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The trading volumes of Taiwan’s 10-year Government Bond
Futures went lower and lower since the contract was listed. Although
the authority altered the specifications of this contract and adjusted the
trading tax rate, the resultant effect was quite limited. Accordingly, it
aroused an extensive discussion regarding whether or not the original
physical delivery adopted so far should be changed into the cash
settlement. This article tries to compare the hedging effectiveness
between different settlement systems. First, we use the two-factor Hull
and White model to calculate the theorectical prices of the deliverable
bonds at maturities and simulate different possible cash settlement
prices under different hypothetical scenarios. Then, the DCC-GARCH
Model is used to estimate the hedge ratio and hedging performances
under different headging period. Also, we implement the basis risk
analysis to investigate the impact caused by different settlement
systems. The results show that the hedging performance assessed by
simulated cash settlement price is better, on average, than physical
settlement. However, its associated basis risk would be a little higher.
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