The Gentle,

Persistent

Rise of Globex
Treasury Options

By Galen Burghardt

It has been more than 10 years since the electronic trading revolution in the U.S. Treasury futures

market, and the battle between floor and screen is long since over. Electronic trading now accounts

for more than 98% of the Treasury futures traded on CME, and the space in the old CBOT building

where Treasury futures used to trade is almost completely empty.

much more slowly to adopt screen trading. As the chart be-

low shows (see graph 1), it’s been a long march and we only
passed the halfway point last year. In January 2008, roughly 23%
of CME’s options on Treasury futures were executed via Globex.
In September 2012 the line crossed 50% for the first time, and
by last November the electronic trading percentage had risen to
almost 60%.

It has been a long time coming, and now that it’s here, students
of market structure will have all kinds of questions. Why, for exam-
ple, does the growth path look like a slow, steady climb rather than
the nearly vertical takeoff that took place in the electronic trading of
Treasury futures? In the Treasury futures market, it took only three
years for the share of electronic trading to jump from 14% in 2000
to 81% in 2003.

One possible answer is that options are more complicated than
futures. I remember a story told by one of the early pioneers of op-
tions trading in Chicago about how his firm prepared young people
to trade in the options pits. The first step, he said with a smile, was
to put them in the futures pits where they could learn “to turn the
card over.” The humor in this story is that there are really only two

I he Treasury options market, on the other hand, has moved
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things you do with a futures contract — you can buy it, or you can
sell it — and in the old days of manual trading you entered buy
trades on one side of the card and sell trades on the other.

More Complexity

Options, in contrast, look more like three-dimensional chess.
First there are calls and puts. Second there are several strike prices.
Third there are multiple expirations — quarterly, monthly, and
weekly — and all on the same underlying futures contract. As a re-
sult, most options trading is done in the form of combinations or
spreads that involve the use of two or more of the options available.

This may explain why electronic trading appears to function
more like an adjunct to floor trading rather than as a substitute.
For the past several years, the increase in the percentage of Treasury
options traded via Globex has not been matched by a comparable
decrease in floor activity. Instead the two modes of execution have
existed side by side.

Another interesting question is why electronic trading is being
adopted for Treasury options and not Eurodollar options? In the
Eurodollar options market, Globex accounts for 10% or less of the
total volume. Here again, the answer is probably one of relative



A Steady Climb

This chart shows the steady increase in electronic trading of Treasury options, which now accounts for almost 60% of trading.
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Spreads in Globex

On the floor, roughly 90% of the volume is executed as spreads. On Globex, the ratio of spreads to outrights has risen from
roughly 50/50 to 60/40. In addition, spread volume on Globex is now almost the same as spread volume on the floor.
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Source: CME Group
Note: Outrights are trades involving puts or calls at single strikes and at single expirations. Spreads are trades involving combinations of multiple positions.
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Volume by Strategy Type

This table shows various types of multi-leg strategies com-
monly executed in the Treasury options market.

Strategy oiTrades  of Gonlracts
Call/Put Spread 1,823 1,401,340
Put or Call Butterfly 751 1,108,264
1x2 1,058 940,434
Straddle Calendar 2,538 939,392
User Defined Spread 472 498,288
Xmas Tree 345 356,442
Condor 163 264,568
Strangle 461 191,004
Risk Reversal 366 172,988
Diagonal 134 133,312
Generic 54 103,338
Straddle Calendar 129 93,648
2x3 66 57,020
Iron Butterfly 107 43,640
Straddle V Call or Put 37 26,544
1x3 33 21,600
Box 15 21,488
Calendar (Horizontal) 61 19,960
Double (Stupid) 23 7,324
Iron Condor 11 2,216
Call Spread v Put 3 1,878
Put Spread V Call 1 534
Guts 8 336

Source: CME Group
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complexity. As complex as they are, Treasury options are models of
simplicity when compared with Eurodollar options.

