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Enforcement news

SFC's disciplinary action against certain companies and
individuals within the Indosuez W I Carr Group
22 Dec 2000

The Securities and Futures Commission (“SFC”) today announced that it had taken disciplinary action
against certain companies within the Indosuez W. I. Carr Group (“the Group”) and individuals who
are or were formerly employed by these companies for misconduct under section 56 of the Securities
Ordinance. The companies and individuals are:

Indosuez W. I. Carr Securities Limited formerly known as W.I. Carr (Far East) Limited (“Carr
FE Securities”);

Indosuez W.I. Carr Securities (Hong Kong) Limited formerly known as W.I. Carr Hong Kong
Limited (“Carr HK Securities”);

Indosuez Carr Futures Limited formerly known as W.I. Carr (Futures) Ltd. (“Carr Futures”)

Mr. Jean-Claude Gruffat (“Mr. Gruffat”) the then Chairman Asia Pacific of Banque Indosuez
and Executive Vice President of the bank’s Paris headquarters;

Mr. Regis Jean Paul Monfront (“Mr. Monfront”) Chief Operating Officer of Indosuez W. I. Carr
Capital Asia and director of Carr FE Securities and Carr Futures;

Mr. Dominique Audin (“Mr. Audin”) a then associate director of Carr Indosuez Asia S.A.
responsible for risk management.

Details of the disciplinary action and the SFC’s findings are given in the attached Annex 1.

The SFC has severely publicly reprimanded Carr FE Securities, Carr HK Securities, and Carr Futures.
In approving and implementing the November Expiry Strategy the SFC was concerned by an
apparent intention to seek to influence the closing price of the Hang Seng Index on the expiry date
of the November HSI futures and options and the cash settlement price of these contracts. The SFC
is also concerned that the disturbance that the implementation of the Strategy caused in the Hong
Kong markets was potentially prejudicial to the interests of members of the investing public. The
SFC’s action takes into account:

The SFC has also reprimanded Mr. Gruffat, Mr. Monfront and Mr. Audin. None of them was registered
with the SFC but the SFC takes the view that they were directors or persons concerned in the
management of the relevant corporate entities. In deciding to reprimand them, the SFC has taken
into account their cooperation with the SFC and the good regulatory record of the entities within the
Group while under Mr Monfront’s management in the four years since the incident.

Mr. Gruffat was Asia Pacific Chairman of the Banque Indosuez. He knew of and by implication
approved the November Expiry Strategy when approving the increase in the internal risk limits
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the companies’ and senior management’s acknowledgement that the SFC has legitimate concerns about
the trading activities of the registered entities;
steps taken since the incident to enhance controls to ensure that the registered entities do not
knowingly execute any trades which may have the effect of causing such a disturbance and to ensure
that its senior management and staff do not engage in conduct in Hong Kong’s markets which does not
meet Hong Kong’s standards of fitness and properness and is not in the best interests of the integrity of
Hong Kong markets;
that no client funds were put at risk;
that there was no breach of capital adequacy requirements;
that there was no breach of any applicable regulatory position limits;
the companies’ cooperation during the SFC’s inquiries;
a voluntary reduction of at least 75% in annual value of its index-arbitrage activities since the incident;
the agreement of the Group not to undertake index arbitrage, issue warrants and to restrict its
proprietary trading on the Hong Kong markets to a level agreed with and acceptable to the SFC for a
period of 6 months from today.
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necessary to the implementation of the strategy. He should have considered more fully than he did
the potential effect of the November Expiry Strategy on the integrity of Hong Kong’s markets.

Mr. Monfront was the Chief Operating Officer for the Group. He knew of and by implication approved
the November Expiry Strategy by recommending the increase in the internal risk limits necessary to
the implementation of the November Expiry Strategy. He therefore bears a proportionate level of
managerial responsibility to Mr. Gruffat. He too should have considered more fully than he did the
potential effect of the November Expiry Strategy on the integrity of Hong Kong’s markets.

Mr. Audin was the manager of the Risk Assessment Team of the Group. As such he was responsible
for preparing the memoranda recommending the increase in the internal risk limits necessary to the
implementation of the Strategy. Although primarily concerned with the computation of the financial
risks involved in the Strategy presented to him by the Trading Desk, he should have been more
aware of the potential effects of the November Expiry Strategy on the integrity of Hong Kong’s
markets.

