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Chapter 24:   

The Futures Strategy Explained: 

There are two ways at looking to manage a Liquidity 

Portfolio.  SBS had now experienced both with extreme 

differences in yield returns and end profitability to the Society and 

its members.   

The passive investment style prior to Rudi‟s arrival relied on 

investments with the intention to hold them through to maturity.  

Yield was the only consideration with no importance paid to 

„liquidity‟ requirements.  The portfolio was born of public funds 

with Regulatory guidelines to the types of investment that could 

be made.  Once invested, nobody thought to manage the 

investment other than to account for the dividend payments and 

returns.  Revaluations were never a part of the Management of 

the portfolio.  It was always about the dividend return. 

Up until the 80‟s this was the way most public funds were 

managed.  There were of course exceptions.  Smart financial 

types saw the arbitrage opportunities as markets began to open 

up and liquidity increased.  After the A$ floated in 1983, investors 

currency began to factor exchange rates into global investment 

decisions.  Banks and the like began to established branches in 

Australia.  This played a big part in the further development in 

Australian Financial Markets. 

Flip forward a few years to 1987 and the art of investing and 

managing client funds became a dog eat dog world of screw or be 

screwed.  The only thing that mattered is the annualising of the 

returns.  The global equity and financial markets have become 

the new casino where professional investors plied their trade 

using “Other Peoples Money”1.  

                                           
1 Movie Title staring Gregory Peck and Danny Divito during late 80‟s. 
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Portfolios were no longer a passive investment, but actively 

invested with the intent to try and gross the annualised yields. 

That meant turning it over – shifting maturity patterns – and 

using synthetic derivatives to complement operations and gross 

up yields.   

The slogan „capital-gain‟ became the catchcry for portfolio 

managers.  Their task was to identify the undervalued asset and 

use his market knowledge to turn it into a quick profit.   

This was the „game‟ – with „capital-gain‟ came „capital-loses‟  

and the intent was that you played the game to take money off 

other market operatives.  He who did it best was ahead of the 

„game‟.  The returns were unbelievable in the early days.  The 

smart traders were light years ahead of the passive investor 

types and overnight the „speculator‟ was king.  

This was now how the SBS managed its portfolio.  Their $15 

odd million profits to date since Rudi joined had the market 

hunting for him.  They were also intimidated by what he had 

achieved.  Rudi‟s market savvy had him ahead of the „game‟ and 

his SBS Management were very pleased – ignorant of what was 

happening - but still happy and not wanting to ask any questions.  

The previous year‟s results for the Society were a profit of 

$1.7 million on an asset base of near $1 billion - and a capital 

base of $35 million.  Being a Co-operative - profit was not the 

only motive – profitability translated into better member benefits, 

i.e. lower mortgage rates and higher investment returns.   The 

Building Society movement had not yet become the mercenary 

beasts the Banks were turning into. 

The $22 plus million profit the SBS Treasury made in the 

period up to the end of Mar ‟88 compared very favourably with 

the gross $1.7m and $3.1m in the previous two (2) years.   

Comparing different years is not always a fair barometer. 

Yes, the liquids in 1986 and ‟87 were $278m and $289m as 

compared with an end of May ‟88 figure of $569m.  There was no 
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way you could compare the structure and management of the 

different style portfolios over different era‟s.  

The ‟88 result included the impact of the ‟87 equity crash - 

and the bull market response in financial yields that followed.  It 

is just fair to say that the portfolio of „87/88 was a professionally 

run Liquidity portfolio, whereas the previous managers of the 

portfolio were Passive investors. 

Rudi liked the challenge of finding a solution to a problem 

when those before him had accepted mediocrity and a 

Management acceptance in following the rules.  Rules applied to 

people who followed them – Rudi was an innovator and rules 

meant challenges to break them down.   

He prided himself on the ways he contributed to the 

development of the Brisbane Financial markets during his early 

Market experiences with Lloyds Bank.  His personal view was that 

the accepted way of doing things i.e. the „system‟ in which 

markets operated was a phobia – markets were learning and 

developing and all bets were off as far as he was concerned.   He 

would constantly step outside his comfort zone to challenge 

himself as much as the market to prove there were better ways 

to use the development of the market to extract better returns.  

In finding a way around the Building Society Regulatory 

structure that prevented them from dealing in futures contracts, 

was proof that where there was a will, there is always a way.  He 

saw the market as always evolving and learning – a living 

breathing personality and to trade it understanding that 

personality was the crux of the „game‟.  

He believes that if you were smarter, sharper and prepared 

to risk and back your judgement – then other operators who 

played the game would „blink‟ and back down.  All he needed was 

a creative imagination and market skills to use that superior 

knowledge and confidence to intimidate other players. 
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The ‘futures strategy’ Rudi‟s had been pursuing since for the 

last 3-4 months had its origins in the non-deliverable structure of 

the SFE 10yr Futures Contract and its cash settlement 

procedures.  This was a flawed contract – the structure of the 

contract and its market acceptance was fine – it was the non-

deliverable component that made it flawed.   

He had no previous long-term agenda to specifically target 

this SFE traded contract.  It evolved from his exposure to market 

conditions at the time of his employ at SBS and the naivety of the 

Australian Financial Markets and its Regulators during this era.  

The seed may have been planted during his time with Ord 

Westpac Futures prior to his SBS employ.  During that employ he 

spent most of his time in the Ord Westpac Fixed Interest 

operations with Richard Christian – Bond Desk Manager- as his 

mentor.   

