Squarepoint's Quants Go Analog,
Hauling Metals Across the Ocean

Squarepoint is combining data-driven strategies
with old-fashioned metals trading to compete with
Glencore and Trafigura.
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Squarepoint has emerged over the past year as one of the fastest-growing traders of real-world commodities.
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The trades are as analog as they come. A ship carrying $100 million of
aluminum from oversupplied Malaysia to where it's needed in Italy.
Sourcing raw ore from mines for sale to smelters desperate for feedstock.
Or a mound of cheap cobalt stashed in a warehouse in a bet that prices
will rise.

These are the very basics of old-fashioned commodity trading, getting
natural resources from a place where they're worth less to a place (or
time) where they're worth more, efficiently enough to turn a profit. But
what makes these deals unusual is who is behind them: one of the world's
best-known quantitative investment firms.

Squarepoint built its business on sophisticated algorithms powered by
vast datasets. Now it's emerged as a fast-growing trader of real-world
commodities, competing for deals with established players like Glencore
Plc and Trafigura Group.

Squarepoint has been hiring rapidly in metals, and is already one of the
biggest cobalt traders and a major player in aluminum. Meanwhile, an
offshoot firm created by Squarepoint’s principals is pushing into areas
typically the preserve of specialist metals traders — buying ore from
mines, or offering upfront payment for a guaranteed supply of future
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production. That company, STG Ltd., is now preparing for some of its
biggest metals deals yet after bringing on a team of traders from a firm
founded by industry godfather Marc Rich.

This story is based on conversations with a dozen people familiar with
Squarepoint and STG's business and trades, most of whom asked not to
be identified discussing private information.

Squarepoint is not the first to seek an edge by bringing statistical analysis
and modeling expertise to physical commodities. Ken Griffin's Citadel has
reaped billions in profits after building a large natural gas and power
business, and was followed by other financial firms seeking to emulate its
success with mixed results.

But its push into metals means Squarepoint and the STG venture — which
is run from Dubai by former Goldman Sachs Group Inc. quantitative
trading director Asad Samar — are going even further into the nuts and
bolts of physical trading. The logistical hurdles, coupled with the fact that
the most lucrative opportunities can be in complex and often risky places,
have kept most rivals away.

If they succeed, it could disrupt the way business is done in an industry
where for centuries commodity traders have relied on a combination of
personal connections, market expertise and a gut instinct for risk.

“The physical traders are rushing to equip themselves technologically,”
said Jean-Francois Lambert, a consultant and former banker to the
trading industry. “But if they don't catch up quickly they're going to find it
difficult to compete with some of the fund-type structures coming into
commodities.”

STG is hiring to source deals for copper and other metals.Photographer: Lucien Kahozi/Bloomberg

STG has recently been adding new banks to provide trade-finance credit
lines as it expands further to compete with large physical traders. It's also
set up a power trading team in the Danish city of Aarhus, and has
discussed going into other commodity markets including agriculture and
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carbon.

In an emailed response to questions, a spokesperson said that
Squarepoint’s physical metal trading is focused on trading “mainstream”
metal products, largely with other global metals traders, but is a relatively
small component of the overall risk exposure in the fund. STG is a trading
company established by principals at Squarepoint, to leverage the
technology and quantitative methods that the firm already applies to other
markets.
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“STG Metals trades a wider range of metals with a broader range of
counterparties, including miners and end consumers, and expects to take
a more active approach to inventory management including activities such
as blending and tolling,” the company said. “Whilst physical trading is
operationally complex we see opportunities to apply these same
systematic and quantitative principles as our presence grows in the
physical commodities market."

Handshake Deals

Trading of physical commodities is one of humanity's oldest businesses
and for the most part still operates in ways that couldn’t be further from
the ultra-modern financial world in which Squarepoint built its name.

Deals are often struck face to face over handshakes, ownership of multi-
million dollar cargoes is still ascribed via couriered paper documents,
while traders face the very real logistical challenges of transporting goods
from producers to consumers.

Squarepoint Capital traces its history back to a prop trading unit inside
Lehman Brothers called nQuant. Its founders were all graduates from
Ecole Polytechnique, one of the elite French universities that have become
a starting point for many of the financial world's top quants in recent
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years.

