A CONVERGENCE TRADE THROUH A SWAP FORMAT

The Thailand Trade
Basic concepts:

Local versus Foreign Shares... 

The bank stocks of Thailand have a foreign ownership restriction. Foreigners may not own more than 25% of the banks of Thailand. 

Before that 25% limit is reached, it would be expected that the price of the Thai local shares and the Thai foreign shares will same at approximately the same price. Why? 

Assume Bangkok Bank is trading at 218 in the local market. 

Customer A (a foreigner) goes to Goldman Sachs and wants to buy shares. 

Goldman would buy in the local market at 218 and then sell them to their customer. They 

would become "foreign shares", which the customer would own at 218.

Now the 25% limit becomes reached, and another foreign customer calls to Goldman to buy the stock. The stock is still trading in the local market at 218, BUT Goldman can no longer buy the stock in the local market. Goldman then has to find a foreigner who already owns the stock and ask him if he would sell his foreign stock to them so that they could sell it to another foreigner. 

Since there is now a fixed supply (the 25% that was allowed to be owned by foreigners) of Bangkok Bank, and a growing demand among foreigners to buy more shares, you would expect that those shares would go to a premium. Even though the local shares do not increase in price, the demand of foreigners to own this company will push the foreign shares to a premium over the local shares.

OK
 now you (hopefully) understand why the foreign shares are trading at a premium to the local shares.

Dangers of owning Premium priced stocks.

Before we get to the actual swap let us examine reasons why that premium might disappear. This is a very important concept when you buy premium shares. If the Bangkok Bank is trading locally at 218 B and you have paid 292 B for the foreign shares (approx a 34% premium), it is possible that even if nothing has changed with the fundamentals of the company you have purchased, your stock may drop to 218 B and you would lose 34% of your investment.

What would cause the premium to become reduced.

Foreign owners of the stock decide they want to sell it to buy something else.

The foreign customer who owns stock at 292 goes to Goldman and asks them to sell the stock for him. Goldman looks for another foreigner to sell it to. If there is no longer a foreign demand for the stock perhaps the only customer the broker can find will only pay 250 for the stock. Remember the broker has to find a foreign buyer for the stock.

What happens if another customer now comes to the broker and also wants to sell stock. The new level of the foreign shares is 250. The broker keeps looking for a foreign buyer but cannot find one. What is he going to do with the stock the he would buy from the customer .... nada... The broker does not want to buy the stock from the customer ... he is a broker not an investor. The brokers job is to put a buyer and a seller together at some price and make a commission on the trade and go on to do something else. 

If he cannot find another foreign buyer for the stock he must look to find a local Thai that might want to buy the stock…BUT the Thai can buy all the stock he wants at 218 ... why would he pay anyone more than that for the stock. So the broker buys the stock from his foreign customer at 218 and sells it to the Thai at 218…and all the premium is gone…

The Thai Government decides to relax their restrictions and allow 50% of bank stocks to be owned by foreigners, instead of the 25%. (They feel that they have to do this to get credibility as a "growing democratic stock market")

Foreign customer walks into the US broker next day after this announcement and wants to buy shares in Bangkok Bank. US Broker does what he did in case 1. Because there is now an additional 25% of the stock that can be owned by foreigners the broker goes to Thailand, buys them at 218 and delivers it to the customer as foreign shares. What do you think happens to the premium on the other foreign shares. It disappears. Why? Because a foreigner can now buy directly in the Thai market and does not have to pay another foreigner a premium to buy his stock. Of course once the 50% limit is reached, a premium will develop again.

The Thai government plans a fund where foreigners can buy shares of the Fund.

The fund buys shares of Bangkok Bank at 218 (the fund is a Thai fund and not a foreign fund). They will sell a foreigner one share of the fund which represents one shares of Bangkok Bank at 218. Note: the foreigner does not directly own the shares of the bank and thus does not have any vote or control of the bank. The foreigner owns 1 share of the fund .... it is different.... The effect is the same to the old premium buyer... once there is more supply of the local shares available at a cheaper price the premium will go down and ultimately disappear.

There are other reasons for premiums disappearing, but for our discussion this should be enough to give u the understanding of the concept.

Swaps:

It is a contractual agreement between two parties to a series of payments for a stated period of time. The payments being similar to interest payments on a borrowing.

Only payments corresponding to interest payments on a notional amount are exchanged, the principal is not.

The swap has a specific notional amount and maturity.

In the case of Thailand, let us look at the swap details of the trade suggested on page 35 of the handout.

What we know: the 25% limit has been reached on foreign ownership of the banks if a foreigner wants to buy Bangkok Bank, which is trading at 218, he must pay 292 B to buy it, representing a premium of 33.95%)

I do not want to bean investor in Bangkok bank. I really do not care if the stock goes up or down or if the Thai currency goes up or down.

