuzzy as well) of usual equation, which leads to the interval or
fuzzy equation such is not a correct procedure. Less problems we meet when
dealing with interval or fuzzy equation in the form

F(d)=B. (7.50)

An important feature of interval and fuzzy mathematics is that Eq. is not
equivalent to Eq. (Z.48). This fact deserves more detailed analysis and we have
studied it thoroughly in Section 7.1.

Summarizing, we can say that the problem of /RR estimation in the fuzzy setting
should be considered in the framework of more general problem of solving fuzzy
equations.

7.4.2 Fuzzy Internal Rate of Return for Crisp Interval Cash
Flows. Basics.

To make the main idea more transparent, let us consider a simplified example of a
one-year project, when a real valued investment KV is made at the beginning of the
first year and production starts right away. An interval profit P = [P, P] is earned
at the end of the first year and then the project is finished. In this case Eq. (Z.46)
transforms into the following form:

P
— —KV =0. 7.51
14+d ( )
Rewriting Eq. (Z.21)) as:
P
d=—_1 (7.52)
KV

we get the simplest, but the widest (see Section 7.1) interval solution for d:
. P P
dl=dd=|—-1,—-1]. 7.53
== |1 1] (1.53)
Using the “interval extended zero” method described in Section 7.1, we get the
interval extension of Eq. (Z.321)) as follows:
P, P]
1+1[d.d|

With a help of interval analysis rules (7.4)-(7.7), the interval equation (Z.34) may be
represented in the form

—KV = [-yy] (7.54)

P P
= KV,—— —KV| = [y, 7.55
13 7 d (=] (7.55)
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and finally as
P
= — KV = —y,
{ 15d g (7.56)
g KV =

From equations (Z.56) we obtain the explicit dependence between bounds of interval
[d]:

&I
I~
|

(7.57)

T2KV - l+d

On the other hand, the original Eq. (Z31)) can be rewritten in algebraically equivalent
form

P—KV(14+d)=0. (7.58)
With a help of “interval extended zero” method we get from Eq. (Z.38)):

[P,P] =KV (1+[d,d]) = [-,] (7.59)

and after some simple transformations

-~ P+P
d=——-2—-d. 7.60
KV - (7.60)
It is easy to see that in both cases when using representations (Z.34) or (Z.39) for

the degenerated solution we have d = d = 5 ;‘}; 1. Also taking into account the

widest possible interval solution (Z.33)) we conclude that in both cases the following
restrictions are verifying:

(7.61)

de{P l£+P—}7_€{B+P P_I}

= = =
KV 2-KV 2-KV KV

Taking into account the natural restriction 0 < d < d (usually the values of IRR are
positive, but generally this restriction is not obligatory) we can solve Eq. in
interval the form for d and d in the framework of constraint satisfaction problem
[29] as follows

d] = (m%”) N {max(Q%— 1), L2 1] |

I+d
piP P
|d e [21(\/ Lxv - 1}

B ; o (7.62)
0= (st 1) [ 1% 1)

|de [max(O,W—l)y%_l}'
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As a result we get from (Z.62)) the following interval solutions:

d] = ~lL=———1|,d=|7—-1,-——1|. (7.63)
KV.(Q_%) 2-KV 2.KV KV

P P+P - [£+F P
Finally, using the approach described in Section 7.1 we get a fuzzy solution of
Eq. (Z.34) based on solution (Z.63)), i.e., the fuzzy IRR as

. P P+P P
d= BN (7.64)

KV-(2—£) '2-KV KV
P

In a similar way from equations (7.39)-(Z.61) and restriction 0 < d < d we obtain

P P+P
[d] = max{07ﬁ—l}7%—l]7

_ 5 - - (7.65)
P+P [ P+P P
[d] = |z%v — me{‘K—v —2xv — 1H )

d= {max{a£ - 1},H - l,min{ﬂ —27i - 1}} (7.66)
KV 2-KV KV KV

Some illustrative examples are presented in Fig.[Z.17

Thus, the different but algebraically equivalent representations (7.51) and (7.58)
of the equation for /RR provide after the interval extension the different fuzzy solu-
tions (Z64) and (Z.66). Basically, this result is not new, since it is well known [39]
that different representations of some original algebraic expression often derive dif-
ferent numerical results after interval extension (see Section 3 for more detail).

Currently, this circumstance is not considered as the drastic drawback, but rather
as a specific feature inherent in applied interval analysis [39]]. That is why it seems
quite natural in situations when we have some different interval or fuzzy solutions
of some original problem, to use an intersection of obtained solutions as the most re-
liable solution of considered problem. Such intersections are performed in Fig.[Z.17]
by the shaded regions.

