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Chapter 12:  

The “Futures”  Research: 
 

All Global Futures prices are derived from a physical commodity 

the futures contract is based upon.  There are always price differentials 

between the spot physical price, and the spot and next futures contract 

prices – generally these are referred to as ‘spreads’ – the value between 

the spot physical and the spot futures prices.   

There are many varied and interpretive reasons why this ‘spread’ 

moves up and down as a value to the spot futures contract.  The cost of 

funding a physical position is generally regarded as the major arbitrage 

component affecting this ‘spread’ when talking about financial products.   

Other variables for futures contracts would include weather and 

production/harvest forecasts for agricultural and energy type 

commodities.  For interest related contracts - changes in interest rate 

and monetary policy settings by Central Banks would generally have the 

most impact.  All contracts are also subject to the markets interpretation 

and sentiment – as is any squeeze/delivery issues that arose close to 

the contract expiry – all these matters can have a significant impact on 

price activity on all spot contracts.   

There are numerous other variables - but they become more about 

day-to-day trading issues and the technical analysis of each contract 

and how professional traders interpretive those nuances..  These might 

be based on historical and seasonal price movements and the influence 

that may have on intraday traders.   

Energy - soft metals – agriculture - foreign exchange - interest 

rate - equities and many other derivative contracts all interlock with the 

global financial markets – they all carry relationships that crossover in 

many different ways.  

From the research undertaken to date on the SFE 10 year Bond 

contract - Rudi’s conceptual plan was that the spread between the 10yr 

futures contract and the physical 10-Year Bond market - did not always 

reflect the natural funding spread.  His research showed it to be driven 

by other factors – perhaps dealer influence as opposed to fundamental 

and fair value market price behaviour.   

This translated to a market that allowed gaps to appear and those 

gaps meant opportunity.  Rudi put it down to dealers and traders not 

knowing the true value of the ‘spread’ when they either quit or took 

positions in the market. That meant they were gifting profits to other 

traders covering a hedge position, or incurring losses in a ‘stop loss’ 

type exit strategy.  

This was classic market opportunity - and Rudi’s plan was to trial 

his idea into the closure of the Dec ’87 10yr futures contract and see 

how the physical price responded.   

The fundamental flaw in a non-deliverable contract is the price and 

spread value can be influenced and dictated to in a way that can be to 

someone’s advantage.  This can only happen if the control of the supply 
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or available stock that is used to price the futures closeout/settlement 

price – is manipulated to this end.  This was the seed growing within 

Rudi’s mindset.  This was what all the research was being considered 

and directed toward – he knew the 10 year SFE Bond contract was such 

a contract - and his plan was to strategise a way to take advantage of 

that belief.  

The largest known and publicised attempt to control supply of a 

commodity with the intention to manipulate a futures market  - was 

connected  with the Comex Futures Exchange Silver contract in the early 

80’s.  This market manipulation made global headlines for months and 

the fallout and cleanup went on for a decade after the event.  The 

players involved in the sting were the Bunker-Hunt brothers.   

That attempted sting faltered because the contract was a 

deliverable contact - the plan all came unstuck when the Bunker Hunt’s 

could not fund the settlement costs when they were forced into taking 

delivery.  The regulators became aware of their silver stockpiling and 

changed the contract conditions to force the Bunker-Hunts to default on 

their positions at losses in the US$ billions – a billion then is worth $20 

billion today. 

Pasted hereto are two web links that cover history’s version about 

this attempted Silver market manipulation and how it played out.    

From the websites: 

http://en.wikipedia.org/wiki/Nelson_Bunker_Hunt and 

http://www.buyandhold.com/bh/en/education/history/2000/hunt_bros.html 

 

 

 

The difference between the COMEX Silver contracts and the SFE 

10yr bond contracts was the SFE 10yr bond futures contract has always 

been a non-deliverable contract.   

If at any given point during a trade against a non-deliverable 

contract - and you ride your position into the closeout – i.e. you chose 

to cash settle against the closeout/settlement price - the net result 

becomes a monetary value settlement where your entry prices are 

matched against a settlement price determined by the market at the 

same time the contract expires.   

In a deliverable contract - you have to make a choice to either 

take, or make delivery to the value of your position. 

The non-delivery aspect of a contract allows you to force the 

market to where you want it to close – and as long as you control the 

physical commodity – that price is to your advantage.   If it was 

deliverable – unwinding your position to avoid delivery would have a 

market impact that in all likelihood force the market against you.   This 

is the flaw that has existed with this contract ever since it first began 

trading.  Up until this point - nobody in the Australian market had ever 

tried what Rudi was investigating.   