I am a convergence trader. I believe that the news on Bangkok Bank suggests that this 33.95 Premium will go down.

How do I take advantage of this with a minimum of risk.

One option might be just to short the foreign shares at 292 and wait until they go to 218 B and then cover my short. What is wrong with that? Assume that great news comes out on Bangkok Bank and the local shares go from 218B to 400B. Then even if the premium of 33.95% disappeared as I had though it would, with the locals trading at 400R ... the foreign shares with no premium would also he at 400B and I would lose my money on the short.

My strategy:

If I can go long I share of the local at 218B and sell short I share of the foreign share at 292 B


I have now insulated myself from any currency movements ( I am long and short the currency‑therefore hedged)


I have insulated myself from news that might affect the banking sector ( I am long and short the banking sector, therefore hedged)


I have insulated myself from something happening to Bangkok Bank as I am long and short the same company, therefore hedged)


and finally I have insulated myself from news that might affect Thailand as I am long and short the same company in Thailand, therefore hedged.


BUT 
I cannot buy the local shares at 218 
the market is closed to foreign buyers…

THE BROKER… 

He has an office in Thailand 

His office is considered to be a local Thai organization and therefore he can buy Bangkok Bank at 218. Because of the 25% restriction he cannot sell it to me, BUT....

He can buy the stock, put it in a special account, and sell to me, a foreigner, the beneficial value of this portfolio. I never own the stock. I own what happens to the stock. If they pay a dividend I get the dividend. If the stock goes up I get the benefit of that, just as if the stock goes down I would be responsible for the loss.

Remember however... I don't want to own the stock. I want to set up the trade to capture the premium that exists on the anticipation that the premium is going to shrink.

Therefore I have to have another side to the trade. I have to short the premium stock (the foreign stock) so that my trade will look this way (re‑read My Strategy on page 3)

Long 1 share of Bangkok Bank Local at 218

Short I Share of Bangkok Bank Foreign at 292

The broker who will sell me the beneficial interest in the long foreign shares will also sell me the beneficial interest in a short position of Bangkok Bank foreign at 292. 1 will be responsible for paying any dividends that arise (I am short the stock) and also responsible for any movement in the stock.

The broker by selling me both the long position and the short position has reduced his risk as he now has a customer who has a hedged position where the risk is much less than being only long and/or only short a security.

What other concerns do I, the investor have:

When I sell a stock short I must be able to deliver that stock to the person I sold it to. In order to get the stock to deliver, I must be able to borrow it from someone. I will pay that person a fee for the use of that stock. At a point I will have to return the stock to the person that I borrowed it from.

Since this trade might take a long time to develop, I must be guaranteed that the stock that I will be able to borrow that stock for a long period of time. If the person I borrowed it from asks for it back in 30 days and I cannot borrow it from anyone else, I would have to close out the trade and might lose money. So I need a long borrow.

Terms of the swap:

I Year maturity

that means that this swap will be good for a year and therefore my short position where I am borrowing stock is guaranteed to me for 1 year. Without that I would not have done this trade.

Dividends 100% approved by Thai stock exchanage

On the swap part that I am long I will receive from the broker 100% of the dividends that are declared by the Thai stock exchange for the 1 year period, and for the stock that I have shorted I will owe 100% of the dividend.

Since I am long and short basically the same share the net effect of this trade is 0 as the long dividends will offset the short dividends.

1 Long share vs 1 short share

for every 1 share of Bangkok Bank Local I buy I will want 1 share of Bangkok Bank Foreign on the short side.

Costs: 

On the swap there will be no exchange of principal. We will only pay each other the interest payments on the notional amounts. As there is no exchange of principal there is nothing charged to my capital account and this becomes an off books trade.

What happens on the long (the local share) trade:

The broker buys 1000 shares of Bangkok Bank local at 218

He puts this into a special account on his books

He sells me the beneficial interest in this at a price of 1000 x 218 = 218,000 Baht

I have the beneficial rights toI000 shares of the stock and owe him 218,000 Baht

I go to him as ask him if he will lend me the 218,000 Baht I owe him.

He asks me what my collateral will be for that loan.

I tell him I will give him, to hold for me as collateral, the beneficial rights to the 1000 shares of stock valued at 218,000 Baht.

He says that will be OK ... and that we will have a quarterly reset. Which means that at the end of the quarter, if the stock went up to 230 he would have 230,000 Baht (230 x 1000) as collateral for a 218,000 Baht loan. He would then give me back the difference of 12,000 Baht to bring the collateral back to 218,000. Conversely if the stock went down to 200 Baht, giving it a value of 200,000 1 would have to give him a check for 18,000 Baht to bring the collateral back to 218.