7.4.3 Numerical Solution of the Nonlinear Fuzzy Problem of
Internal Rate of Return Calculation

As it was shown in previous subsection, the fuzzy /RR problem can be formulated
with use of fuzzy extension of two different, but algebraically equivalent represen-
tations of initial non-fuzzy Eq. (7.46):

P
C(1+d)

MH

—KV =0, (7.67)

t
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“ P=[24], KV =25
: Interval (7.53)
.08
; Fuzzy solution (7 66)
Lo0s
f 04k Fuzzy solution (7 64)
L0z
i | |
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P23, EV=15

i
Interval (7.57) :
0.8 i :
Fuzzy solutich (7 66) :
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04—
0.2
0 0z 04 06 na 10 4,4

Fig. 7.17 Examples of fuzzy solutions of interval equations (7.54) and (7.39): u is the mem-

bership function of fuzzy value
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P(1+d)" " —KkV(1+d)' =0. (7.68)

M~

1

-
Il

It is shown above that generally the solution of fuzzy /RR problem can be obtained
in three phases:

e Fuzzy extension of the above equations and the o-cut representation of obtained
fuzzy equations with the use of “interval extended zero” method.

e Numerical solution of obtained two sets of interval equations. As the result, the
different fuzzy values of /RR corresponding to the fuzzy extensions of equations
([Z.67) and (Z.68) should be obtained in this phase.

e (Calculating the resulting fuzzy /RR as the intersection of the fuzzy valued /RRs
obtained in previous phase from the fuzzy extension of equations (Z.67) and

(L.63).

The proposed numerical algorithm for solving the fuzzy /RR problem is not too
complicated, but its detailed description seems as rather cumbersome one. On the
other hand, in previous section we shown that there may be only a bit difference
between algorithms for solving the fuzzy extensions of equations (Z.67) and (Z.68).
Therefore, to illustrate the proposed approach, we restrict themselves only with the
consideration of the algorithm for solving the fuzzy extensions of Eq.(Z.68), as its
description is shorter than that for fuzzy extensions of Eq.(Z.67). In further analysis,
we assume that KV is the usual non-fuzzy value. This assumption is not a simplifi-
cation: quite contrary. In addition, it corresponds to the reality as usually the starting
investment KV is well known.

Since the phase 1 is obvious, we start from phase 2. In this phase on each o -
cut in the framework of “interval extended zero” method we deal with the interval
equation (index o is omitted for the simplicity)

PP [1+d1+d) " =KV [1+d,1+d]" =[-yy]. (7.69)

Nk

t=1

As aresult of transformation of the Eq.(7.69) according to the rules of interval anal-
ysis we have

S P(1+d) =KV +d), X Pi(1+d) " =KV (1+d)"]

7.70
= [~y (7.70)

and

P+ " —kv(1+d)! ==y, Y P(1+d) " —KV(1+d) =y. (7.71)

MH

T

t=1

h,
Il
_
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The sum of the equations (7.71) provides us the expression connecting the unknown
left d and right d bounds of /RR:

T T
S P(l+d) " —KV(1+d)" 2 (1+d)T"—kv(i+d) =0. (7.72)

t=1 t=1

To obtain the fuzzy solution of Eq. (Z.72), according to the results of Section 7.3,
the natural restriction 0 < d < d should be used. This restriction allows us to get a
simple nonlinear equation with respect to d for each fixed value of d. This equation
can be solved using well-known numerical methods.

Finally, as in the linear case (see Section 7.1), the resulting fuzzy interval repre-
sentation of /RR with corresponding membership function is obtained.

When dealing with fuzzy cash flows, the Eq. (Z.68) is represented bt the set of ¢-
cuts. For each a-cut the interval equation in the form of the Eq. is obtained.
Since the set of a-cuts is only an approximate representation of the fuzzy number
(as we deal with the method based on the discretization), the precision of final result
depends on the number of ¢ -cuts. In practice, this number is usually choosing when
analyzing the shapes of used fuzzy values: if we deal with complicated shapes, the
number of ¢-cuts rises.

Thus, the fuzzy problem is reduced to the crisp interval one. The algorithm for
its solving may be presented as follows:

1. By partition into n a-cuts, the fuzzy interval problem (Eq. (Z.68)) is transformed
into the set of crisp interval equations.

2. On each a-cut the crisp intervals
[Bl 7P1]oc7 [227})2]0(7 [B3,P3]a7 R [BTypT]a
are calculated.

3. For each o-cut the maximum value d,, is calculated by solving the non-linear
equation ([Z.72) in the assumption of d,, = d. Substituting obtained values of
d,, = d,, into one of the expressions (Z.71) on observed a-cut the corresponding
Yamin 18 Obtained.

