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Introduction

It is widely recognized thathe pressures of competitioglobalization, and technological
change, are threatening the development, and in some instances the very survival, of many
developing capital markets. This paper examis@se options for responding to these pressures
that are open to policy makers, with regards theiding infrastructure and exchanges, and also
provides some practical comments on how to dewidieh of these policies should be followed.

The suggestions made throughout the paper are stimechan the conclusions in the form of six

broad recommendations.

The paper is divided into six sections. the first, the key factors threatening the
development and survival of securities exchangeteveloping markets are briefly identified. The
next four sections analyse different policy opti@bsck exchanges can follow in order to respond
to these problenmis.In section two, the question of whet policy makers should continue to
support the development of their domestic stock amghs in isolation, in the belief that they can
be self-sufficient, is discussed. The issue of whether regional linkages or alliances between
exchanges should be encouraged, in order to tryilo langer virtual markets, is examined next. In
section four, the costs and bétse of mergers between, orkeovers of, stock exchanges in
developing markets are discussed. In sectfive, some comments on the advantages and
disadvantages of demutualizistpck exchanges are presentedeBconclusions are provided in

the final section.

UThis paper draws on and emtls Claessens, Lee & Zechner (3/2003) and Lee (2002b), and the
author would accordingly like to thank Stifblaessens and Josef Zechner. The opinions
expressed here, however, are those of thisoawalone, and not necessarily their opinions,
or those of the Oxford Finance Group, or anyitefclients. While every effort has been
made to ensure the accuracy of this paper, no factual material or statements presented here
are guaranteed correct.
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Three general comments on the discussion preddmere are important. First, given the
intense difficulties facing stock exchanges in many developing capital markets, it is unsurprising
that there are no easy options available. Secoedarthlysis provided in the paper is not intended
to be either definitive or exhaustive. Indeed, shrategy that any particaad stock exchange should
follow is crucially dependent on its particular circumstances, and thus no single strategy will fit all
exchanges. Third, enhancing tdemestic provision of trading infs&ucture is not sufficient by
itself to ensure that a stock exchange in a ldgueg market will thrive. The success of a stock
exchange is dependent on many factors beyondadhtol of the exchange itself. Relevant issues
include the creation and enhancement of domestic institutional investors, which are likely have
natural domestic liabilities, the growth of domeststail trading, the protection of shareholder
rights, the establishment of robust legal systé¢inas allow firms to issue and trade shares, the
implementation of high corporate governanceoaating, listing and transparency standards, and

the effective enforcement of securitimarket legislation and regulation.

1. Factors Threatening Developing Market Exchanges

A range of factors threatening the development and survival of securities exchanges in
developing markets are briefly identified in thigtsen. One central problem is that there are only a
small number of liquid shares on many such matKehere are various reasons for this. In many
countries, there are not many companies whicHaage enough and profitable enough to warrant
the trading of their shares on a stock markedisregarding the possibility of trading start-up
companies on a special board or with reduced listing requirements. A range of potentially attractive
companies have not been privatised in manyeldping markets. The shareholdings of many
companies are progressively being concentrated in fewer hands, as the people and institutions
seeking control of these companies are graduafynguwip their shares. The free float of shares in
many companies is therefore decreasing. Sonteeofnost attractive companies on local domestic

markets are also being bought up by biggesign firms and are then being de-listed.

The prosperity of developing market stoekchanges has in some contexts also been
adversely affected by the trend for domestic stocks to be traded or listed on larger international
markets. There are several forms which such tgadirlisting can take: it may include dual-listing,
the use of depository receipts programs,listing only on a non-domestic exchange. For all
developing markets combined, the ratio of market capitalization listed abroad to total market
capitalization jumped from only a few percent in 1989 to about 50% currently, with a peak of over
62% in 1999 The amount of capital raised abroad,eesally for middle-incone countries, rivals

that raised domestically, as large firms, andipalarly those firms beip privatised, generally
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include large tranches geared to international markets. The degree of listing of firms on
international stock exchanges varies considerabipng individual countries. In some cases more

than two thirds of stock market capitalization is listed abroad as well as domestically.

Firms which seek a listing abroad are typicédigger than their domestic-only counterparts,
grow faster and carry on more international business. Such firms are also generally from the better
performing segment of their local market. Theflects both demand and supply factors: better
performance firms are likely thave greater growth opportungjewhich makes seeking foreign
financing more attractive. International investaray view these types of firms more favourably.