When the SBS gig happened and things began to happen 

with the portfolio restructure and the ‟87 crash – opportunities 

became obvious.  The relatively small volume of Jan ‟98 physicals 

in the market was what first triggered the thought process.  When 

he first thought about it - it played on his mind for weeks until he 

could see a strategy clearly.  He did not speak about it with 

anyone in any direct way.  He researched all the weak parts of his 

argument and the many ponderables that had influence and their 

lose ends.  This research took place during October ‟87 through to 

Jan ‟88 and it was still just an idea – a lot had to fall into line 

before he could consider slamming the door.    

As part of the research he trialled different markets that had 

influence and measured their results for weaknesses and 

strengths.  He used the results to add reasoning to the strategy – 

he was probing for weaknesses – repetitive weaknesses.  

Rudi knew his own strengths and weaknesses as a trader.  

He also knew the other traders in the market and had learnt their 
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strengths and weaknesses and how their nuances would and 

could play their part if the plan was ever put into play.   

The logistics of the actual contract itself were simple - it had 

a A$100,000 face value, and the contract Rudi plan to use for his 

strategy expired on the 15th March 1988 at 12:00 pm.  It was a 

non-deliverable contract where all open options and futures 

positions were cash-settled against a benchmark pricing 

mechanism. 

That „bench-mark‟ pricing mechanism was the weak-link.  

The process called for market bids and offers from a nominated 

and known group of Fixed Interest market makers at the time the 

contract closed – i.e. 12.00 pm. These market makers all 

operated within the Australian Fixed Interest markets and were 

Australian based.  These same market makers would be asked to 

bid on the stock or group of benchmark stocks which best 

represented the physical maturity that the futures contract traded 

or fixed itself against.   

The SFE and the markets Regulators did not nominate these 

benchmark stocks at this time.  The spreads were averaged with 

highs and lows discarded.  The midpoint of those averages then 

became the settlement yield/price used to cash settle all 

unmatched or open futures and options contracts for the expiring 

contract.  

 SBS had a very strategic advantage in its plan.  All its 

FRA/Futures positions matched with corresponding SFE contracts 

via its Broker – Bain Refco – were hidden in the Brokers House 

account.  SFE and Regulatory monitoring staff collected and 

scrutinise end-of-day market data looking for individual traders 

exposures.   This gave indications as to which traders were 

carrying large exposures and whether their holdings were within 

pre-defined open-interest limits.  This alerted them to any 

ongoing or potential irregularly within the markets activities.   
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All the SBS trades were held within the clearing house 

numbers for Bain Refco Futures.  The individual SBS positions 

would never be known to any other party other than Bain Refco 

unless the SFE got wind of what the SBS was involved in.  This 

was a flaw in the regulatory procedures the SFE had thought 

impregnable – Rudi knew this and it was this „flying under the 

radar‟ from a SFE Regulatory exposure of what he was attempting 

that allowed the strategy to go undetected.   

This strategy/manipulation had never been attempted 

before.  The SFE and Futures Broker marketing propaganda 

stated and assured everybody that what was being planned by 

the SBS could never happen.  The market naively accepted this 

guarantee and for someone to try to bury that belief was 

something the market never ever contemplated during the course 

of this „sting‟.   

The strategy had a very high risk factor attached to the play.  

How that risk could be measured and calculated was based on the 

variables of which there were many.    

The RBA was one and how they policed the open market 

operations of Banks and other players who traded in Government 

securities was still largely an unknown.  The SFE had its own 

internal monitors and regulators as did the Australian Stock 

Exchange - ASX. 

What SBS was planning would run foul of all the regulators if 

they became aware of the play.  From the research, the SBS‟s 

disguise within the market was excellent, and their exposure to 

any of the regulators could only be really detected by the RBA 

from their records of the physical Jan‟ 98 Bond ownership.   

If they caught onto the large holdings of an individual stock, 

one as sensitive as the Jan „98‟s given its relevance to the March 

Futures contract, there could be some serious complications.  This 

being a first attempt at something everybody believed as „could 

never happen‟, Rudi deemed the RBA may be blindsided to a 
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strategy such as this.  If they became aware before the contract 

closed the end result might have been a completely different 

equation.  Rudi‟s assessment on whether the RBA would be able 

to make the call was 95% in his favour.   

The reasons for this were many - the SBS was not a 

registered bidder.  They had only become a player in the CGL 

market in any way in the last 2-3 months.  The SBS were not 

across the yield curve but targeted in one individual stock.  For 

the RBA to make the connection between the SBS, the SFE and 

the Jan ‟98 maturity would require some seriously switched on 

regulator working at the RBA‟s stock registry.   

Rudi‟s counter to any RBA scrutiny was to ensure the stock 

traded robustly and Rudi‟s holdings also fluctuated up and down.  

He had a base level he wanted to own, but even that could be 

manipulated via stock lending – i.e. where the ownership of the 

stock was transferred temporarily serving the purposed of both 

parties.    Rudi new he was safe on this risk exposure to his 

strategy and discounted it as a reason to pause. 

The main concern about the legitimacy of the strategy was 

in the question about whether the Building Society investment 

charter covered a play like this as prudent, or within the 

acceptable Risk profile of a Building Society.   