Riding your position in the close of a non-deliverable contract 

meant you could continue to add and support your position to drive it to 

your chosen price target.   

http://en.wikipedia.org/wiki/Nelson_Bunker_Hunt
http://www.buyandhold.com/bh/en/education/history/2000/hunt_bros.html
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Your position - be it 'long', or 'short' - will then be netted out and 

squared against the settlement price and your futures position becomes 

zero and the only risk exposure is the price settlement equation.   

The only way this can be stopped or prevented is if the regulators 

have a prior knowledge to the ‘open interest’ position holdings held by 

individuals and vested parties.  The SFE Floor Members report all their 

clients holdings of open positions.  In the deal done with Bain Refco – 

and positions held by the SBS would be held in the Bain Refco summary 

house account positions.  In other words - the SBS’s positions would be 

blind to the regulators unless they went looking for them in a specific 

way.   

Can you imagine holding 15-25% of all open positions in a contract 

about to expire and then having to try to liquidate that position before 

closure? It would cause market mayhem and create a panic across all 

connected markets. 

If the price of the physical market started moving against you, the 

futures price would reflect the same movement.  In a deliverable 

contract, you accept that you will take delivery or supply delivery at the 

value of your position.  

During this period, the SFE SPI1 Futures contract was also a non-

deliverable contract.  Its pricing structure was index based against the 

top 200 stocks listed on the Australian Stock Exchange.  To attempt to 

control the price variations on 200 individual equity listings would 

require some serious money.  A$10’s of billions would only get you a 

very small percentage stake in a cross section of the larger Companies 

that are part of that Index.  In addition, the Australian equity market 

has very restrictive ‘short selling’ options which would mean that if you 

planned a play, it could only be in trying to force the Index value 

positive rather than negative.  Unthinkable, and if anybody tried it, they 

would fail as miserably as the Bunker-Hunt’s did. 

However, when you compare the 10yr Bond contract, it was a far 

different proposal.  The key to Rudi’s plan was in the markets bland 

acceptance that what he was contemplating - could never be done.   To 

even think about it - and then to have to keep complete secrecy about 

what was happening away from the markets knowledge - made it even 

more difficult.   

This ‘impossibility’ factor was in Rudi’s mind a reason to be 

positive about the strategy – nobody would be looking for it.  Australian 

markets were still well behind the sophisticated levels of offshore 

markets.  The Australian Market Regulators were public servants with 

the mentality of textbook educations.  Market manipulations were 

something they read about in fiction novels.  It was something that was 

taught and introduced as part of the theory in their job description – but 

in all honesty – Rudi gave them less than a 5% chance of tweaking to 

what was being planned.  

Until something like this has been done – nobody has the interest 

in monitoring for an event that they think can never be done. 

At this point, Rudi’s plan was still just a strategy he was theorising 

about - a hale Mary proposition and something to keep his intuitive 

though process forever occupied.  He was only contemplating the theory 

and still needed to do the research to hit the ‘short nails’ he already 

                                           
1 Share Price Index 
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knew about.  The ‘long nails’ would be researched further if the initial 

research and ‘trial run’ proved encouraging.   

Nobody had really tested the SFE markets from a regulatory or 

administrative perspective.  Everything written in procedural manuals 

was theory and had never been proven or tested.  Neither the SFE 

regulators - nor the market had any idea how the markets would 

respond to a strategy that had an end game agenda of running a 

massive physical and futures position into a non-deliverable futures 

contract close.   

This would be such an audacious venture - any sniff anywhere and 

Rudi risked all sorts or enquiries into his intent and purpose.  Despite all 

this regulatory mischief, Rudi was planning a trial run of his theory 

against the Dec ’87 contract expiry.   

Very early and as part of his research - Rudi made a phone call to 

the senior compliance officer at the SFE.   

When history is made - you never know it might become history 

during the course of the event.  Should it become history - it is only in 

an ‘after the event’ type way that the total wash-up can be seen and 

one can reflect and see the important cogs that had to fit to make it all 

possible.   

As it turned out - this SFE phone call was to be one of those 

important cogs.  The information gained from this phone call allowed 

everything that followed over the next 5 months to happen the way it 

did.    

The key information and questions Rudi was trying to get the 

answers to concerned which physical Bond maturities would be used for 

the Dec ’87 contract price settlement - and the likely physical maturities 

used for the Mar ’88 contract. 

He could not come straight out and ask a direct question like - 

‘which physical maturities would be used to price settle the Dec and 

March 10 year Bond contracts?’ 

  He knew that any direct questions might be a little obvious and 

potentially create some red flags. Rudi spent the best part of 30 minutes 

on the phone discussing all the technical aspects of both the Bank Bill 

and Bond contracts, both 3yr and 10yr and their settlement procedures.  

When he discussed the differences between the deliverable and non-

deliverable settlement procedures, the compliance office was very 

helpful and precise.  