4. Substituting the d ,,;, = 0 in the corresponding d gqy is obtained. Substi-
tuting the d o> domax in (71D we get the values of Yo max-

5. For each a-cut the interval of possible values d, = [0,d] is divided into m equal
partsand d ;i =1,....,m (digo=0, dg,, =dg) are calculated. Using d, in
(7.72) corresponding values d; are obtained. Then using d,; and dyiin (7.71)
the values y; are obtained. Finally, using the expression analogous to (7.18)
(see Section 7.3) the values 1y, characterizing the degrees of membership of the
crisp intervals [d,;,d ;] in the resulting fuzzy solution of (7.68) on the ct-cuts are
calculated.

o

To illustrate, let us consider the project with the crisp initial investment KV = 1
(one million of some monetary units) and trapezoidal fuzzy positive cash flows ex-
pected for the subsequent three years and presented by their bottom and top a-
cuts (see Table[Z.3). The bounds of intermediate ¢¢-cuts are obtained using simple
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Table 7.5 Sample project

Year Bottom ¢-cuts of fuzzy cash flows Top a-cuts of fuzzy Cash Flows

1 [51721]:[172] [61721}2[1'171'5}

2 [PPi]=[15.3] PyPo) = 16,2

3 [P3,P3]=1]1,2] [P3,P3] =[1.2,1.5]
L

0.9

a=1
0.7 0=0.5
064 n=0.585

0.5
o=0
049 1=0.322
0.3
02+ 1=0.152
0.1
n=0.019
0.0 T T T T I
0.0 0.5 1.0 1.5 2.0 2.5 d,a

Fig. 7.18 Fuzzy IRR for three-year investment project

interpolation. The result obtained with the use of numerical algorithm for our exam-
ple is presented in Fig.7.18.

Fig. 7.18 shows that on each 1¢;-cut we have IRR = [d ;,d ;] being in turn the
intervals on a-cuts. It seems to be natural for intervals IRR = [d ,;,d o] With upper
values of ¢ to contribute more to the final fuzzy solution. Hence, for defuzzification
of obtained results it is possible to use, for example, following expressions:

n n 3
a=04ai " 7 — Yo=0dai- O

- n the] n
a=0" a=0"

(7.73)

“i

The result of defuzzification of IRR using expressions (Z.73) for considered example
is shown in Fig. where the result obtained for considered example with the use
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of fuzzy extension of Eq. (Z.67) is presented as well. The final solution may be
obtained as the intersection of these fuzzy solutions (the shaded area in Fig. 7.19). It
can be seen that such intersection is a narrowed final solution of fuzzy /RR problem.

m
1.0 - 1

0.9 2
0.8 4
0.7 4
0.6 4
0.5 4
0.4
0.3 4
0.2 4

0.1 4

0.0 ! 1 | |
0.0 0.5 1.0 1.5 20 dd

Fig. 7.19 IRR defuzzified on o-cuts: 1,2 -the results obtained from fuzzy extension of (Z.67)
and (.68 respectively

7.4.4 Possible Applications

There may be different possible applications of fuzzy /RR in budgeting, but here we
briefly describe only three more obvious ones.

e If several investment projects should be compared in regard to their fuzzy /RRs,
the problem of fuzzy values comparison arises. There exist numerous definitions
of ordering relation over fuzzy values (as well as crisp intervals) in the liter-
ature. The review of the problem of intervals and fuzzy values comparison was
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presented in Chapter 3, where a new approach to to the solution of this problem
based on the probabilistic approach and the Dempster-Shafer theory of evidence
is presented as well. So if IRR; and IRR; are fuzzy valued IRRs of two com-
pared projects, the following probabilities may be calculated P(IRR| > IRR;),
P(IRR| =IRR>), P(IRR| < IRR3). Since in practice, the routine task is the com-
parison of /RR (fuzzy value in our case) with known (non fuzzy) bank discount
rate, it is important that these relations make it possible to compare the fuzzy and
interval values with usual numbers.

e Often decision makers prefer to analyze instead of fuzzy /RR its interval repre-
sentation. This can be justified psychologically since the left and right bounds
of interval valued /RR are naturally treated as the pessimistic and optimistic
assessments of /RR, respectively. An interval representation of fuzzy IRR, i.e.,
[IRR,IRR;] can be calculated using expressions

ch:();x -IRR o1 IRR, — Zg:of‘ -IRR s> .