The risk profile the SBS was planning to undertake had 

never previously been attempted by any Financial Institution in 

Australia.  It was of course subjective.  Rudi saw that risk as 

similar to any other interest rate related strategy.  The existing 

SBS portfolio structure when Rudi first arrived carried 20 times 

the inherent risk exposures compared to what the interest rate 

risks would be when associated with this strategy.  The fact that 

the SBS Management had been educated to this fact was a 

positive.  The Management and SBS Board had  been gratefully 

accepting the monthly reports of SBS Treasury profits and it was 

clear that profits suited everybody‟s agenda.  This strategy was 
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just playing for bigger stakes.  The key was in limiting any fallout 

– both financially and politically. 

Rudi‟s research on the physical maturities used against the 

Dec ‟87 contract, and the information he received directly from a 

SFE compliance officer he spoke with during this research period, 

gave him clear and definable parameters of which bench-mark 

stocks would be used for the Dec ‟87 and Mar ‟88 contracts.   

The Jan „98‟s were the closest and true maturity for the Mar 

‟88 contract.  The only concern was whether the market was 

prepared to accept a single stock as a bench-mark stock.  This 

was what Rudi had been driving the market towards since mid 

January. 

His success in achieving this goal would only become evident 

as the futures contract approached maturity.  If this did not work 

then the plan would not go ahead.  Rudi‟s plan was to lead the 

market to this acceptance.  To achieve this he had to supply the 

liquidity and the market pricing for the maturity through the 

physical market.  This became Smackers role once he joined the 

SBS from mid February.    

Another weakness in the variables considered was what 

would happen if the market became aware of what the SBS 

Treasury was attempting.  The market can usually smell a fix 

from a mile off and  the secrecy associated with a plot like this is 

paramount.   

It is a bit like playing the card game, „HEARTS‟, where once 

the other players suspect a „shoot the moon‟ attempt, that is 

where a single card player tries to win all the hearts and the 

queen of spades, other players will self sacrifice to prevent it 

happening.  In the card game, if it is pulled off successfully, every 

other player is tagged with the maximum penalty count.  If the 

players attempt is foiled, they often wear the total penalty count 

bar a single or minor adjustment caused by another player taking 

on a penalty card to foil the attempt.   
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If the SBS plan was discovered too early or in the last days - 

they would have to make choices as to how to limit any fallout 

and its impact on the portfolio.  That might have negative 

implications on both the revaluations of physical holdings, and 

potential losses as futures and option contracts were unwound.  

There was huge risk, but the risk could be contained if options 

and enough forward sales of physical stock were in place to 

reduce the overall exposures to minimise that risk.  It just meant 

that the „chess‟ moves had to have backup plans and defence 

structures to protect against a plot discovery. 

This scenario also held the key ingredient to why this planed 

strategy will work.  If SBS were committed to the strategy and it 

was going to plan, Rudi would not have to unwind his futures 

positions in order to square himself up.  That would be done by 

the cash settlement procedure contained in the Futures contract 

specifications.  Hence the exposure of the true vulnerability of the 

„non-deliverable contract‟ becomes evident.   

If the strategy was exposed and the market responded to 

prevent it happening, the SBS would have to enter the market as 

a buyer or seller to unwind whatever positions they had, or go the 

other way and continue to buy or sell futures to protect the 

existing position.  These additional contracts would also be cash 

settled when the contract expired.   

The only drawback to this scenario was the SFE would be 

then be alerted to the contracts integrity being challenged.  They  

had rules in place that allowed them to take any measures 

necessary to ensure the contracts integrity.   

An response to this perceived attack on a specific contract 

would have significant impact on the market.  A likely response 

would be forced closures, a rising of deposit and margin 

requirements, an investigation into collusion issues between 

Broker and the SBS, and a possible Financial Markets Association 

investigation – all of which the SBS would hold a front and centre 

seat.  This would not fair well for the SBS.  It was a risk and if 
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anything was triggering a doubt within Rudi‟s pursuit of the 

strategy – this fallout was upper most on his mind.  The risk of 

disclosure at this stage was nil – it would only become a risk once 

the SBS fully committed to the strategy.  There was still a lot that 

could go wrong at any stage of this plan to derail its ultimate 

goal.   

These included the Central Banks intervention, Institutional 

unwinding of investments that could flood the market with stock 

sensitive to the futures pricing, and any quick directional change 

in short and/or long term interest rates because of a global or 

local event.   

If the knowledge of what SBS was attempting became 

market gossip, the market would respond swiftly, regulators 

would respond after the fact, and the SBS Treasury and 

particularly Rudi, would be held accountable.  This would be 

history and ground breaking stuff and if it was pulled off and the 

market became aware of what had happened.  If Rudi pulled it off 

– it would be a silent celebration – even after the fact and if the 

market became aware of what actually happened – the 

Regulators would have a field day in exposing the risks 

undertake.  This would be more about saving face on the part of 

the Regulators – they had their pants pulled down on their watch 

– they would not take kindly to that exposure.  There were many 

hurdles yet to be cleared before any success claim could be 

made.   

Rudi knew all these exposures and yet he was still prepared 

to push forward with the challenge at this stage.  Nothing the SBS 

was planning was illegal from his perspective.  It would make a 

lot of people pretty pissed but they were mostly administration 

types who would have to acknowledge the impregnable 10yr 

Bond contract was flawed.   

Rudi‟s interest in the play was because it was challenging to 

the existing systems and procedures in place.  Rudi knew they 
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were archaic and outdated and this was his way of proving a 

point.  It would also make a shitload of money for the SBS.  