He innocently explained the operational procedures for picking the 

benchmark stocks for the non-deliverable Bond contracts.  This 

information was manner from heaven for Rudi – and he subtly pushed 

the conversation in directions that enabled all the answers he was 

seeking.  

Prior to the SBS gig - Rudi had spent six months with Ord Westpac 

Futures.  Most of that time was spent producing a Client information and 

disclosure document that concerned all aspects of Futures contracts and 

trading connected with the SFE.  From that experience, Rudi had a very 

good understanding of all the Futures contracts and there internal 

workings.   

Rudi had been trading futures since 1981 when he worked with 

AEFC.  He had traded every contract on the SFE including options except 

for the ‘Greasy Wool’ contract.   
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From all this experience and exposure - there had always been this 

general perception and acceptance within the market that there was no 

way a SFE Futures contracts could be manipulated - or have its integrity 

compromised for financial gain.  Everybody used this opinion as part of 

their marketing of Futures to new and existing clients.  It was a 

statement contained in all the Futures propaganda and stated without 

the thought or understanding of the possibility of the contracts 

vulnerability and weakness’s in a non-deliverable situation.   This 

thought was no flash in the pan idea – Rudi had always thought that the 

claim that the non-deliverable contract could not be manipulated was an 

over statement.  

That perceived prohibitiveness was the carrot that had sparked 

Rudi’s intrigue in this whole strategy.  To beat the ‘system’ - to show 

that the ‘system’s’ way was not always the right way.    

The daring in challenging what everyone thought could never be 

done - and then proving it could be done - that was the incentive from 

Rudi’s perspective.  It still remained just theory and very adventurous 

thought patterns at this point. 

Rudi was making notes all during his conversation with the SFE 

compliance officer. When there was some confusion - or when Rudi 

wanted the re-hear a comment - he feigned ignorance and asked him to 

go over it again.  When Rudi had extracted all he wanted to know, he 

thanked the officer for his time and ended the call.   

Rudi’s next task was to compile a spreadsheet of all the Bond 

maturities and bond stock on issue that the compliance officer listed as 

the price settlement benchmark securities.  This then produced the 

crucial information as to what volume of physical stock was in the 

marketplace across each of these benchmark securities.    

His source for the data was the Reserve Bank of Australia’s 

monthly statistical publication.  That publication presented all the 

numerical information of all the Bond Tenders and their weighted 

averages and spread issue prices.  Rudi had been a personal subscriber 

to this publication since his Lloyds days in 1982.  

It was also important to discover in a subtle way where these 

maturities were held within the market i.e. what value was held in end 

investors as opposed to what volume was held by traders and other 

market operators. 

There were a number of ways to obtain this information.  One was 

to monitor and get information from the marketplace about a practice 

called ‘stock lending’.  This happens when a market operative wants to 

‘short sell2’ a stock maturity he does not own.  In order to be able to do 

that, he has to borrow the stock from someone who owns it - or has 

temporary entitlement to it.   

It can become quite complex if you think about it too much.  

Anyway the original owners of the stock - or the stock lenders is where 

Rudi first ventured to retrieve some of the information he was looking 

for.  This gave up information to how much of the stock they really own, 

and how much had been lent back to the marketplace.  It was not 

perfect – but Rudi estimated the numbers he had were 80% accurate.  

He cross referenced his information via different sources.  Even the 

                                           
2 To sell a stock that is not owned, a trader has to make arrangements 

to borrow the stock. 
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Reserve Bank had some statistical tables that gave information on Bond 

holders.  This was all very general information and gave amounts by 

industry category.  

That table of maturities is reproduced hereto in the same format 

Rudi used in 1987. 

  

 

 

All this information became problematic for the Dec ’87 contract.  

He did not have enough researched data at that point about a lot of the 

stock lenders operating within the marketplace.   

Stock lenders are paid for lending their stock - and this became a 

permanent and steady revenue stream for Rudi in the Jan-Mar ’88 

period.    This also fed back information on where stock was buried.  The 

SBS became very involved in ‘stock lending’  as a result of this research.  

It also became a major part of the March futures contract strategy and 

the ability to hide the SBS positions - and keep the ‘sting’ from being 

exposed.   

Most of the information he was able to obtain for the Dec ’87 

futures close out also became useful information for the Mar ’88 futures 

contract.  The information about the Jan ’98 stock ownership and value 

on issue up to Dec ‘87 was extremely important.   

The table presented shows there was a total of $700 million Jan’ 

98 maturities on issue with another $100 million taken up by the 

Reserve Bank as at Nov ‘87.  A$350 million had been issued in Aug ’87 

at an average weighted yield of 12.89%. Another $200 million was 

issued in Sep ’97 and $250 million were issued Nov ’87 at weighted 

average yields of 12.32%, and 13.156% respectfully.   There would be 

another $200 million issued in Jan ’88 at an average weighted yield of 

12.454%.   

