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Part 1 of this series of articles discussed the 
lagging performance of CTA and Global 
Macro managers, and raised the possibility 

that the financial markets have been fundamentally 
compromised.  Part 2 showed how the change in 
market structure and available technological means 
increased the possibility of market abuse by HFT 
firms, and particularly the large banks.  Part 3 herein 
explains why HFT desks have an interest in creating 
a specific volatility pattern in the market, and which 
they can exploit in a recurrent fashion.  Coincidental-
ly, such manufactured volatility patterns collide head-
on with many global macro and CTA strategies.

Spiking the Volatility

Among the first lessons taught to new bank hires 
is the one of “volatility is your friend”. The ups and 
downs of markets regularly leave some clients with 
gains and others with losses, prompting them to 
send more trade orders than they’d do otherwise.  
The indirect effect of volatility results in added 
brokerage fees and makes this monkey a banker’s 
best friend.

With the large banks having both the scale and the HFT 
technology to shock markets and individual securities, 
they can easily knock the price up or down abruptly, 
and produce on-demand price volatility to exploit. 
Once a market or security is spiked, the bid-ask spread 
automatically widens, options premiums explode, and it 
becomes more lucrative to trade around such spreads.

This unexpected increase in volatility confuses the 
rest of the market and prompts many traders to exit 
or reduce their positions, while scrambling for news 
and explanations. On the other side, the trading desk 
that spiked the price is at an informational advan-
tage, expecting the effect, and already positioned to 
profit from its deed.

Would it be a stretch of the imagination to assume 
that some large HFT banks or firms could engage in 
such market behaviour?

When independent counsel Kenneth Starr asked Bill 
Clinton why he had an affair with Monica Lewinsky, 
the answer was: “Because I could.”

Good for Banks, Bad for Trading Managers
If excessive intraday volatility is desirable for the 
banks to generate account activity, it is usually 
harmful for directional strategies typically employed 
by CTA and Global Macro (GM) managers.

Unlike strategies such as long-short equity or classic 
fixed-income trades which are to some extent 
market-neutral and impervious to small market dis-
locations, this is not the case for both these global 
managers that often seek specific market moves and 
typically apply leverage.

CTA’s & GM’s often place directional trades with pre-
set risk limits and objectives, and they both aim at 
making money from market trends that develop nat-

urally without an excessive or exogenous volatility.  
Capturing such natural trends and market moves 
have produced a decent profitability record in the 
past as a trading approach, but apparently failed to 
maximise commissions for brokers and banks, and 
whence the attempts at picking on their position 
and shaking them out as often as possible.

Erratic volatility has always been the Achilles’ heel 
of directional traders in fact, and especially for CTA 
managers.  The reason is that a CTA strategy prom-
ises to deliver risk-adjusted returns, and hence, posi-
tions are constantly adjusted to match the prevailing 
volatility.  Therefore, nothing could be more harmful 
to a CTA than a high variability in the volatility level, 
and CTA positions are often first in line to buffer and 
stem the HFT market attacks. 

Global Macro portfolios are less affected perhaps, but 
certainly not immune, and given that they tend to cling 
more to their positions as a group, and that their inves-
tors are willing to sustain a higher level of volatility. 

In both cases, directional managers are prime candi-
dates for HFT predatory trading that aim at pushing 
the price in both directions during a single market 
session and triggering reactions to be monetised.  

By being first to scan the order book, being closest 
to posted liquidity, and in a first position to make a 
trade, low-latency algos make the entire difference 
in the final trading outcome.  A CTA or GM manager 

CTA & Global 
Macro Managers 
Vs 
Banks’ HFT Desks



Wealth & Finance  |  August 2014  |

“

“

Clients often turn a 
blind eye to the 
access that banks have 
into their order flow, 
and while one would 
expect such information 
to be held in strict 
confidentiality, this may 
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could very well see its position stopped out at first, 
and then shortly afterwards see the price reverse 
back to the level where it started in some sort of a 
rapid price U-turn.

The discussion of the specific technical abuses and 
predatory trading types is outside the scope of this 
article, but the point is that the algorithms which are 
co-located to the matching engines at the exchang-
es have placed all non-HFT traders at a structural 
disadvantage by creating a two-tier market of 
quoting and trading.

When an HFT prop desk is scalping profits with a 
high trading advantage, odds are that its trading 
counterparty which does not benefit from the same 
level of access and speed is taking an almost guar-
anteed loss, and added to the extra commissions 
and slippage entailed.

Betting Against the Client 

While spiking the intraday volatility is a mild form 
of predatory trading meant to widen the spreads 
and generate short-term trading activity, predatory 
trading in its full form aims at frying a bigger fish, 
and pushing the prices in a more sustained fashion.  

Betting against the client is not a new issue. It is a ba-
sic conflict of interest which took centre stage in the 
aftermath of the housing market crash of 2008, and 
which led the SEC to sue Goldman Sachs for fraud.

The case of the CTA and Global Macro managers is 
particularly interesting, and as their positions are 
often in competition, sequential, or complementary. 
So, by simply watching the trading activity of both 
groups, very valuable information is revealed to the 
banks related to these managers’ positions and posi-
tioning, expectations and intentions in the market.  

Such privileged access into the clients’ order flows 
could be used against those clients in the form of 
specific predatory trading tactics.

