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Abstract

This paper examines a model of trading at the London 4 pm “fix,” a major foreign exchange market benchmark. Dealer misconduct, long suspected in light of extreme returns and quick retracements just at 4 pm, was confirmed in 2015 with guilty pleas from major banks. Our model shows that dealers will optimally front-run regardless of whether they compete or collude. Front running moves the fix adversely for customers, increases fix volatility, and is responsible for post-fix retracements. Collusion is profitable but for reasons unrelated to traditional monopoly power: the closest analogue in microeconomics is shrouding. Collusion shuts down a form of free riding among dealers that involves shifting trades across time. Free riding does not directly change the fix but it reduces the convexity of the pre-fix price path and the incentive to front-run. The model suggests that trading by non-dealers could be sustaining volatility and retracements, which persist despite recent reforms. We test whether free riding declined around 2008, when collusion among fix dealers allegedly took off, by examining the convexity of the pre-fix price path. For four major exchange rates vs. the US dollar the average month-end pre-fix price path is more convex during 2008-2013 than 1996-2007, consistent with the model.