Mr. Gruffat, Mr. Monfront and Mr. Audin strongly deny that their knowledge and approval of the
November Expiry Strategy extended to knowledge and approval of the actual trading methods
employed on the 28  November 1996 in the implementation of the Strategy. All have acknowledged,
however, the SFC’s concerns that the trading methods employed created a market disturbance and
as such might be prejudicial to the interests of members of the investing public and should not have
occurred. They very much regret the circumstances giving rise to those concerns.

 

SFC’s Findings

The disciplinary action resulted from extensive inquiries by the SFC in 1997 into dealings through
Carr FE Securities, Carr HK Securities and Carr Futures by the Indosuez W.I. Carr Group (“the
Group”) between the 19  and 28  November 1996 on the Stock Exchange of Hong Kong Limited
(“SEHK”) and the Hong Kong Futures Exchange Limited (“HKFE”). The activity by these entities was
executed by the Group’s proprietary trading desk (“the Trading Desk”). This activity involved the
Group’s actual capital and no customer funds or accounts were implicated.

The SFC’s powers under section 56 of the Securities Ordinance (Cap 333) enable the SFC to sanction
conduct which is or may be prejudicial to members of the investing public.

Background: the trading activity

The Group held proprietary positions in the cash, futures and options markets during November
1996. Between 21  and 26  November 1996 the Trading Desk gave instructions to futures brokers
to close the Group’s existing short positions in November Hang Seng Index Futures Contracts (“HSI
futures”) and to purchase long contracts in November HSI futures. By the close of business on 27
November, the day before the expiry day of the November HSI futures contracts and Hang Seng
Index Futures Options (“HSI Options”), the Trading Desk’s book had gone from 4579 short November
HSI futures on 18  November to 4180 long November HSI futures. In the same period the Trading
Desk bought November long HSI call options traded on HKFE. On 18  November it held 595 such
options but at the close of trading on 27  November held 7623 options. In addition they held over
the counter November long HSI call options equivalent to 300 HSI options traded on HKFE. These
contracts and options were to be cash settled by reference to the final settlement price of the HSI on
28  November 1996. These trades would be profitable if the HSI rose on expiry day. Furthermore,
the group has explained that it had bought 458 put options on 26 and 27 November with strike
prices of 12,800, 13,000 and 13,200 in order to protect itself against a market fall.

On 28  November 1996, the expiry date of the November HSI futures contracts and options
contracts, the Trading Desk went to an expiry in relation to its position in respect of its long
November HSI futures contracts. It placed orders with Carr FE Securities and 7 other independent
brokers to purchase parcels of 33 individual securities (“the constituent stocks”) that make up the
Hang Seng Index equivalent to about 4800 November HSI futures contracts, worth approximately
HKD3.3 billion. Analysis of the securities trading in the constituent stocks on behalf of the Trading
Desk showed that :
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Initial bids, higher than the previous closing price, were entered resulting in successful opening bids for
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The SFC considers that such trading activities by the Trading Desk were consistent with an intention
to push the HSI higher.

The Hang Seng Index opened 142 points or some 1.04% higher at 13,672 points. The SFC was
concerned that this was as a result of these activities. During the first 15 minutes of trading the
Hang Seng Index rose a further 72 points to the day’s high of 13,744 points before falling back to
close the morning session at 13,499 points.

The Index used to calculate the final settlement price of the expiring HSI futures and HSI options is
based on the average of the prices of the 33 constituent stocks on the last trading day of the
particular contract. In order to ascertain the average of the prices of the constituent stocks, the
actual prices are sampled 47 times during the day at 5-minute intervals. These samples are often
referred to as “snapshots”. It was observed in early trading that the price of a number of the
constituent stocks moved more than 3% higher than their price in the preceding minute. As a result,
and in accordance with a predefined formula used for calculating the final settlement price of the
expiring HSI futures and HSI options, the snapshots for the first 10 minutes of trading were
automatically disregarded from the calculations.

The SFC found a particular pattern of trading by the Trading Desk on 28  November 1996 involving
aggressive buying activity of the 33 constituent stocks throughout the remainder of the day on behalf
of the Group. It is possible for a trader to improve his chance of having his price selected for the
“snapshots” by breaking down an order for a substantial quantity of stocks into many small orders of
one board lot and then executing the transactions in rapid succession around the time of the
“snapshot”. This involves repeated tapping of the key on his keyboard used for accessing the SEHK’s
computerized trading system and is accordingly known as “tapping”. The SFC found that “tapping”
occurred frequently at the current ask price and if the “ask” queue was cleared then the “ask” was
tapped at one spread higher or at the next “ask” price.