To protect the disaster scenario the SBS would cover its 

exposures by buying/selling out the money put/call options to 

provide some protection.  This was a very small chance – yields 

were never going to be achillies heel – but if the strategy was 

exposed – knee jerk responses might prevail and Rudi wanted to 

cover all angles.  Even with a month or so to the March closeout -  

Rudi still assessed his chances at better than 70% to pull the 

whole deal off.  In Rudi‟s estimates these were very acceptable 

risk reward ratios.  

Ever since he bid aggressively and won $128 million in the 

January ‟88 Bond Tender, Rudi‟s commitment to this strategy was 

edging closer and closer to the point of full commitment.  In late 

February, he knew his planed strategy was still unknown within 

the market.  The market had no idea of his total holdings in the 

Jan ‟98 stock, and he knew that he was still flying well under the 

markets radar as related to his ongoing futures strategies and 

day to day activities. 

The SBS‟s profile had lifted since the Card night at the Inter 

Continental Hotel in January, and the February FIB luncheon 

aftermath.  These events all added to the markets allure and 

mystique about the SBS and their market operations.  The SBS 

had become a tall poppy and as a relatively new entrant to the 

fixed-interest market, the other traders and operators still had no 

real idea what they were up to.  

In trying to get a market read over the SBS - the market 

had become more focused on Rudi as an individual, rather than 

the market and its trend since the ‟87 crash.  

The build up of the SBS reputation had created hesitations in 

market responses when they entered the market.   That gave 

SBS an edge and Rudi did not hesitate in using that hesitation.  

He believed he was ahead of the market and he had them „off the 
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bit‟ to use a horse racing analogy.   They were not onto his game 

plan and the way things were lining up, nor were they likely to be 

any time soon - provided nobody fumbled the ball.  

Since the ‟87 crash the 10 yr yield had fallen from above 

14% to 12.5% levels.  This suited any portfolio that had to be 

invested.   A fall of this magnitude bought into sharp focus the 

possibility of a correction – this was also a variable Rudi had 

factored in – Governments around the world were still feeding 

liquidity to chill the markets bearish sentiment.  Any correction 

would be light and short lived whilst the liquidity was awash in 

the markets.   

By Rudi‟s calculation, momentum was still to the downside 

and the lack of volume sellers and supply concerns contributed to 

this.  Everybody was more than comfortable with the cheaper 

cost of funds and therefore asset yields would continue to trend 

down.   

The chart appearing overleaf demonstrates this point 

graphically in historical terms.  At the time this strategy was 

played out in early 1988 the future on interest rate trends was 

still unknown.  The attached chart does not reflect this 

uncertainty – it purely shows what happened after the fact. 

If the market just took notice of the fundamentals, there 

was only be one conclusion that could be made on the future 

trend in long term interest rate yields.   

The SBS portfolio had to be invested in the market across 

varying maturity structures.  That was the only way to earn a 

return on its liquids portfolio.  Rudi was just bringing new 

strategies to the table and as yet, the other players had not 

worked out the game he was playing.   
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Rudi knew the SBS Management were nowhere near a clear 

understanding of the complexities of his past and planed 

strategies.  When explaining the combining of the futures, 

options, and physicals to drive spreads between both markets 

needed a base level of understanding to comprehend what Rudi 

was trying to achieve with his plan.  

He had been self-policing all portfolio risk exposures since he 

joined – his Management gave him that charter and had given no 

indication of wanting to be involved in any way. In this planed 

strategy he felt an obligation because of the fallout possibilities to 

give his Management the clearest picture possible as to what he 

was planning.   

His relationship with Len Thompson - Deputy General 

Manager and Denis Cleary, the General Manager of the SBS was 

very good.  All based on Rudi‟s past profit performance and the 

Society‟s growth provide for by those profits.  Yet - they had only 

spent time with Rudi in a work environment.  They had never 

socialised together away from the workplace.    

Neither knew anything about of Rudi‟s past employment 

record other than what they had read on his resume.  They were 

all still getting to know one another and with the events of the 

previous 4-5 months, including the October ‟87 crash, the 

pressure had been on Rudi to prevent the SBS portfolio from 

those market shocks.   

Rudi found Cleary personable and had only one real interface 

with him since he joined.  That was over the Bonus cheque in 

December ‟87 and a satisfactory outcome from that encounter 

was still to be delivered.    

To this day - Cleary believes the whole SBS experience was 

about him and his battle with John O‟Neill over the top job at the 

State Bank of NSW (SBNSW) - when Nick Whitlam finished his 

term in Jun ‟87.  The overtures about the SBS merging with the 

SBNSW was common knowledge and Cleary‟s intent when he was 
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overlooked for Whitlam‟s job motivated him to prevent any 

merger with the SBNSW.   

The SBS Treasury profits as the expansion of the SBS 

balance sheet as a result made this a serious contest.  O‟Neill 

wanted the SBS because after the ‟87 crash his own Bank was 

going down the gurgler the same way the State Banks of Victoria 

and South Australia had.  O‟Neill needed capital and the state 

Government had told him they could not help.  This made the 

SBS and its new found profits very inviting to the SBNSW and 

they were already making their play. 

The problem was that the then Premier of NSW Barry 

Unsworth had publicly stated there would be no merger.  There 

was a NSW election due in late March ‟88 and this was to become 

the pivotal event that triggered what happened from April ‟88 

obwards. 

Meantime this was all speculation and media hype – O‟Neill 

loved to read about himself in the paper and he was calling all the 

shots.  He sat on the SBS Board and knew about all the profits 

being asked.  Nobody on that SBS Board made any enquiry into 

how the SBS Treasury had been making its profits.  There had 

been audits to prove the numbers – but nobody dare ask how 

they were being made.  This would have demonstrated their 

complete ignorance on Treasury matters and nobody wanted to 

look like a fool by asking the question.  It was the blind leading 

the blind.  

