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On the Pricing of Treasury Bond Futures: Principles and a Literature Review

CHEN Rong GE Jun
( School of Economics Xiamen University Xiamen 361005 Fujian)

Abstract: Currently the pricing of treasury bond futures in China is of great complexity. This paper argues that a full
understanding of the nature and value of “quality options” is of paramount importance for the successful transaction arbi—
trage and value-insurance of treasury bond futures. This study discusses the designing principles of treasury bond futures as
well as concepts like standard bond conversion factor cheapest to deliver implied repo rate and quality options that u—
nique to the market of treasury bond futures. Then it generates a pricing model for treasury bond futures without taking qual—
ity options into consideration. In our literature review it is discovered that methods used in researching the pricing of quality
options can be classified into the realized quality option method the implied quality option method the static replication
method and the joint distribution method. The joint distribution method which can theoretically be used in real-time pri—
cing can be further classified into the exchange option method the dynamic term structure method and the scenario simula—
tion method. Tt is suggested that real market conditions or objectives of research should be taken into account when scholars
choose from among the various models.
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