During the morning session of the expiry day, the Hang Seng Index rose to a high of 13,744 points
before selling pressure caused it to lose momentum and then to fall below the previous day’s close of
13,530 points before finally closing at 13,310 points. The buying activity and the tapping, particularly
during the morning session, affected the samplings for the final settlement price. The final settlement
price of the expiring HSI futures and HSI options was calculated at some 178 points higher than the
close of the Hang Seng Index on expiry day.

Background: the approved strategy

The SFC’s inquiry found that Mr. Gruffat and Mr. Monfront had, on two occassions between 21
November 1996 and 27  November 1996, approved in writing the following strategy referred to as
“the November Expiry Strategy”. That strategy was itself designed by the Trading Desk and had
input from Mr. Audin, as the person responsible for the Group’s risk management. Per this strategy,
the futures contracts would be allowed to expire and a corresponding quantity of physical stock
would be purchased to replace the futures contracts. The strategy only required approval because the
Trading Desk would need to increase the Group’s trading limits so that it could purchase long
November HSI futures contracts. These futures contracts would be allowed to expire and a
corresponding quantity of physical stock would be purchased to replace the futures contracts.

The Trading Desk expected that their trading would contribute to an increase in the price of the 33
constituent stocks and with it the Hang Seng Index. The SFC considers that management, including
Mr. Gruffat, Mr. Monfront and Mr. Audin, also expected this. If this happened, the Group would profit
from the call options that it already had, and planned to buy. In the event, the implementation of
the strategy was unsuccessful. The Trading Desk had bought shares at average prices higher than
the final settlement price, and had over-purchased shares. In addition, the Trading Desk bought
further November futures on expiry day. This was unauthorised, was not part of the strategy as
approved by management, and in fact resulted in the approved trading limits being exceeded.
According to management they were not aware of certain of the activities of the Trading Desk in the
implementation of the November Expiry Strategy.

The actions of the Group in this case were of concern to the SFC for two principal reasons. The first
was the apparent intention behind the November Expiry Strategy to potentially influence the closing

8 of the 33 constituent stocks. This is possible because there is no upward limit placed on the first or
“opening bid” under SEHK trading rules.
Where the initial bids were unsuccessful, “sweeping” occurred. Sweeping refers to the clearing of the
“ask” queues in a particular stock. The bidding rules of SEHK limit price movements. The only way a
trader attempting to set the price of a stock could achieve this result is by purchasing all the stocks on
offer and then inputting his higher bids i.e. “sweeping”. Once the ask queues had been cleared, bids at
a higher level were input. The brokers succeeded in clearing the queues and inputting higher bids in
another 6 of the constituent stocks.
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price of the Hang Seng Index on the expiry date of the HSI futures and HSI options and the cash
settlement price of these contracts. The second was the disturbance which the implementation of the
November Expiry Strategy caused in the market, irrespective of the motives of the Group in
formulating this strategy.

The SFC does not view the trading that occurred as arbitrage trading. Genuine index arbitrage seeks
to profit from exploiting the price differentials that arise between the price at which the HSI futures
contract is trading at a particular point in time and the price at which the equivalent basket of
physical stocks is trading at the same time on the SEHK. The Group had an arbitrage book, an
options book and held stock. These could have been used, under appropriate market conditions, to
derive a profit from existing price differentials. However the SFC considers that the November Expiry
Strategy was not based on the various proprietary books of the Group; rather the books themselves
were based on the November Expiry Strategy. The SFC also does not view the purchase of the “call
options” as a “directional play”. There is no objection to market transactions based on the view that
the securities purchased will rise in value. This happens every day. The position is different where the
price is intentionally pushed up by one’s own buying and a position is taken, as in this case with the
long call options, to profit from that buying. The SFC recognises that the transactions in question
involved real purchases with genuine counterparties and actual capital at risk. The Group contended
that while they knew that these purchases would probably contribute to an increase in the Hang
Seng Index, these purchases did not involve improperly pushing up the price. The SFC, however,
considers that this was the object of the November Expiry Strategy, and that insufficient
management consideration was given to the potential effect of the Group’s actions or to the question
as to whether such trading was in fact proper.
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