This selection process means that the firms listed only on the local markets tend to be smaller and

perform less well than those firms which can be listed and traded internationally.

Even when the liquidity and price setting preg®f a single firm obtaining a foreign listing
is not affected, the international listing or trading of specific firms can have effects on their whole
domestic market. More patrticularly, it may reduce the liquidity of the remaining firms which are
only listed domestically in two ways. First, a reduction in the domestic liquidity of the
“international” firms may have mgative spillover effects on the liquidity of the remaining domestic
firms. Second, there may be a movement ofitiadvithin the domestic market away from the
purely domestic firms and into those firms whicave sought an international preseh&ereign
listing of a few large companies can have a large impact, especially on smaller exchanges, given
that most trading on such exchanges takes place in precisely these larger shares. The market
capitalization of most issuers on developing exchanges is small to begin with compared to the size
of most companies in which global portfolio investarvest. With further declines in liquidity, the

remaining companies can therefore become even more unsuitable for such investment.

A range of other factors are threatening the prospects for developing stock exchanges.
Regulators in the larger jurisdictions, with the most capital available, rarely allow such exchanges
to access their markets directly. Competitiond@veloping market sticexchanges could in
principle come from alternative trading syste(AS Ss). To date, however, such competition has
rarely occurred in developing markets, botltdese some regulatory authorities ban ATSs, and
because most developing markets are too small to be profitable for the major international ATSs. If
it is allowed, internalisation by major financial intermediaries can also a threat to developing
market stock exchanges. Develupimarket stock exchanges can also be adversely affected by
regulatory liberalization. Domestiportfolio restrictions requiringnvestors to place a specified
minimum of their funds in local securities mag abolished. Such dendation will inevitably

increase domestic interest in foreign securities, thereby reducing their interest in the local market.



2. Sdf-Sufficiency

The first policy examined here that a threatened stock exchange in a developing market can
follow is to maintain thestatus quo, namely to seek prosper by itself in isolation, without any form
of linkage with other exchanges. Some key factbat support the continued existence of domestic
stock exchanges in developing markets are brgilyweyed in this section, and then some issues

concerning the future sources ofeaues for exchanges are discussed.
Factors Supporting Developing Market Exchanges

There are several factors which support theinaad survival of domestic stock exchanges
in developing markets, notwithstanding the tendentified above which threaten the trading
infrastructure in many developing marketsn important one arises from the now widely
recognised positive “network externality” associated with order execlt@mler flow attracts
order flow, and liquidity attractiquidity. A trading system thadlready attracts a large amount of
orders thus has an advantage over any new donmgpgystems. If an exchange in a developing
market has most, or even a large part of tlaeling in its shares, it is difficult, though not

impossible, for other trading sgshs to capture this liquidity.

Even if competition to a developing market stock exchange by an international exchange
does occur, it is not self-evident that sucipetition will either undermine the domestic exchange
or lead to its demise. The experience of competition between the more developed European
exchanges provides an interegtitiustration of this. In 1986, the London Stock Exchange (LSE)
changed the structure of its market in the so-called “Big Bang”. Market participants who previously
had only been allowed to act in a single capacitiieeas a market-maker (jobber) or as a broker,
were now allowed to act in a joint capacity, namely to provide integrated market-making and sales
teams. In addition, a screen-based systerm ®stablished for disseminating the LSE’s quotes
around the market. As a result of these reforansjgnificant amount of trading in continental
European stocks was attracted to the Londomketafor several years. In response to this
competition, all the major contineEt European stock exchangesamated and liberalised their
markets, both by establishing electronic auction mechanisms and by allowing much easier access to
their exchanges. The result was that most eftthding which had gravitated to the London market

then reverted back to the continental European domestic markets

Although foreign listing may divert trade awlgm a local exchange, trading in a domestic
share on a foreign exchange is not simply a substitute for trading on the local market — it can lead to

greater domestic trading if the stock attracts nadrention or acquires adtier reputation. Trading
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abroad may also lead to greater trading locally if foreign trading is unwound on the local market.

For many companies — except the truly global ones — the domestic market is the “natural”
place to be traded. Domestic traders may besbe@ttormed about local companies than foreign
investors, and foreign investoknow this, thus keeping the trading of companies on the local
market. Having no “home listing” may also be a significant problem, especially for small and
intermediate sized firms, which tend not to be able to go abroad. These firms, of which there are
typically a relatively large number compared tbe number of big firms in many developing
markets, will often support the operationsoime form of domestic stock exchange.