From Rudi‟s perspective all through this period – his 

Management‟s ignorance was both a crux and a blessing.  His 

own moral compass was telling him that he had to be prudent 

and not risk the Society to adverse risk – yet his market instincts 

were telling him that the risk attached to his planned strategy 

was nothing to do with market related risk because he could 

cover all those exposures – his risk exposure was in political and 

Management fallout.  
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The SBS‟s previous two years combined profits before Rudi 

joined were just over $3 million – since Rudi had joined the 

Treasury had generated over $12 million to the end of February 

‟88. 

The timing of the play was now late February, and since the 

FIB lunch afternoon – all radar indicators had continued to track 

in favour of the futures strategy.  Rudi‟s was becoming more 

excited as each day counted down. 

During the last few days in February he started to put 

together his presentation to Management about the planned 

strategy. 

Part of the presentation included visual stimulators.  These 

included interest rate trend charts, futures and option bell charts 

to better highlight the risk/reward ratio in the proposed option 

positioning, the volume of stock available calculations and the 

spread movement data from the Dec ‟87 futures closeout.  These 

were all designed to give the SBS Management a visual 

interpretation of the strategy and help identify where risk 

exposures were being minimised. 

Both he and Smackers were confident they had the all the 

information they needed for their presentation.  The Management 

meeting was set for 11:30 am on the Monday, 29th February 

1988.  In attendance were Denis Cleary- GM, Len Thompson - 

DGM,  Don Watson – Acting General Manager Finance,  Tony Page 

– Internal Auditor, Smackers and Rudi.  

There was great anticipation in the room – both sides were 

expectant and when Rudi took the floor and started his opening 

comments – all was revealed. 

He started, „Gentlemen, thank you for coming.  To start the 

meeting I want to update you with the latest Profit and Loss 

summary for February.  We managed another $900k of trading 

profits and with other activities the total result for the month will 

be a $1.2 million profit for the month.   
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The revaluation position of the portfolio has another $2.5 

million in unrealised profits.‟  He paused for effect and let the 

numbers sink in. 

Resuming he went on to say, „For some time now I have 

been monitoring a strategy that was potentially a very profitable  

trade with some risk profile issues.  I want to explain this 

proposed strategy to you all here and now and discuss with you 

the research results and how I have come u with a plan to make 

it work.  

„This plan has been on the radar since Oct-Nov last year and 

I need you all too firstly understand what is involved and are all 

fully aware of the potential risk/reward stakes involved.‟   

They were quite and intense in their stare at Rudi as he laid 

out his planned strategy.   

„What we are planning is a physical market verses 

FRA/Futures market play.  The March 1988 10 Yr Bond futures 

contract is a non-deliverable contract.  That means that at 12:00 

noon on the 15th March, all SFE traded March contract open 

positions, including Options and Futures will be closed and cash 

settled.  That also means that all our FRA contracts offset as 

options and futures in the 10 year Bond contract will be similarly 

settled.  The cash settlement price used to cash settle all 

positions is derived from the market prices quoted by a group of 

designated price-makers quoting on the benchmark stock used to 

bench-mark the futures close-out price.‟   

Rudi presented his charts on the Dec Futures and physical 

prices to show the prices for the physical and futures market 

yields being the same on the date of closure for the Dec ‟87 

contract. 

He continued, „as can been seen from the chart, the 

physicals traded at a spread value above the futures/FRA contract 

into the 15th Dec close where they both settled at the same yield.  

So, when we look at the tracking for the March ‟88 contract since 
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January, you can see the spread between the futures/FRA and the 

physical has also been narrowing.‟  

Rudi put up the Jan/Feb Futures/Physical charts to 

demonstrate his point. 

 

 

Rudi asked, „are there any questions over what we have 

covered so far?‟   

Nobody responded. 

 „As you know we won a sizeable parcel of Jan ‟98 stock in 

the January tender process.  This was in preparation for this 

proposed strategy.  We had to convince ethe market that the only 

stock that could be used for the March closeout had to be the Jan 

„98‟s - and this is what the last six weeks or so has been about.  

We have been successful and the Jan „;98‟s will be the only stick 

used in determining the March ‟88 cash settlement price.  

„From the research the volume of Jan ‟98 physical stock on 

offer in the marketplace has a total value on issue of $1 billion.   

„Of that amount, the RBA took up a holding of $100 million 

and it is presumed they still own that stock.  There is $450-$500 

million of this stock bedded down in long term investors hands 

and is likely to remain so given long term interest rate trends.‟  
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They were still transfixed with the presentation and still no 

questions were forthcoming. 

 „This meeting has been called because the timing in 

implementing this plan is now at a point where a decision has to 

be made in the next few days as to whether to fully commit.  To 

that end I thought it both prudent and necessary to bring you all 

up to date with the plan and to put it before you for discussion.  

In essence I am seeking your approval before I engage and take 

action to implement this strategy.   

„For the last month or so, we have made very good profits 

out of squeezing the market on spread related plays – this has all 

bee connected with entrenching the belief that the Jan „98‟s are 

the bench-mark spread stock when trading the spread.  When the 

spread has blown we were buying futures/FRA and letting 

physicals go, and then we would reversed the strategy when 

those spreads became too wide.‟ 

Rudi asked Smackers to show the intraday charts showing 

the daily ranges of the spreads between the physicals and futures 

as compared with the end of day value.  