The gross numbers for the Mar ’97 and Sep ’97 maturities in the 

marketplace in November ’87, was $3.2 billion with the Reserve Bank 

take-up being $1.2 billion for both maturities.  The table attached hereto 

Tender date 
Tender 

No. 
Coupon 

% 
Maturity 

Date 
Weighted-

avg % Amount 

RBA 
Take 
up 

          $ million 

28-Aug-84 18 12.50 15-Sep-97 13.107 $201 $100 

14-Oct-86 33 12.50 15-Mar-97 13.295 $400 $400 

25-Nov-86 34 12.50 15-Mar-97 13.539 $200 $100 

20-Jan-87 35 12.50 15-Mar-97 13.558 $300 $200 

3-Mar-87 36 12.50 15-Sep-97 14.016 $300 $200 

19-May-87 37 12.50 15-Sep-97 12.470 $300 $100 

16-Jul-87 38 12.50 15-Sep-97 12.690 $300 $0 

18-Aug-87 39 12.50 15-Jan-98 12.890 $300 $50 

22-Sep-87 40 12.50 15-Jan-98 12.320 $200 $0 

17-Nov-87 41 12.50 15-Jan-98 13.156 $200 $50 

19-Jan-88 42 12.50 15-Jan-98 12.454 $200 $0 
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represents the total Maturity structures for these Bonds on issue 

through to the end of Mar ‘88. 

 The volume of stock in the marketplace for the Mar ‘97 and Sep 

’97 Maturities and its relatively unknown whereabouts was a big 

deterrent for Rudi.  For that reason, he did not get too serious about his 

proposed trial performance against the Dec ’87 closeout in his initial 

assessments.   

The result of his phone call to the SFE compliance officer indicated 

the only viable maturity to price settle the Mar ’88 contract would be the 

Jan’ 98 maturity.  This would only be so- ‘if it was the major and only 

real trading stock linked to the SFE 10 year bond contract at the time 

the contract matured’.  Rudi had this written in his notes and underlined 

in RED. 

The SFE compliance officer confirmed that if the Sep ’97 and Mar 

’97 maturities maintained similar values and spread relationships with 

the Jan ’98 maturities - and the Mar ’88 SFE futures contract - they 

would also become part of the price settlement maturities. 

In Rudi’s estimation, it was currently a 50% chance that the Jan 

’98 would become the sole benchmark stock for the Mar ’88 Futures 

contract.  To ensure that became a much higher number would require 

some market activity to convince them so.  That meant a much higher 

profile for the SBS in the marketplace - and to be seen to be trading in 

all maturities - focusing a single stock would be a dead giveaway.   

The SBS would firstly need to control the supply and demand for 

the Jan ’98 maturity through market activities.  He would then need to 

deal directly with the market makers and get them to trade the Jan ’98’s 

to the exclusion of all the other potential benchmark stock.  

He might also have to pay away on the spreads to push the Mar 

and Sep ’97’s away from the 10yr futures.  It would be then and only 

then that he could let his supply of the Jan ‘98’s into the hands of the 

traders.  The plan would then be to have them trading that stock in a 

direct spread value with the futures contract that the Sep  and Mar ‘97’s 

would have diverged from.  The success of this strategy would only 

become apparent as the contact moved closer to its maturity.    

It would an ongoing and fluid assessment during the Jan/Feb 

period as to whether the strategy was working.  It then becomes a 

mathematical calculation about the market strategy as to whether the 

SBS could control the Jan’ 98’s via the size of the SBS Liquids Portfolio.   

There was $800 million of Jan ’ 98 maturities in the market at the 

end of Nov ’87 – with the Reserve Bank having another $100 million.  

The whereabouts of the RBA’s $100 million would remain unknown 

throughout this strategy play.  It may have been in the RBA portfolio - 

or it may have been released to the market - its whereabouts was never 

known.   

All the current Jan ’98 stock in the market was been issued since 

Aug ’87.  Most of the stock was still finding its place in the yield curve 

and its popularity among traders.   

Rudi was very interested in finding what portion of this stock was 

bedded down with Institutions.  His research established that some 

$250-$350 million would never see the light of day again.  This would 

change if there was another Oct ’87 Stock Market type crash - or the 

Government changed any policy that would have price sensitive 



© 2011 Chapter 12 – Balls Like an Elephant …  

8 | P a g e  

 

repercussions on the Australian Fixed Interest markets.  The odds of 

that happening were very much in Rudi’s favour given the Government’s 

continued policy to keep the markets awash with liquidity.  The 

Governments around the world were not going to throw the markets any 

curve balls any time soon.  

Rudi was excited as his research information kept ticking all the 

right boxes.  So much now depended on the price activity concerning 

the spread value between the physical and the futures prices between 

now and the Dec ’87 closeout. 

 


