What is Arbitrage?
Arbitrage was supposedly invented by the Venetians of the Middle Ages.  Venice was an important port city in the Western world and, as such, people with monies from many different countries visited and did business, there.  The Venetians, therefore, invented currency arbitrage, whereby one currency’s value vis-à-vis another’s might be different, if translated among several successive intermediary exchanges of the one into the other.  For example, one Swiss Franc (SWF) might be trading at 2 SWF/1 English Pound (GBP), whereas one SWF might be trading for 2 German Marks (DEM), and 1 GBP might fetch 4.5 DEM.  By buying DEM for GBP, SWF for DEM, and GBP for SWF, you can make a so-called arbitrage profit.  It can be even simpler.  It might be that the GBP is selling for 2 SWF, in the London market, and for 2.1 SWF, in the Milan market.  Then, the arbitrage would involve buying SWF for GBP, in Milan, and, simultaneously, selling SWF for GBP, in London, for an instant profit.
Consider a more complicated example, as shown in the diagram, below, we show various currency exchange routes to exchange dollars ($), guilders (G), yen (¥), and marks (M):
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Assume the following exchange rates (the reverse rates are obviously the inverses found by taking one over the rate, e.g., if x = $/ ¥ rate, then, 1/x= ¥ / $ rate):

¥ /$= 900 yen per dollar

M/$ = 2 marks per dollar 

G/$ = 10 guilders per dollar

G/M = 5 guilders per mark

¥/M = 450 yen per mark

¥/G = 100 yen per guilder

As an exercise, find two arbitrage opportunities in this maze, i.e., engage in exchange transactions of buying through one route and selling in another that will make you a riskless profit.

Although these common examples of the original arbitrage are not easy to find in the modern world of instantly-connected, computer-controlled currency and commodity trading, the template for arbitrage, in the abstract, has become: a long position (buy and own), in one thing, and a short position (sell), in another, similar-in-some-way thing.  For example, the business that I was involved in, on Wall Street, was merger, or, risk, arbitrage.  The relationship with the template comes from one particular type of merger, called a share-exchange merger, whereby company XYZ might offer 2 shares of its stock for each share of the stock of ABC.  In a real situation, the stock of XYZ might be selling, in the market, for $20/share, while, the stock of ABC might be selling, in the market, for $35/share.  Then, an arbitrage position can be set up by buying 1 share of ABC at $35 and, simultaneously, short selling (see the glossary of terms at Red Hill Capital) 2 shares of XYZ at $20, each.  As long as the merger eventually goes through, you will receive 2 shares of XYZ, in exchange for your share of ABC.  You can, thereafter, close out the short position, and you will have made $5 by simultaneously buying long and selling short, in a sort of closed-loop, covered position.  Indeed, the market for corporate control is an arbitrage between the public market and the private market.  Venture capital is from the private to the public market.
Since the original invention of arbitrage, many kinds of arbitrages have been invented, and, today, arbitrageurs are responsible for aligning the various markets that are extant in today’s more-complicated world.  There is currency arbitrage, merger arbitrage, convertible bond arbitrage, arbitrages among the various forms of a commodity, like the crush arbitrage among whole soy beans, soy bean meal, and soy bean oil, pair arbitrage between pairs of instruments that are similar in some way but not completely the same, and arbitrages among various interest rate instruments, like FRA’s and BAB futures, for example. Indeed, in the abstract, many forms of trading are, effectively arbitrage, like market-making, or, even, buying retail and selling wholesale.  They are, simply arbitrages between 2 markets: the markets for buyers and seller, for market-makers, and the retail and wholesale markets, for retailers.
In the end, arbitrage is effectively simultaneous purchase and sale of equivalents in different markets.  In that regard, any trading business is an arbitrage between the wholesale and retail markets.  With global trading there are also arbitrages in goods and services between different markets.  The arbitrages, currently available, in China, are, primarily, based on what the Yuan can buy, in China, and what that intermediate good can be sold for, in terms of foreign currency, in Western countries.  It is, basically, purchasing power arbitrage.

So, let us, at Red Hill Trading, In-Country: China, and Nan Craig help you take advantage of your own arbitrage opportunities, in the Chinese Goods Markets, today.  Contact us clm@clmattioli.com.
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