A local stock exchange can adopt a marketrostructure that best conforms to the
characteristics of potential listirmandidates and investois,terms of defining market segments, or
designing listing requirements and fee structures. Local exchanges can also be more flexible in
accommodating channels through which local sraafl medium sized firms can tap into public
securities markets, through securitisation, the listihigolding companies, and the listing of private

equity funds.

Another factor supporting the continued existeottdeveloping stock exchanges is that the
technology of providing trading services contisu® advance and relatively low cost trading
systems are now available off-the-h&his is making is easier tmaintain small stock exchanges

in developing markets.
Future Revenues

A key question for many stock exchangeshoth developing and #eloped markets, is
how to remain financially sustainable. In order to prosper by itself in the current climate, a stock
exchange needs both to reduce costs and to increase revenues. Options for stock exchanges fc
enhance their revenues are, however, limited. Historically, exchanges have had seven main types of
revenues: membership subscriptions, fees for listing, trading, clearing, and settlement, and charges
for the provision of company news, and for quote taade data. A few exchanges have also sought
to obtain revenues by selling their technology. Fany exchanges, however, many, if not all of

these sources are now under threat.

Membership fees will continue to be paid as long as an exchange has members — but
demutualization is bringing this to an end. Exages now have customers, not members. In many
contexts, listing is subject to intense competition between exchanges, and thus the ability to extract
high revenues from the provision of this serviselimited. Furthermorethere is debate about
whether exchanges should in fact still undertakefthistion, when they can use it as a competitive
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advantage against tradingssgms which do not provide °itThere is also growing controversy

about whether the listing function is actually besivated by an independent regulator in order that

it not be compromised by the commercial interests of the excliaBpe. possible source of
maintaining a sustainable competitive advantage and a stable source of revenues for an exchange is
to provide clearing and settlement servitésowever, most securities exchanges do not provide
such services, and even for thdkat do, there is pressure tauee their costs and charges. The
provision of clearing and settlement services $® aubject to growing anti-trust scrutiny. Only a

few exchanges provide company information, anchost environments this is subject to intense

competition from the data vendors.

Transaction fees are the largest source ofmae® for most exchanges today. However, this
may not continue. As the cost of processingeatra marginal trade on most automated trading
systems has now become essentially zero, competition between trading systems is pushing
transaction fees to this level. Exchanges may be able to attract more trading by allowing for remote
access to their trading systems. Remote access may allow foreign financial intermediaries easier
access to a domestic market than without it. Funtbee, if the EU Investment Services Directive
is agreed, and if it becomes applicable to countries seeking accession to the EU, then all
jurisdictions in the EU should be required alow exchanges from the accession countries to
provide remote access to their exchanges. Remote access, however, will not necessarily bring an
increase in trading since similar access by forgéigders can be obtained via local brokers, which
establish internal systems for routing orders amogs-border basis. To date the impact of remote

access on exchanges in many developing madats not appear to have been significant.

One area which may be a viable source of extra revenues is the sale by exchanges of their
quote and trade dafaEven when a dominant exchanges liaced competition from new trading
systems, and even if such trading systems have succeeded in capturing some order flow, very rarely
has a dominant exchange ever lost its position as the main source of price discovery for the
securities it trade3Revenues from the sale of quote and trade data will therefore be more resilient
than those from transaction fees. However, thengxtewhich revenues from the sale of quote and
trade data can be increased will again be criticd#lgendent upon regulatory approval, or rather a
lack of regulatory price-capping which is mostelik to arise as a result of antitrust regulatory
scrutiny. Other potential sources of revenues inciotteducing trading in new instruments such as

derivatives or mutual funds.

Although ways of reducing costs for stock exchanges are not discussed here in detail, one is

mentioned, as it relates to the other strategies examined here. An exchange may be able to reduce
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the costs it incurs by outsourcing major expenditures. This is often attempted by negotiating with a
foreign exchange to use its IT software and hardved a lower cost than would be possible if the
domestic exchange had to builddaoperate its own structure. Ascussed below, the outsourcing

of the supply of key technology may be a precutspor associated witla closer linkage between

the participating exchanges, or indeed a merger.

