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Response to Questions: Rogue Trading in Forex Options
1. How much do compensation models for traders play into Rogue Trading?
Most traders usually get commission. That being said, there’s a lot of incentive to make profit. Or at least make it seem they are making profits.
2. In what way were conflict of interest created b/n the front and back offices?
Nick Leeson was operating on both ends of the trading desk, i.e. he was working in the financial markets as well as reporting – kind of like the NYSE – it is operating in the markets in which it regulates. There doesn’t necessarily have to be a conflict of interest per se, as that is what is under investigation at the NYSE, but Leeson created a conflict of interest by only reporting one account to the head office in London and another account to the financial markets (the 88888 account). That was the conflict of interest that allowed him to go undetected for quite some time.

3. Leeson’s position was risky, but if it weren’t for the Kobe earthquake, would his strategy have been successful?

It is hard to say whether or not his trading strategy has been successful if the Kobe earthquake has not happened. Leeson’s trading strategy was based on his belief that the Nikkei 225 would appreciate in the future and also will not fall below 18,000 points. In order to cover his losses from any losses incurred on his long positions in Nikkei futures, he also wrote Nikkei options. Leeson has implemented these strategies because he also believed that the Nikkei would not fluctuate too much in the near future. As you can see, there were many limitations on Leeson’s trading strategies and he left very little room for hedging his risks. Analyzing these situations, I would say that he probably would have lost a lot of money from his trading strategies even without the Kobe earthquake since there are so many ways holes and too many ways his trading strategies can go wrong.

4. Have strategies Nick Leeson used paid off in the past? Has anyone been successful with this?
Leeson would have earned tremendous profit only if the Nikkei would have appreciated in the future. His trading strategies have tremendous potential for profit along with tremendous risk for failure. One may think if only luck has been favorable towards him, he could have been one of the successful traders in history. However, one should be careful when analyzing his trading strategies. Most importantly, one should question whether his belief that Nikkei was going to appreciate in the future was valid in terms of unbiased financial market mechanism. At that period of time, is there enough substantial evidence that the Nikkei is going to appreciate? However, there was no substantial basis for Leeson’s belief, but he was foolish enough to take in so much risk for this sole belief. Therefore, I believe that it is hard to be successful for traders like Leeson.

5. At any point, did Nick Leeson even have positive earnings?

Yes and no.  According to the reports sent from Singapore to the Barings Securities head office in London, Leeson had positive earnings.  In fact, top management considered him to be a star performer and assumed that his profit came from (the relatively low-risk) arbitrage of Nikkei 225 futures on the OSE and SIMEX.  By 1994, it looked as if Leeson had earned Barings millions.  In reality, this money came from the 40,000 option straddles he sold to cover the ₤208 million he lost while placing bets against the direction of price movements on the Osaka Stock Exchange.  Because he was in charge of both trading and settlements in the Singapore arm, he was able to use the error account (described in #6) to hide his losses and only report his earnings.  

6. How do you open a fake account?

Account number 88888 wasn’t a “fake account” that Leeson used, it was real. It was an account that Barings Bank wasn’t aware of. It was an old account that apparently became inactive after some time.  88888 had been established as an “error account”, the definition of which can best be described by NASD as follows:

When a mistake is made in filling a customer order, . . . the erroneous trade is entered into an "error account." The erroneous trade is generally allocated to the party responsible for the error, and the stock is liquidated . . . by an offsetting trade to "the Street." Once an erroneous trade is liquidated, it is transferred out of the error account. Erroneous trades are generally liquidated as soon as possible, ideally within a day of the transfer into the error account. Failure to liquidate these trades promptly may place the broker/dealer at risk, since realized and unrealized losses in the account affect the firm's net capital. 

Leeson manipulated information on his trading activity by instructing his staff to omit information on 88888 from their reports to the London headquarters.  

7. Has Leeson been basically blackballed by firms for future employment?
Also most firms do background checks and anyone with a criminal record is not allowed to work within the financial services industry.  Therefore it is not a matter of being blackballed as much as he just simply is not allowed too.
8. “As losses mounted he took larger positions”. Don’t market movers tend to double down on bets if they really think that mkt. will turn down?
Market movers will indeed “double down” when they feel the market is going to go UP.  This is so because they believe in the principle of dollar cost averaging.  Therefore if the market has gone down they buy more at the lower prices and thereby reduce their overall average cost.  However, this strategy in its own right is risky because you are simply making a larger one sided bet when you chose to double down.  Furthermore though there is a limit to how much you should double down because most traders have a hard stop limit discipline.  This means that after a position has fallen in value beyond a certain acceptable percentage they will sell and book their losses.  Leeson who was choosing to invest based upon technical analysis though might have been right to double down initially but clearly once he was the only one in the markets who was buying his strategy of doubling down no longer became a viable strategy.
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