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The Treasury bond futures contract has been listed on the Taiwan Futures
Exchange since January 2, 2004, This paper demonstrates an evaluation of the
quality option embedded in the 10-year Treasury bond futures contract. We
collect the prices of coupon-bearing bonds traded on the bond market, and then
use numerical procedures 1o obtain a complete term structure of inerest rate for
the research period of this study. When valuing this option, the one-factor and
two-factor Hull and White term structure of interest rates models are employed
10 price the futures contract and its embedded quality options. The results show
that the quality option value derived from the Taiwanese bond futures contract
is around 11 to 17 basis points on average, ignoring some other factors that
exist in the local market. This is considered to be significant compared to other
Treasury bond futures contracts aceording to previous studies. Since the quality
option value is relevant to the hedging effectiveness of the Treasury bond
futures contract, the results of this study provide important implications in

designing the Treasury bond futures contract
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