To make the situation even worse, some inexpe-
rienced managers would even use the “execution 
algo” of their bank to work large trades, not sus-
pecting or knowing who sees this precious informa-
tion and how it could be used.

While there are rules and regulations such as a “Chi-
nese Wall” to theoretically prevent internal conflicts 
from arising, or rules against trading on insider 
corporate information, banks remain in a distinct 
insider position from which they can watch a hedge 
fund’s trading activity, and there remains room for 
abuse and conflicts in the order handling area.

The point here is that clients often turn a blind eye 
to the access that banks have into their order flow, 
and while one would expect such information to 
be held in strict confidentiality, this may not always 
be the case and is difficult to ensure. Worse, some 
banks could be using a client’s information to gain a 

In the third and final part of his focused look at CTA and Global Macro Managers, 
Karim Taleb explains why HFT desks have an interest in creating a specific volatility 
pattern in the market, and which they can exploit in a recurrent fashion
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trading advantage, be it knowingly or unknowingly, 
over that same client.

Such privileged information gleaned from the CTA 
and Global Macro managers could be fed into an 
anonymous HFT algo or other, and in due time, fa-
vor the trading positions of the banks at the expense 
of their clients.

Guaranteed vs. Non-Guaranteed Trades

One of the interesting attributes of some HFT Trades 
is that they are structured at the outset to generate 
an almost risk-free return. A good and typical HFT 
trade has the quality of making money in the best 
case, or breaking even in the worst case.

The net effect is a quasi-guaranteed profit for the 
bank. The corollary of this result is a guaranteed 
loss to the bank’s counterparties, such as for a client 
interfacing with HFT flow.  From that angle, many 
CTA and directional managers could have been 
played like yo-yos by HFT algos which inflicted 
higher slippage, higher turnover cost, and higher 
trading losses.  Many institutions are now asking to 
have their orders executed off-exchange on dark 
pools, to make sure they’re not interfacing with the 
HFT algos.

What is rather clear is that the structure of the mar-
ket in its current form gives an unfair trading 

advantage to a low-latency HFT trading firm, and 
where, for instance, speed essentially provides a free 
‘right of first refusal’, a free option, on order flow. 
 
When one party has guaranteed profits as a function 
of flow, the remaining non-HFT players will sure 
have guaranteed losses, or at the very least, higher 
execution costs.

Following the Money Trail

“In the quarter ended March 31, of 2010, Goldman 
made money on every single trading day, and made 
over $100 millions a day on 35 days.” (Bloomberg 
News.)  Shocked analysts noted that the trading 
profits represented over 75% of the bank’s revenue, 

and in a business where one would expect the bulk 
of a bank’s profits to derive from investment banking, 
underwriting, and advisory, like with most banks.

Is the public supposed to conclude that Goldman 
employs such amazing traders who consistently 
outwit everybody else?

“Clients who followed the firm’s investment advice 
fared far worse.  Seven of the investment bank’s 
nine “recommended top trades for 2010” have 
been money losers for investors who adopted the 
New York-based firm’s advice, according to data 
compiled by Bloomberg from a Goldman Sachs 
research note sent yesterday. Clients who used the 
tips lost 14 percent…” (Bloomberg News.)

With such an extreme divergence, it seems clear 
that the bank’s own trading returns are too abnor-
mal to be the result of research or staff competence.  
Further, and around that same period in 2011, 
Goldman decided to close its flagship Global Alpha 
quant fund, and after posting a string of big losses 
and significantly lagging its peers .

Research and trading skills apart, we mention the 
striking case of Serge Aleynikov, the former Goldman 
Sachs junior employee who was sent to jail within 
days under official mention that the computer code 
he had could be used to manipulate markets.
  
According to an excellent article by Michael Lewis, 
the most interesting part of this case is not whether 
the claims made had any merit, but that there was 
no due process; the man was indicted based on a 
mere allegation and apparently was not given a 
chance to defend himself  .   

We may not know all the details of this money trail, 
or to what extent the trading results of the bank are 
attributed to HFT vs. non-HFT, but what we do know 
is that there is no smoke without a fire, and that 
something looks fishy in this mosaic.

Quoting Lewis: “The real mystery, to the insiders, 
wasn’t why Serge had done what he had done. It 
was why Goldman Sachs had done what it had 
done. Why on earth call the FBI? Why coach your 

employees to say what they need to say on a 
witness stand to maximise the possibility of sending 
him to prison? Why exploit the ignorance of both 
the general public and the legal system about com-
plex financial matters to punish this one little guy?”

Conclusion

With directional managers like CTA and Global 
Macro being the most sensitive to volatility, it is not 
a surprise that their performance as a group has 
deteriorated noticeably over the past 5 years.  

This could be a warning message about something 
being fundamentally wrong in the current market 
structure and the deployment of HFT.

Proprietary trading desks of the large banks using HFT 
and low-latency technologies may have seriously 
disrupted the market’s integrity and stability.  At a 
minimum, the increase in intraday volatility has un-
dermined the price quality of some markets and secu-
rities, and rendered them less desirable by investors.
   
Predatory trading practices such as shocking individual 
markets or securities give an unfair advantage to the 
large banks to the detriment of most other participants.  

Such practices fall outside the market rules understood 
by most, and require serious restrictions and scrutiny.
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