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Bond E-Trading, ETFs
and Real-Time Analytics

Fuel Growth of Systematic
Credit Trading

Times are changing in fixed-income markets as hedge funds look to apply
quantitative trading strategies that are similar to those used in equity

markets to the more complex universe of corporate bonds.

Over the past three years, firms have increasingly utilized systematic credit
trading strategies to identify mispricings in fixed income securities and to
capture other opportunities in the market.

These strategies are now viable due to changes in the structure of the

bond market fueled by the growth of electronic trading volumes, the rise

of exchange-traded funds (ETFs), and the acceleration of technology such
as bond analytics deployed in the cloud. Additionally, as electronic trading
volumes continue to grow, systematic credit trading strategies are expected

to continue their upward trajectory.

Quantitative (“quant”) or systematic credit trading strategies, by definition,
are more data-driven, and require a procedural approach to fixed income
evaluation, done consistently without human bias. They also require ease
of trading, access to lots of data and fast processing speeds.

In December of 2021, the Financial Times pointed to the emergence of the
trend in The Next Quant Revolution.! “A new breed of money managers
were hoping to shake up the market by using processing power, models,
algorithms, and big data to systematically wring money out of pricing

anomalies,” wrote the FT.

Around this time, hedge funds began to dig deeper into bond workouts
and bond curve analysis, topics which are key to credit trading.
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Despite “a brutal reality check” in 2022, when quant credit strategies suffered losses due to volatility and
central banks raising interest rates, these quant strategies have seen a resurgence this year, reported IFR

in September?.

Limitations in Market Structure

Historically, quant strategies were difficult o execute given the complex nature of the bond market with
thousands of issues and varying maturities. In 2022 there were an estimated 58,200 listed stocks globally?,
often with a single ticker, whereas CUSIP Global Services estimates there are over 515,000 unique
corporate bonds in the U.S. alone*. Each bond has a different maturity date, coupon date and issue date.

Unlike U.S. equities, in which trades are immediately printed to a consolidated tape, data on corporate
bonds has traditionally been sparse and more opaque. Some corporate bonds change hands only a few
times a year, or are held to maturity, so there is less liquidity, and trade reporting can be delayed up to 15

minutes or for several hours®.

In addition, debt securities were mainly traded over the phone through the big dealers, meaning that
real-time access to these OTC transactions was not readily visible to investors.

While credit markets lagged other asset classes such as FX and equities in terms of reliable pricing, the tide

began to turn with the evolution of electronic trading and exchange-traded funds (ETFs).

Evolution of Bond E-Trading

Corporate bond trading has gradually shifted to electronic trading (“e-trading”) platforms and trading
venues, like MarketAxess and Tradeweb, which is resulting in higher trading volumes and more liquidity in
the bond market. Innovations such as new protocols involving Al, advanced trading algorithms, automated
execution and portfolio trading have given quant traders the tools to seek liquidity and execute trades more

efficiently within the credit ecosystem.

During the Covid-19 pandemic, the adoption of electronic venues for corporate bonds grew substantially.
In 2021, 37% of high-grade U.S. corporate bond trading occurred electronically, up from about 21% in 2019,
based on data from Coalition Greenwich. The share of high-yield bonds traded electronically jumped from
12% to 29% over the same period?.

Since then, bond e-trading volumes have continued to climb. Now, 50% of the investment-grade corporate
bond market is traded electronically, up from 46% in September 2023, reported Coalition Greenwich
in its Q3 update. While 32% of the high-yield bond market is fraded electronically, that has been flat

year-over-year, although 3% higher than Q1 levels’.
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The migration to electronic platforms has helped boost trading volumes and lowered the cost to trade
across the credit market. In Q3 of this year, the U.S. corporate bond market hit a record of $54 billion in
average daily notional volume (ADNV) traded, which is 8% higher than the previous high set in February
2024 and 46% higher than September 2023, reported The Desk based on Coalition Greenwich’s October
Data Spotlight report®. The Federal Reserve’s rate cut and new issuance played a huge role in the secondary
market volume jump, noted the consulting firm in its October Spotlight report®.