=0 a=0 &

IRR, =

Of course, the problems of interval comparison and comparison of intervals with
usual values arise, but they can be solved using the above mentioned probabilistic
method.

e It is well known that fuzzy numbers can be characterized by the measure of its
fuzziness [[75]]. The measure of fuzziness is directly connected with uncertainty
measure, which in financial applications is usually treated as the measure of risk.
Hence we can adopt an uncertainty measure of fuzzy /RR as the assessment of
risk caused by the decision we made considering the fuzzy /RR as the criterion.
Let A be a fuzzy value and A be a rectangular fuzzy value defined on the support
of A and represented by the characteristic function n4(x) = 1,x € A;n4(x) =
0,x ¢ A. Obviously, such a rectangular value is not a fuzzy value at all, but it is
asymptotic limit (object) we obtain when fuzziness of A tends to zero. Hence,
it seems quite natural to define the measure of fuzziness of A as its distinction
from A. To do this, we define primarily the measure of non-fuzziness using o-cut
representation as follows:

1

MNF(3) = [ £(@)((Aa2 — Aar)/ (402 — Aor))de,
0

where f (o) is some function of o , e.g., f(a) =1 or f(a) = o Of course,
the last expression makes sense only for the fuzzy or interval values, i.e., only
for non zero width of support Agy — Ag;. It is easy to see that if f(a) =1 and
A — A then MNF (A) — 1. Obviously, the measure of fuzziness can be defined
as MF (A) = 1 — MNF (A).

We can say that a rectangular value A defined on the support of A is a more
uncertain object than A.

Really, only what we know about A is that all x € A belong to A with equal de-
grees, whereas the membership function (0 < pt(x) < 1) characterizing the fuzzy
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value A provides more information to the description and as a consequence,
represents a more certain object. Therefore, we can treat the measure of non-
fuzziness MNF as the uncertainty measure. Hence, if some decision is made
concerning the fuzzy IRR , the uncertainty and, consequently, the risk of such
decision can be calculated as MNF (IRR). Since the fuzzy IRR and the corre-
sponding risk assessment can play the role of local criteria, a multiple criteria
problem arises. Generally, an investment evaluation is a multiple criteria task.
The methods for its solving in the fuzzy setting are discussed in Chapter 4.

7.5 Summary and Discussion

In this chapter, we present a new approach to the solution of interval and fuzzy
equations based on the generalized procedure of interval and fuzzy extension called
“interval extended zero” method. The key idea is the treatment of the interval zero
as an interval centered around zero. It is shown that such approach is the direct con-
sequence of the interval subtraction operation. Some methodological problems con-
cerned with this definition of the interval zero are discussed. The proposed method
is based on the solution of an interval equation presented in the form of the nested
interval solutions, which can be in a natural way treated as a fuzzy number. To solve
a linear fuzzy equation, the a-cut representation of fuzzy parameters of an equation
is used and interval equations on the corresponding ¢-cuts are obtained. The set of
fuzzy solutions on these ¢ -cuts is obtained using the “extended zero” method. It is
important that these solutions, generally, are not nested. Finally, using the standard
disjunction procedure, the resulting fuzzy solution is obtained as the aggregation of
the fuzzy solutions on the ¢-cuts. It is shown that the proposed method can be used
as the reliable practical tool for solving interval and fuzzy linear equations as well as
systems of them. An important for practice advantage of the developed new method
is that it provides substantially narrower solutions than conventional methods.

As the “interval extended zero” method generally provides the fuzzy solution
of interval equation, its interval representations are proposed. It is shown that they
may be naturally treated as the modified operations of interval division and used
for interval extension of known numerical methods for solving systems of linear
equations.

Using the well known example, we show that our solution obtained using the
modified interval Gauss elimination procedure can be treated as the inner interval
approximation of the united solution and the outer interval approximation of the
tolerable solution. We show also that our solution lies within the range of possi-
ble AE-solutions between the extreme tolerable and united solutions. To illustrate
the proposed method, we present the results obtained for known seven examples
repeatedly used in the literature as the tests for numerical methods in the interval
setting. Comparing our results with those obtained using Markov’s Jacobi type it-
erative method and usual interval Gauss elimination procedure, we show that the
proposed method not only allows us to decrease the excess width effect, but makes
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it possible to avoid inverted interval solutions too. It is important that our results
are close to the so-called maximal inner solutions, i.e., approximate solutions with
minimal excess width effect.

The influence of the system’s size and zero entries on the resulting excess width
effect is analyzed using the Leontief’s input-output model of economics as an
example.

It is shown that the “interval zero” method provides a fuzzy solution of nonlinear
interval and fuzzy equations. It is important that opposite to the known approaches,
the method makes it possible to get both the positive and negative fuzzy solutions
of interval and fuzzy quadratic equation.

The proposed method may be used for the solution of more complicated fuzzy
nonlinear equations and the corresponding general algorithm is presented as well.

In this chapter, we analyze the problem of calculation of /RR in the fuzzy setting
and use the developed numerical method for the solution of nonlinear fuzzy equa-
tions to obtain the fuzzy /RR. The resulting fuzzy /RR can be used directly or may
be defuzzified as well if the crisp final result is needed. It should be emphasized that
for practical purposes the most useful approach is a reduction of fuzzy /RR to some
crisp intervals by means of type reduction. The width of such interval can serve as
a natural measure of risk connected with the use of /RR in financial analysis in the
fuzzy setting.
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