The key is the pattern of trading in the underlying Treasury
futures market. On any given day, most of the trading is concen-
trated in the front month. So for example, in this past April, it
was the June 2014 contract that accounted for nearly all Treasury
futures trading. In late May, the market’s interest shifted to the
September 2014 contract. Given the lack of activity in the more
distant contract months, it is hard to trade Treasury options with
expirations much longer than three months.

In Eurodollars, on the other hand, one can find activity in the
underlying futures that extend out several years on the yield curve.
In addition to call spreads, put spreads, and vertical spreads, for
example, one can add a rich variety of calendar spreads that involve
a complex combination of underlying maturities.

The Power of Technology

The picture that emerges of the Treasury options market is one
that comprises a relatively complex set of interlocking tools. The
pit has always been a place where one could trade either outrights
or spreads. To this mix, Globex adds a matching engine for out-
right buys and sells of single options at single strike prices as well as
a number of active and well defined spreads. In addition to these,
one can also post requests for quotes for customized spreads. The
two markets are integrated by market makers who have a presence
both on the floor and upstairs and who run consolidated books
that allow them to bid, offer, and trade in both settings and to
hedge their position risks efficiently.

Will the Treasury options market continue to support both
modes of execution, or will we eventually see the floor give way to
the screen? It is interesting to note that last year, when the options
on the 10-year and the 5-year Treasury futures hit record levels of
traded volume, it was the electronic side of the market that ac-
counted for most of the growth. That trend has continued into the
first quarter. The number of Treasury options traded on the floor
was roughly the same as the first quarter of 2013, but the number
traded via Globex jumped by more than 30%.

One way to look at this trend is to see it as a testament to the
power of technology. There are several software vendors that are fo-
cused on building trading tools for options and they are gradually
getting closer to replicating the techniques used on the floor for
trading complex combinations of options. They may never exactly
match the skills of a seasoned options trader, but it’s clear that
people in the market are getting more comfortable with executing
various types of spread trades through Globex.

As shown in the attached table, nearly 90% of traded volume
on the floor has been done in the form of spreads. On Globex, in
contrast, more of the trading has been done in the form of outright
buying of puts or calls at single strikes and at single expirations.
But the mix has been shifting. Two years ago, the mix of spreads to
outrights on Globex was roughly 50/50. Now it is closer to 60/40.
Even more telling, Globex now accounts for roughly 50% of the
overall trading in spreads. Kil

Galen Burghardt is research director for Coex Partners, a division of
ED&F Man Capital Markets.



The IFM is the only consolidated source for
global position limits and related regulatory data.

The IFM’s Position Limits Databank (PLD) and the Equity Options Position
Limits Databank (EOPLD) are two unique industry utilities that provide
banks, FCMs, clearing firms, trading firms, asset management companies,
hedge funds, energy companies, and pension funds with the compliance

information needed to conduct business and meet regulatory responsibilities.

IFM'’s daily data are used to set trade parameters, monitor intra-day trading,
discover near-excess positions and fulfill exchange and regulatory reporting
obligations. More importantly, the PLD and EOPLD help market participants
guard against limit violations, trading suspensions, regulatory action,
disgorgement and fines that may be imposed for exceeding limits.

e Continous global coverage on more than 23,000 products
e Data are updated daily to help mitigate risk and compliance lapses
e Search feature to compare product limits across various exchanges

e Critical alert emails to stay informed of limit changes, rules and
new products

¢ |FM Data Center Help Desk to answer questions

e Data includes accountability levels, reporting levels, position limits,
contract aggregations, diminishing contract indicators, mini contract
multipliers, and more

e Data available via Web portal and in XML and ACSII file formats via FTP
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The IFM is a nonprofit 501 (c)(3)
foundation and an independent
affiliate of the Futures Industy
Asssociation.

Annual subscription price for
Position Limits Databank (PLD) is
$19,080, and the supplemental
Equity Options Position Limits
Databank (EOPLD) is $5,880.

Contact us for more information or
an online demonstration.

www.thelFM.org
202.223.1528
info@thelFM.org
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