„These strategies have netted us very good trading profits 

and have been „baiting the hook‟ so to speak. 

„The big payoff comes when we countdown to the 15th March 

and squeeze the settlement price for the futures to a level we 

want and have structures all our FRA/Futures and Options 

positions to maximise profits.  In other words we are going to fix 

the price of the futures close out price based on how we control 

the spread and the physical market pricing.‟   

The audience was still transfixed.  To be honest, Rudi had 

tried to make this presentation as simple as possible and tried not 

to confuse the issue.  He was starting to think even at this basic 

level of explanation, they were still having a hard time 

understanding what he was trying to explain.   
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He continued, „this meeting is about putting to you my best 

case scenario about when we put this strategy into play – and the 

risk‟s associated with any outcome – either successfully or 

unsuccessfully.  

„My estimates is that the Society will earn somewhere near 

$7-$8 million as an upside profit range and the downside risk will 

still return a $1-$2 million profit when the current February 

revaluation position is taken into account.‟ 

 There was a pause and Rudi took a gulp or water – he was 

wanting some interaction.   

The first question came from Cleary, „how can you be so 

sure of what the market will do and how can those profit numbers 

be so high?‟  

The question was an obvious response.   

How do you tell your Management you are about to 

perpetrate what would be interpreted as a market manipulation 

by his peers.  If you got away with it well and good, if you were 

caught or it all went pear shape, repercussions may be felt for 

months and careers will end. 

Rudi continued, „Smackers, can you bring up the trend 

charts from July last year?‟   

Smackers put the 10yr chart on display and also put the 

Bank Bills and a chart that showed the total movement in interest 

rates across the yield curve.  The charts showed the spike leading 

into and after the October ‟87 crash and the dual secondary 

spikes after and peaking in late October.  The 10 year chart 

showed the aggressive decline since that date and how the trend 

looked to continue. 

Rudi‟s chart reading skills were excellent - he was a chartist 

and his views were derived from his skills in reading charts as an 

Elliot Wave theorist.   
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Rudi was not going to bog down and explain all the chart 

theory.  He knew he surely would have lost them in the 

translation.  Instead, he had Smackers produce a long term 10 yr 

chart dating back to 1976.  It showed lows below 9% in 1978, 

and highs of almost 17% in 1982.  Since 1982 there had been a 

series of lows and lower highs in a downward sloping trend.  12% 

seemed to be where the market would bottom before rising again 

to a lower peak.  In chart terms that is a „declining wedge‟ 

formation, and the trend usually breaks out to the downside.   

This confirmed the short to medium term charts were 

bullish, and with the market distracted over the antics SBS had 

been imploring, the trend was not going to change unless the 

Reserve Bank or some off-shore event happened that turned the 

market skittish.     

Rudi continued with the Futures/Physical chart and said, „As 

you can see, the futures price generally tracks to the physical 

price and not vice versa.  The strategy will be to control the 

physical price for the Jan „98‟s through holding of the stock in the 

Liquids portfolio, and nudging the FRA/Futures in the direction it 

needed to go. This will have the FRA/Futures price track towards 

and in unison with the physical market.‟ 

He continued, „to help with the FRA/Futures price movement 

we intend to take on broad option positions as both a seller and 

buyer of calls and puts that will have all the option traders 

pushing the futures to a strike price that makes all our 

FRA/Futures and Options positions and their premiums against 

that strike price, all profit.‟ 

A question came from Don Watson, „can you explain that 

more thoroughly please?‟   

Rudi could see from the long faces around the table, that 

none really understood the option strategy as explained.  This 

was not rocket science, but for market novices, it was an awful lot 

to digest and fully understand in a single sitting.   
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Rudi said, „OK. Let us go to the white board and draw some 

diagrams.‟   

Rudi went to the white board and drew some vertical and 

horizontal lines that intersected with each other at a midpoint.  

He was copying from some option bell charts he had bought to 

the meeting.   

He said, „The buyer of an option gains the right to buy at a 

designated price at a future date, and they pay a premium for 

that right … a bit like buying insurance and then paying the 

insurance premium.  The seller of the same option receives the 

premium for selling that right.  

„So in the practical example of the market as we see it 

today, it works like this.  Let us assume that the strike price we 

all become focused on as the target for the close out price is 

88:00 or 12% in yield terms.  The market is currently at 87:75 or 

in yield terms - 12.25% - and with the trend direction pointing to 

12%, or 88:00 in FRA/Futures terms, (i.e. 100:00-

88:00=12:00%), that means a 88:00 strike call option would 

currently be .25% or 25 pips out the money, and a put option 

would be .25% or 25 pips in the money.‟ 

Rudi looked to his audience and asked, „any questions so 

far?‟ 

There was no response, they were following, or at least 

indicating they were.  Rudi suspected – no … he knew they were 

completely out of the comfort zone and did not really want to 

expose their ignorance any further. 

Rudi proceeded to kept it as simple as he could and 

proceeded to the explain option intrinsic values and the impact on 

time decay pricing within the option premium.  He knew he had 

lost his audience completely at this point and chided himself for 

not having spent more time in understanding his Managements 

ignorance levels.   
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Rudi soft peddled on the option rhetoric and said, „the 

options strategy is just one aspect of this strategy.  The physicals 

are just as important as the FRA/Futures and options.  The 

expectant profits will come from all three aspects associated with 

the strategy.   

