

	
	

	









	




	







	









		

		
		

	
	




	
	


	
	



	
	


	
	
	
	
	
	
		
			
			
		

		
		
	

	

	



	
	
	
	

	







	















	Skip to main content












	

	

	
	

	

	
	












			

			





			






	




	


	
	





	








	

	
	
		
		
		
		
		
		
		
		
		
		
		
		
		
	

	
	
		
		
		
	


















	
		
	

	

	
		
	

	







	
		
		
		

		
		
		
		
			
				
				









	
	    












    
    






    
    







    




    






    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    






    
        
    


    
            
            
                
            
            
                
        Add Paper to My Library
        
        

    















	














	
	    







 



	




	







	




































    



			

			
				
				
				
				
				
						
				
				
				
					
						Share:
							
	
	
	


					

					
				
				
				




				
				

    
        
        
        
            

		
		
		
			
				
			
				
			
		

		
            

		
		
		
			
		
			
				
			
		

		
            

            
        

        
    

    


    




				
				
					

					
					Permalink

						Using these links will ensure access to this page indefinitely

						
							
							Copy URL
						

						
							
								
								Copy DOI
								

							

						
				

				
			

		


		
			
				
				




	
	
		
	

	
	
		
		
	

	
	

	
	
	
	How Riskless is 'Riskless' Arbitrage?

	
    
        
            
            







    
    










    
    
    
    











			
                    WBS Finance Group Research Paper No. 134
 
        

    
	

	
	
		
		
			56 Pages
		
		

		Posted: 24 Jan 2010
		
			Last revised: 23 Dec 2019
		
		
	

	
		
			
			




	See all articles by Roman KozhanRoman Kozhan
University of Warwick - Warwick Business School
Wing Wah Tham
University of New South Wales (UNSW)


		

	
	
	
	
	


	
	
		
			[image: Multiple version icon]There are 2 versions of this paper
		
	


	
		
		

		
			
				

				
					

					
						
							
						

						
							
								
									Execution Risk in High-Frequency Arbitrage
									

								
							
							
							
								WBS Finance Group Research Paper No. 179
							

							
							
								
									Number of pages: 38
								
								
									Posted: 29 Mar 2012
								
								
							

							
						

						
							
							Downloads
							  953
							
						

					

					
					

					
						
							
						

						
							
								
									How Riskless is 'Riskless' Arbitrage?

								
							
							
							
								WBS Finance Group Research Paper No. 134
							

							
							
								
									Number of pages: 56
								
								
									Posted: 24 Jan 2010
								
								
									Last Revised: 23 Dec 2019
								
							

							
							
								
								You are currently viewing this paper
							

							
						

						
							
							Downloads
							  887
							
						

					

					
				

			

		

	

	


	
	
	
	
		
		
	
	
		
			Date Written: January 21, 2010

		
	

	
	
		
		
	

	
	
		
	
	
		Abstract

		In this paper, we challenge the notion that exploiting “riskless” arbitrage is riskless. We show that if rational agents face uncertainty about completing their arbitrage portfolios, then arbitrage is limited even in markets with perfect substitutes and convertibility. We call this phenomenon “execution risk” in arbitrage exploitation. Using a simple model, we demonstrate that this risk arises from the crowding effect of competing arbitrageurs entering the same trade and inﬂicting negative externalities on each other. We argue that the cost of illiquidity and holding inventory are potential negative externalities. Our empirical results provide evidence that support the relevance of execution risk in arbitrage. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: execution risk, limit to arbitrage, liquidity, inventory costs

	
	

	
    

    
	

	
	
		JEL Classification: D50, F31, G10

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Kozhan,  Roman and Tham,  Wing Wah, How Riskless is 'Riskless' Arbitrage? (January 21, 2010). WBS Finance Group Research Paper No. 134,  Available at SSRN: https://ssrn.com/abstract=1540693 or http://dx.doi.org/10.2139/ssrn.1540693 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Roman Kozhan (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of Warwick - Warwick Business School  ( email )

			

			
			
				
				
				
					Coventry CV4 7AL
United Kingdom

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Wing Wah Tham

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				University of New South Wales (UNSW) 

			

			
			
				
				
				
					Kensington
High St
Sydney, NSW 2052
Australia

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research you’d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				      887

			

		
		
		
			Abstract Views

			    5,232

		

		
		 
		
			Rank

			   17,096

		

		
	


	
		
            
            	        1 Citations
		

	

	
		
			
				       55 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Capital Markets: Market Microstructure eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Capital Markets: Market Microstructure eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            2,416

                                    

                                    
                                        PAPERS

                                            8,015

                                    

                                

                                
                            

                        

                    

                
	
                    Warwick Business School Finance Group Research Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Warwick Business School Finance Group Research Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                                3

                                    

                                    
                                        PAPERS

                                              294

                                    

                                

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        An Anatomy of Pairs Trading: The Role of Idiosyncratic News, Common Information and Liquidity

                        
                            By
                                
                                
                                    
                                    Joseph Engelberg, 
                                    
                                
                                    
                                    Pengjie Gao, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Noise Trader Risk: Evidence from the Siamese Twins

                        
                            By
                                
                                
                                    
                                    John T. Scruggs
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Are Pairs Trading Profits Robust to Trading Costs?

                        
                            By
                                
                                
                                    
                                    Binh Huu Do
                                     and 
                                
                                    
                                    Robert W. Faff
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Mispricing of Dual-Class Shares: Profit Opportunities, Arbitrage, and Trading

                            
                                By
                                    
                                    
                                        
                                        Paul H. Schultz
                                         and 
                                    
                                        
                                        Sophie Shive
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Arbitrage in Dual Classes: The Case of Berkshire Hathaway

                            
                                By
                                    
                                    
                                        
                                        Adam Y.c. Lei
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Ambiguity, no Arbitrage, and the Limits to Rational Expectations

                            
                                By
                                    
                                    
                                        
                                        Hendri Adriaens, 
                                        
                                    
                                        
                                        Bas Donkers, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            ETF Arbitrage: Intraday Evidence

                            
                                By
                                    
                                    
                                        
                                        Ben R. Marshall, 
                                        
                                    
                                        
                                        Nhut H. Nguyen, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Pairs Trading on International ETFs

                            
                                By
                                    
                                    
                                        
                                        Panagiotis Schizas, 
                                        
                                    
                                        
                                        Dimitrios D. Thomakos, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Improving Pairs Trading

                            
                                By
                                    
                                    
                                        
                                        Tiago Almeida
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright © 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.094 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