Not only do the bond e-trading platforms facilitate execution, but they provide real-time data such as
yields, accrued interest, duration and convexity. Trading is faster on electronic platforms than via the
traditional fixed income methods of voice and chat, which becomes an enabler for quants’ data-driven and

data-generating strategies.

Another key factor behind quant credit strategies is the rise of bond exchange-traded funds (ETFs), which
trade continuously on exchanges. Bond ETFs provide full transparency into current and historical prices.
Retail and institutional investors can efficiently trade a portfolio of bonds, like shares of stock, without
buying and selling the underlying bonds. This has resulted in higher trading volumes and increased liquidity
in the underlying bond constituents, which creates better conditions for systematic credit strategies.

Technology Acceleration

The burgeoning interest in systematic credit trading is also made possible by a wave of technology
innovations. For example, advanced analytics enable the evaluation of bond prices using curves to form the
basis of trading decisions. Accelerated calculations via the cloud have driven the transformation of credit
trading by enabling traders to reprice bonds against various bond curves in real-time.

Cloud infrastructure has provided additional benefits. Hedge funds running their analysis in the cloud can
spin-up on-demand instances of their analytics to generate real-time pricing and risk calculations for large
bond portfolios.

Real-time bond analytics are also enhanced by new machine learning and artificial intelligence (Al) tools,
with some hedge funds reportedly using Al to identify patterns in big data sets and generating trading
signals from these patterns.

Furthermore, there’s been a wholesale adoption of Python, a programmatic interface, within quantitative
finance. New traders starting their careers with big banks often enter with strong Python skillsets. Libraries
avadilable in Python are easier to adapt than older tools, and a trader with access to Python tools for
handling broad datasets can often program their own credit trading strategies.

In a systematic approach to credit investing, traders frequently turn to bond calculation libraries to reprice
a broad range of underlying assets against their interest rate curves in real fime. For example, hedge funds
may choose to reprice their corporate bonds against the Treasury curve, add spreads or generate default
probabilities against the CDS spread.

Combining both fundamental and technical analysis, credit fraders may also incorporate time series data
into their analysis. [t's not uncommon for fund managers to run the spread analysis over the last 50,100 or
200 days or for whatever time period the trader prefers.
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With the acceleration of corporate bond electronic trading, quants are looking to run these compute-
intensive calculations faster based on real-time market data, so that trades can be placed before the
market moves.

Performance is key to analytic calculations which can run 100 times per second in real time - even before
they are accelerated via the cloud.

Along with speed, hedge funds are demanding flexibility, transparency and accuracy from their technology
so they can deepen their ability to analyze bonds and perform backtesting on credit trading strategies.

They also want to extend the underlying analytic bond libraries from price-yield analysis to building out
curve-based analytics as part of a workflow that includes model validation. With any curve-based analytics,
it is important that the curves are fit for purpose to ensure trading decisions are unbiased and data driven.

The Road Ahead

As more hedge funds and asset managers enter the field, the future is pointing to further evolution of
systematic credit trading strategies. In terms of next steps, many hedge funds will apply Al and machine
learning to detect patterns in data and identify relative value trades. While some funds may still rely

on old-fashioned technical analysis to interpret trading signals with the human eye, more advanced hedge

funds will look to automate and execute their decisions with speed and precision.

Meanwhile, fechnology innovations will be implemented by forward-looking firms in the market, such as
bond trading platforms adopting advanced analytics and deploying their infrastructure to the cloud, and
hedge funds building out their analytics and Python capabilities to develop their own unique workflows and
model-driven strategies.

As the structure of the bond market continues to change, more firms will explore quantitative investing

in corporate bonds. The ongoing evolution of bond e-trading and bond ETFs will continue to increase

the liquidity and price transparency for systematic credit trading. Additionally, advances such as scaling
analytics in the cloud, faster backtesting, and access to vast amounts of data will enable quants and traders

to capture new opportunities in this exciting market.
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