He will charge me for the use of this 218,000 Baht that I am borrowing from him 

Libor+ 110 

If Libor was 5.875% then he would charge me 6.975% for the use of this money.

He will charge me a commission (don't forget he has to buy that local stock and put it away so he can offer me the beneficial interest). The commission is what he is going to have to pay a Thai broker to buy that stock for himself which is 50 basis points.

The long side then looks as follows

Bot:

1000 shares at 218
218,000



50 basis points commission
1,090

total cost

219,090 Baht

He is charging me Libor + 1.10 or 6.975 for the

cost of borrowing this money from him
15,281


1 YEAR TOTAL COST OF LONG POSITION
234,371

Now the short side of the transaction.

He will sell 1000 shares of the Foreign shares at 292 Baht 

He has to be able to borrow this stock for 1 year 

He is going to charge me a fee for borrowing that stock for 1 year of 2.15% 

He has to pay a commission to the broker of 50 bp to trade that stock and he will charge that to me.

What happens on the short sale:...

When I sell a stock I get money from the proceeds. Therefore I sell 1000 shares at 292 1 am going to receive 292,000 Baht. However, I am going to have to borrow this stock to cover my short. What shall I use as collateral to give the broker for the stock he is lending me. That's easy... I have gotten 292,000 Baht from selling the stock. I’m going to give the broker the 292,000 as collateral for the stock he will lend me. Well ... he has my money as collateral, but I expect him to pay me interest on that money of mine that he his holding as collateral.

He says he will pay me Libor ‑ 2.15% on my money for I year. The 2.15% representing the amount he is charging me for allowing me to borrow the stock.

Again we will do a quarterly re‑set. If the price of the stock were to go to 300, then because 1 am short the stock I would owe him 8000 more baht as I would only have 292000 collateral against a short position of 300000. and the reverse should the price of the stock go down.

The trade would look at follows;


Sell 1000 Bangkok Bank Foreign at 292
292,000


50 BP commission
(1,460) 
++



290,540

He is going to pay me 5.875 less 2.15 = 3.725
10,822


1 YEAR NET PROCEEDS TO ME FROM
301,362


THE SHORT SALE OF THE STOCK

++ since I am selling the stock, the commission reduces my proceeds

WHAT HAPPENS AT THE END OF THE YEAR ...?

Remember ... we are not concerned about the absolute numbers of the long and short position .... we are hoping that the prices ... wherever they are, will converge.

Let us assume that at the end of the year the price of Bangkok Bank local has fallen to 100 Baht and the premium has converged to 20%, so that the foreign stock is now trading at 120 Baht.

We had bot 1000 shares for a total cost, including the interest charges fir 234,371 Baht

Now we sell the 1000 shares at 100 baht =
100,000

we have to pay a broker 50 bp to execute the trade


on the Thai exchange
‑500



Net proceeds to us



     95,500 Baht



Our Original cost



    234,371

Loss on selling local shares


    138 871 Baht

On the short side we had sold 1000 shares at 292 Baht

We buy those shares back at a price of 120 Baht


cost to buy back the 1000 shares =

120,000

commissions to broker to buy stock 50 bp    
       600



Total we paid to buy back short

120,000

Our original short was

             301,362

Profit in covering short

181‑362

NET EFFECT OF TRADE

Lost on long
138,871



Gain on short 
181,362


+
42,491

This will work with any stock prices you select, as long as you make the

foreign shares trade at a 20% premium to the local shares when you close out the trade

LEVERAGE…

We put up no capital

We were charged Libor + 1.10 on the buy which came to
(15,281)

We received Libor ‑ 2.15 on the short side
10,822

We had to pay a commission to buy and sell the long

(1090,1460,500,600) = 3,650
(3,650)


There were no dividend differences

between the long and short

‑0​



Annual Cost of trade
8,109 Baht

Return on investment 
42,491

Not bad .......

I can buy 218,000 Baht of Bangkok Bank and Sell 218,000 Baht of Bangkok Bank for 1 year and the total cost to me to put on this trade is only 8,109 Baht .......

I have taken no capital out of my business and only exchanged interest checks and did a mark to market every 3 months.

I have gotten the beneficial gains on a long and short position in a security.


Of course 
if the trade diverged ( ie the premium went to 40% 
which is higher than the 33.95% premium that I put on the trade, I would lose money. Try it yourself. Now assume that local shares went to 100 and the foreign shares went to 140 and you will see the effect.

How many times can I do this trade? I am constrained by the number of shares that are 
available for trading the ability to borrow the shares that I need for the short... but only spending 8,109 Baht to set up a trade like this ... well perhaps I would do it 10 or 20 times… fun … great fun …  
when they converge…

Hope this makes it a bit easier ....

Martin J.