„However, if we can control the physical pricing structure, we 

also control the futures and options close out values.  They are all 

linked.  If one market gets out of kilter - the task will be to trade 

whichever side is above the fair value line and bring it back to fair 

value.‟  

Honestly, Rudi had no idea just how much of this was really 

sinking in.  He knew the presentation was getting way beyond a 

„reasonable expectation‟ of understanding.  This Management 

Group were profit driven and if the Treasury was providing the 

profits- these guys were going to find ways to increase their 

market share and the benefits to members.  

He skipped over much of the technical side of his 

presentation and moved on to the Risk factor. 

He pressed on, „the inherent risk in a trade like this comes in 

the event that interest rates suddenly change direction for 

unknown or unforseen circumstances.  A repeat of the ‟87 crash 

might be such an event.  But, I can assure you that that is not 

going to happen while the global Central Banks and their 

Governments are out there trying to avoid a Banking collapse and 

the liquidity they are providing stays awash in the system.   

„If Central Bankers tightened monetary policy any time soon, 

it really would be a bloodbath out there and they really would be 

risking a massive Banking system collapse.  That is not going to 

happen. 

„Also, there are no new Bond tenders announced prior to the 

Futures close out date, the cash rates are stable and providing 

good funding levels.  My personal view is that the bond futures 

will close closer to 88:00 that any other strike price.‟ 



© 2011 Balls Like and Elephant - Chapter 24 – The Positional Cleanup…  

24 | P a g e  

 

The meeting was passing the 20 minute mark and the 

parties around the table were not getting as involved as Rudi had 

hoped for.  He suspected they were having some problems 

connecting the scope of the presentation and how each aspect of 

the strategy connected with the other.  

Another question came from the floor, „How can you control 

the physical price?‟  This was Len Thompson asking. 

„We can do that a number of ways.  It is crucial to the plan 

that the market becomes solely focused on the Jan ‟98 stock as 

the benchmark stock for the futures settlement price.  We do that 

by creating the illusion that there is plenty of liquidity within the 

stock in the marketplace and providing the market with 

aggressive pricing as both buyers and sellers of the stock.  It will 

be Smackers job to be that aggressive market maker.   

„We also will lend out stock when the market gets itself 

short, this will encourage the shorts to hold their positions and 

provide the liquidity needed for those short‟s to hold their 

positions.  When the timing is right and the opportunity present 

itself we may push the yields lower to force the shorts to close 

their position, thus squeezing the shorts out of the market.   

„We have been lending our stock in a coercive way for the 

last month or so and have been successful at maintaining liquidity 

to the market for all of that period to date.   

„We have learnt the markets responses to the spread 

fluctuations.  The key here in relation to the „stock lending‟ aspect 

-  the physicals are owned outright by SBS and we recesive a 

premium for each day the stock remains lent. 

„The yields are not going to run away.  The futures will follow 

our lead and how we manage the spread relationship between the 

physicals and the FRA/Futures price levels. 

„Once again I need to reinforce a point to you all here.  This 

has the potential to be a high risk trade and higher in profile to 

any other trade we have ever attempted, but so are the rewards.    
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„I need you all to understand what is really at stake here.  

The market has never ever seen a market play like this before … 

at least not a successful one.  This strategy has the potential to 

make a lot of money for the Society, but if it goes pear shaped, 

we need to have in place certain safety nets to protect our 

position. 

„Those safety nets have costs and what I need from you is 

your feedback on this planned strategy before I put those safety 

nets in place‟ 

Rudi let that statement hang out there for a few moments. 

He continued, „the big picture is that the SBS is naturally 

long, invested, the only variance is the maturity structure of 

those investments and their liquidity.  In putting a market play 

together like this we are taking advantage of our natural position 

and applying it to a strategy that significantly enhances the profit 

returns to the Society.‟ 

The obvious question then came from the floor, „What are 

the safety nets you plan to put in place?‟ 

„Firstly, there will have to be a total net positional structure, 

that means the sum total of all open FRA/Futures, options and 

physical positions in the portfolio held to support this trade 

position has to be capped at a determined level.   

„My recommendation is at 80% of the total value of the 

Liquidity Portfolio.  That might seem high, but we are already at 

60% of that figure and after the January Bond Tender we were at 

almost 90%.‟ 

These numbers meant absolutely nothing to those in front of 

Rudi.  He knew this and if they asked him to explain what he 

meant, the subject of Limits would again be raised and that was a 

subject that none of his Management group had shown any 

interest in formalising since Rudi had arrived despite efforts to the 

contrary.   
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Hell - even the SBS Board had never raised any questions on 

how the SBS Treasury had suddenly become this monster profit 

generator.  There were four State Bank of NSW (SBNSW) 

employed Directors on that Board including the new SBNSW CEO 

John O‟Neill.   

At this point the only Board member Rudi had met was 

Cleary and he was an Executive Director.  Cleary‟s roll at the SBS 

Board meetings was to answer any questions the Board asked 

about the Societies operations.  Rudi had often pondered why he 

had not been called to explain the Treasury operations.  He 

already knew the answer to that question - and it was not 

flattering to any of the people who sat on the SBS Board or the 

Executive Management who were now sitting in front of him. 

Rudi went on, „the portfolio structure has to be respected, as 

a Society we lend for housing, mainly 25 year term debt. The 

liquidity portfolio is the Society‟s safety valve as explained many 

months ago, and we all went through the restructure procedure in 

September/October last year.  We all know how lucky we all were 

with that exercise given what happened with the Stock Market 

crash and its aftermath.‟ 

Rudi was subtlety reminding them about his track record 

since he had arrived and hoped it would sway some influence.   

