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Options traders take the plunge into dark pools
Melanie Wold
16 Jun 2008

A large increase in US equity options trading is creating market impact issues
similar to those in equity markets. Traders have been searching for ways to trade
that mimic equity dark pools, minimising market impact while enabling large
trades.

This demand has led to
the creation of dark and
“hybrid” or dark-public
pools of liquidity for
equity and index
options. Two early
contenders for a
solution are Ballista, an
electronic liquidity pool
for equity options, and
3D Markets, a block
options crossing
network.

Equity options volumes |
doubled from 2005 to
last year and continue
to grow. The Options
Clearing Corporation
reported 2.6 billion
equities options contracts traded last year, compared with 1.8 billion in 2006 and
1.4 billion in 2005. This year 1.3 billion contracts have traded.
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Long considered the domain of individual investors wanting to get rich quick,
equity options are undergoing a transformation with participants from traditional
money managers to aggressive hedge funds rushing in.

A report from consultancy Tabb Group said: “Seemingly insatiable demand is
emanating from every quadrant of the institutional asset management community.”
It said that even “staid” pension funds are dipping their toes into the derivatives
markets.

David Mortimer, chairman and chief executive of 3D Markets, said competition
from hedge funds had pushed traditional money managers into equity options. He
said: “Because hedge funds have effectively become money managers for pension
and other funds, they are competing with traditional money managers for assets.”

Mortimer said traditional money managers have shied away from options since
Orange County’s $1.6bn (€1bn) derivatives losses and subsequent declaration of
bankruptcy in 1994. Now, faced by competition from hedge funds, which are not
shy about trading options, they are wading in.

Mortimer said: “If they cannot trade options, they can only make binary trading
decisions — buy or sell.” Rather than sell a large amount of shares in a security and
move the market, using options gives money managers the opportunity to trade
and hedge in more creative ways.

There is little movement by the six US options exchanges to create non-displayed
pools, as many have done with equities. The International Securities Exchange
began offering reserve orders in March, where only part of the order is exposed.
This is not strictly dark liquidity, however, and a spokesman said ISE feels strongly
about keeping its market transparent.

Brian Hyndman, senior vice-president of transaction services at Nasdaq, said the
exchange was not planning to go into options pools “any time soon”. The
exchange launched its electronic trading platform for equity options in March, and
he thinks it may be too soon to dive into pools outside equities. He said: “Dark
pools for equities have only taken off in the past two years. Their overall growth is
limited.”

This leaves innovation on the dark side of options to third party technology
providers such as Ballista and 3D Markets. Robert Newhouse, chief executive of
Ballista, said the decision to develop the system was customer-led.

Newhouse said: “In January 2007, | was approached by hedge funds and buyside

institutions complaining about the inefficiency of the mechanisms to trade volatility.
It took too long, was too expensive and led to information leakage — areas we were
sure we could improve.”

He said he was chosen based on his experience in electronic trading at Island
Electronic Crossing Network and with options on the American Stock Exchange
floor: “We came up with something similar to the other electronic liquidity pool
models, but with features relevant to this asset class.”
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Mortimer said 3D Markets came about because of demand from institutional
clients. 3D offers electronic block trading for more than 5,000 contracts and equity
and index options trading on a platform it launched last August. It is in live beta
testing with 12 institutions and seven liquidity providers.

3D has also entered into a venture with the Chicago Board Options Exchange to
create a volume-weighted average price benchmark for options. Called the
gamma-weighted average price, the CBOE provides the regulatory framework for
option benchmark trades, including the gamma-weighted average price auction
and pricing methodologies, which will be proprietary to CBOE. Gamma is a
measure of how fast an option changes against its underlying changes.

GWAP works in a similar way to volume-weighted average price in the cash equity
markets, enabling execution of large options orders at a fair price calculated over a
period of trading activity.

The exchanges are in varying stages of automation with differing business models,
which makes it difficult to aggregate across the venues. Only three options
exchanges — ISE, CBOE and the Boston Options Exchange — have electronic
crossing, which is what both Ballista and 3D prefer to use for their platform trades.
BOX, however, offers an “all or nothing” price improvement model, which does not
suit 3D Markets’ methodology, said Jeromee Johnson, 3D’s president.

Johnson said: “We connect to all of the options exchanges, but our preference is
to execute using electronic crossing, which means ISE or CBOE. Occasionally, we
kick one out to the others and it ends up done manually.”

Newhouse said Ballista internalises matching orders between two customers, then
crosses those matched orders on an exchange that accepts advanced electronic
option crosses: “The cross order types we use are only available within the ISE
and CBOE. Should Nasdagq allow the specific type of electronic crosses we use,
we will certainly be opening to crossing our matched orders on their exchange.”

Ballista sweeps external liquidity from all options exchanges, including Nasdag,
when it is available but plans to cross only on the CBOE and ISE. The two firms
differ in that 3D Markets focuses on “blind bid” and GWAP block options and index
trading, whereas Ballista offers two types of trades, tied trades, a set of trades with
a number of legs that are tied to the underlying equity, and block trades.

Tied trades are used for hedging or for volatility, where traders want to capture a
specific volatility level for the coupled trade. Newhouse said that because a tied
trade is a contingent trade — where the successful trade of one security is
dependent on the successful trade of another — it is price-insensitive and can be
re-priced outside the best bid and offer.

The second trading model is block options, with no stock component as part of the
trade, which are not allowed to be price-insensitive, said Newhouse.

Ballista expects to see other asset classes traded in dark or grey pools, including
options on futures. It is also looking at different geographical markets.
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