The firm manages external client capital for certain strategies, but most of
the over $20 billion in assets under management is from its principals and
employees, according to people familiar with the matter.

People familiar with the business say it's seeking to create a new type of
trading company that combines the quantitative analytics and modelling
that Squarepoint specializes in, with the volatile but potentially lucrative
trading opportunities that can be captured by holding or shipping real
goods.

Algorithmic programs can help physical traders achieve better profits on
commodity prices, spreads and other derivatives, the people said, while
the networks they develop in the real-world supply chain generate
valuable proprietary information to feed data-hungry models.

The structure of STG — which operates separately from Squarepoint —
allows it to enter into multi-year supply and sales agreements, tolling and
other types of physical commodity deals that don't fit with Squarepoint's
hedge fund-type model.

Gritty Mechanics

Squarepoint joins a long list of financial firms that have sought to expand
into physical commodities. The early 2000s China-led commodity price

supercycle saw a mini-boom in specialist funds combining physical and

derivatives, but many wound down their activities as the markets turned

and operational costs surged.

Citadel has been the big success story of recent years, prompting other
multistrategy funds to follow in the hopes of replicating its profits in
physical gas and power. Big commodity houses use statistics and data to
help make decisions, but they've yet to embrace the use of technology in
the same way that Citadel rode its proprietary weather models to make
huge sums.



But while the trade of natural gas is mostly done by sending orders from
behind a computer screen for units to travel through pipelines,
Squarepoint and STG's metals push means they're getting involved in the
gritty mechanics of resources trading that are totally alien to most
financial firms — trucking, shipping and storing metal, often to and from
far-flung locations.

Their expansion also comes at a time of heightened competition in the
industry, as energy traders including Vitol Group and Mercuria Energy
Group Ltd. have been aggressively expanding into metals.

One advantage Squarepoint has over some of its competition is its cost of
capital. Credit is the lifeblood of commodities trading, as firms use
banking lines to finance cargoes that often cost hundreds of millions of
dollars as they take them from producer to end consumer.

Squarepoint and STG use credit from banks when making trades but have
deployed in-house cash to a much greater extent than most trading
houses would be able to do, people familiar with the matter said.

The trading floor of the London Metal Exchange in London.Photographer: Tom Skipp/Bloomberg

STG has been expanding its array of banks as it grows its trading volume,
including to help fund “prepayment” type deals — in which the trader pays
a mine or plant owner a large sum upfront for future production, in return
for better terms and a guaranteed supply of ore or metal to offer
customers.

Squarepoint has hired well-known names from across the metals industry.
Its metals business is run by Ryan McCartney, who previously worked at
Trafigura and Morgan Stanley, and who led Squarepoint’s initial big push
into aluminum.

Read: Squarepoint Follows Citi Buying_Russian Aluminum on the LME

The company has been trading arbitrages between premiums paid for
physical metal in Asia and Europe, in part by withdrawing metal from the
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London Metal Exchange as long queues ballooned out at the exchange's
warehouses in Malaysia.

The company also brought in Martin O'Neill, who formerly managed cobalt
trading for IXM — the trading arm of one of the world's biggest cobalt
miners. The firm traded around 4,000 tons of cobalt last year according to
people familiar with the matter, a substantial volume in a relatively small
metal market. Its trading has included carry trades in the cobalt futures
market.

This month, several traders are arriving at STG from storied metals trading
house MRI Trading AG. They'll be tasked with sourcing deals for copper
cathodes and raw copper, zinc and precious metals from mines around
the globe, selling them to smelters for processing into refined metal.

STG already has a wholly foreign-owned enterprise, or WFOE, in China,
which allows the company to directly import and sell metal to the world’s
biggest consumer without needing a domestic partner. It also has a
license to trade on Europe's EPEX spot market, where firms bid to supply
electricity to grids across the continent.

The examples of Citadel and now Squarepoint point to the direction of
travel for the wider commodity trading industry, said Lambert, the
consultant.

“Eventually these purely data-based players will merge with physical
players in commodities,” he said. “It's early stages but the dynamics of
that convergence are certainly in play right now.”