If he just come out and said that what was being planned 

was a straight out ‘market manipulation’, the reaction would have 

been potentially hostile and negative.   

If that happened, Rudi would have given his chances of 

getting Management on board as zero.  He had calculated just 

how much he should disclose about the plan and still be able to 

maintain his own integrity in that he was not trying to deliberately 

mislead his management.   

Rudi knew in his heart that he could pull this off.  All during 

the six months he had been there, he had been self policing the 

SBS‟s own internal limits.  He had made dumps previously when 
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he had got it wrong and he knew the limitations of the market if 

he had to go that route.   

This strategy was never about creating history. Events 

happen and then they might become or be regarded as history.  

This event is successful would never be revealed to the market.  

It had the potential to become a business model for future 

closeouts if the circumstances over limited stock remained the 

same.  

This event was a very rare opportunity that comes along 

once or twice in the career span of a market trader.  There would 

be a very rare number that would even recognise the potential for 

this type of trade let alone have the market skills to try and pull it 

off.  

Rudi recognised it for what it was - an opportunity to create 

large profits and pull of a sting that he could silently claim 

bragging rights to for the rest of his life.   

The Australian market place was not ready for something 

like this and this was a major strength of the plan.  Nobody was 

expecting it.   

For the last 2-3 months the market had allowed the SBS to 

sneak up behind then, take a good grab of their balls and let him 

squeeze them in any direction he chose to take them.   They had 

been following him wherever he went - they ran where he pushed 

them and forced them to run, and then they let him lead them 

where he wanted them to go, they had all responded like sheep 

being herded for shearing.   

Even 25 odd years later - the telling of this story will excite 

the most experienced of traders.  Nobody had stood in the market 

to challenge the SBS and this was not a boast.  It was a reflection 

of the market‟s inability to get a fair read on the SBS playbook.   

Rudi only had to hold it together for another 2 weeks and 

the „sting‟ was done.   
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Looking across the table now - Management were focused on 

the profits, no questions about it.  This was too big a risk for Rudi 

to take on without Management having some idea about the 

planned strategy – if he had of just gone and did the trade he 

was taking a large risk with the Society and its depositors and his 

own career. 

  All these thoughts were fast tracking through Rudi‟s mind 

as he stood in front of his Management.  He could not go into the 

detail about the whole plan as it was structured in his mind – how 

do you tell non chess players the next planned 14 moves if they 

don‟t understand chess. 

They would never have understood the rawness, the 

brashness or the outright contempt for his market peers in what 

he was contemplating.  

 Ever since the FIB luncheon the pace had picked up.  The 

aftermath from that day had left positions within the portfolio that 

became the perfect leapfrog into his planned futures strategy.   

The back office function that was part of Don Watson‟s 

responsibility was very much on the boil and was very 

independent to the Treasury reporting structures.  There was no 

way that any fraud or mis-representation could even be 

undertaken if Rudi was that way inclined.   

His creditability and profit making ability was always part of 

his central focus.  This SBS ride was his dream opportunity and 

now he was being presented with the ultimate opportunity.   

These thoughts were flashing by as he paused and collected 

his thoughts before he summed up.  

He continued, „the spread between the physical and futures 

had been ranging from .25 points in early January and was now 

at .12 points heading into the end of February.  It will be zero on 

the 15th March at 12:00 pm.  The futures yields were trading 

below the physical yields reflecting the positive funding costs in 
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holding physicals.  On the current values, the spread is about 4 

points over fair value. 

„This afternoon I plan to bring that spread back to fair value.‟   

The meeting had gone on for about 45 minutes and the floor 

was quite.  No questions were forthcoming and Rudi had given up 

on waiting for questions. 

  He continued, „we are not locked in at this point … I do not 

envisage having to make a final commitment until the last 5-8 

trading days.  We have 12 trading days before the closeout. 

„Up until then I can provide you all with daily morning briefs 

on the days market expectations and the previous days 

revaluations as reflected in all current portfolio positions.  As I 

stand here … every part of my body tells me that this play will be 

successful so long as the market does not get a sniff of what we 

are about.‟ 

Cleary went to speak, „Rudi, are you telling us that you are 

going to make somewhere between $7-$8 million and you are 

saying that it is as good as in the bag?‟ 

„In a nutshell, yes … that is what I am saying,‟ Rudi 

responded. 

Cleary responded, „well - I for one want to have a bit of time 

to think about it.‟  

Rudi came back with, „that‟s no problem … as I said we are 

not locked in yet but as the squeeze goes on you will see the 

market begin to respond.‟ 

Len Thompson asked, „this intent to correct the „fair-value‟ 

discrepancy this afternoon … you said you were going to sell 

options to get the market to return to fair-value … can you 

explain how that actually works?‟ 

Rudi was on home turf here and he could feel them all 

responding to the positive vibes and numbers of the profit 
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forecasts.  He gave them the rundown on how the trade would 

work without getting too technical.   

He offered, „why don‟t you come down and watch the deals 

go through?‟ 

„I might just do that,‟ was the response from Thompson. 

„I will be there as well,‟ was echoed from both Watson and 

Page.   

The dealing room was going to have an audience and this 

suited Rudi‟s purposes more and more.   

The meeting concluded with no decision made about the 

overall strategy and it was agreed to meet again in a few days.  

Rudi was to keep Len Thompson briefed daily as the countdown 

began.   

 


