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Transactions Costs and Covered Interest Arbitrage: Theory
and Evidence

Kevin Clinton

Abstract

The extent to which deviations from covered interest parity can be attributed to transactions costs has been
exaggerated in the economic literature because the swap market in foreign exchange has been ignored. It is
shown that such deviations should be no greater than the lowest of the transactions costs in one of three
markets: the swap market or either of the two relevant securities markets. This reconciles the theory with
the data, which show spreads of no more than a few basis points. However, the empirical results have no
direct bearing on the conventional market efficiency hypothesis.

c

& | THE UNIVERSITY OF CHICAGO PRESS JOURNALS

The University of Chicago Press Books

Chicago Distribution Center


https://www.journals.uchicago.edu/journal/jpe
https://www.journals.uchicago.edu/toc/jpe/1988/96/2
https://www.journals.uchicago.edu/doi/10.1086/261539
https://www.journals.uchicago.edu/doi/10.1086/261541
https://www.journals.uchicago.edu/doi/epdf/10.1086/261540
https://www.journals.uchicago.edu/doi/epdfplus/10.1086/261540
https://press.uchicago.edu/
http://www.press.uchicago.edu/cdc.html
https://www.journals.uchicago.edu/
https://subfill.uchicago.edu/JournalPubs/UCPSSO/SSOLogin.aspx?returnurl=https%3A%2F%2Fwww.journals.uchicago.edu%2Fdoi%2Fabs%2F10.1086%2F261540
https://www.journals.uchicago.edu/action/showCart?FlowID=1

The University of Chicago

Accessibility

Open access at Chicago

Permissions

Statement of Publication Ethics

Diversity and Inclusion at the University of Chicago
Contact us

Terms and Conditions

Privacy Notice

Media and advertising requests

0 X ¥

© 2025 The University of Chicago and other publishing
partners. All rights reserved, including rights for text and
data mining and training of artificial intelligence
technologies or similar technologies.



https://www.journals.uchicago.edu/open
https://www.journals.uchicago.edu/inst/perm-reprints
https://www.journals.uchicago.edu/publication-ethics-statement
https://diversityandinclusion.uchicago.edu/
https://www.journals.uchicago.edu/contact
https://www.journals.uchicago.edu/t-and-c
http://www.press.uchicago.edu/press/privacy.html
https://www.journals.uchicago.edu/advertising
https://www.facebook.com/UChicagoJournals
https://twitter.com/ChicagoJournals
https://bsky.app/profile/chicagojournals.bsky.social
https://www.uchicago.edu/
https://www.journals.uchicago.edu/accessibility