3. Linkages

There is a widely held belief amongst policy makers interested in promoting capital market
development that the survival of many smallevadeping markets is in question precisely because
they are too small to survive. One obvious passresponse is therefore to consider whether
linkages between several such markets could erad@rger virtual exchange, which would by
construction be more able to survive than itidividual and smaller eohanges of which it was
composed. This section examines some issues related to the establishment of cross-border
associations or linkages between different exchanges, in which the various exchanges essentially
retain their different identitielsut cooperate isome manne? In order to illustrate the benefits that
may be obtained via a linkage between exchanges and some of the strategic problems associated

with establishing such a linkage, one examplamely NOREX, is also discussed below.

There are many ways in which linkages betw exchanges may work. Any subset of the
various functions undertaken by exchanges carshmed, including marketing, listing, order
routing, information dissemination, order eexition, matching, clemg, settlement, and
administration services. There are also many different contractual procedures by which shared
delivery of these services can be implemented. &xample, an exchange can purchase services
from another exchange, both exchanges may agreahbt@ontract delivery to a third party, or a

joint venture may be established.

The prime aim of a linkage between stock exchanges is to reduce costs and seek to increase
liquidity. Cost savings can arise from many diéfier sources. An exchange may establish an order-
routing mechanism or joint clearing arrangement with another exchange in order to offer some of
its products to members of the other exchangehowit requiring them either to buy a seat on its
market, or to deal through a local intermediary. This may allow traders who are not members of the
first exchange cheaper access to its productswald otherwise be avalide. Economies of scale
may be available to cooperating exchanges, if their shared costs in any joint facilities are less than
the sum of their separate costs would otherwisdftiee linked exchanges are able to combine the
order flows they receive for similar products, thegy together be able to achieve a more liquid

market than either would be able to realize separately. Sharing standards (for example on
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communications, messaging, and technology) canratbace costs. While some of these potential
gains exist, achieving them is not easy, havewand typically requires major managerial and

sometimes financial investments.

Of the many attempts at coopdon between exchanges tihaive been proposed, few have
been implemented, and of those thatehbeen realizednost have failed® There are many reasons
why. Even if several small exchanges operatinthexsame region were to link up with each other
to create a bigger virtual exchange (or indeedgex to create a larger combined exchange as
discussed below), the new exchange would still be relatively small by the standards of more
developed markets. It is thlefore questionable whether sueh merged exchange would be

sufficiently large to interest international investors.

Another factor leading to difficulties in exchange linkages has been associated with the
implementation of newethnology. Despite continuing advanaedT, it frequently takes longer
and is more expensive, to build appropriate nedbgy for market infrastructure projects than is
initially anticipated. It is also ¢én cheaper and more efficient to buy a technology package off-the-
shelf, rather than attempt to develop a new one for a single project. A good time to consider
embarking on a cooperative project is when the udééubf a particularly important technological

aspect of market infrastructure is coming to an end.

Another critically important factor affecinthe development ansliccess of cooperative
exchange ventures is the influence of exchangemance structures. Linkages are never neutral in
terms of their effects on the various constituencies of the participating markets. The governance
structures of the collaborating exchanges detegrhimw any benefits obtained by the scheme will
be distributed, and whether those constituencies that believe their interests might be harmed have
the power to change or obstrutd implementation. Jotrventures may giveise to conflict both
within a particular institution participating isuch a scheme, and between the institutions
supposedly working together on the project. Tisodion of these conflicts may be dependent not
only on the contractual agreements signed between the relevant parties, but also on their relative

commercial power.

Another problem is the difficulty of creating credible contractual commitments between
cooperating exchanges. To achieve this, not only db agreements have to be initially beneficial
for the participants, they have to continue tosbeeven in a changing environment. If material
circumstances vary, as often occurs, one or motieeoparticipating exchanges may decide that the
original contractual agreement is no longer appate. It is normally then hard for the other

participating organization® insist that the dissenting institution honour its original agreement. The
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costs of enforcing any such contract are typictily high to warrant any legal attempt to do so,
particularly in an international environment. Moimportantly, however, even if a participating
exchange could be forced into an action it pereias unfavourable, the market participants who
trade on the exchange cannot be compelled to edenitage. There is thus little point in forcing an
unwilling exchange to continue honouring an iniliakage agreement without the active support of

its customers or members.

Other barriers to the successful implementatof linkages between exchanges, include
legal issues, especially concemiclearing and settlement, andahow such linkages should be

financed.

Some lessons about thenefits of a linkage between avanges, and also some of the
difficulties in establishing one, can be seen by considering the NOREX project. NOREX is a
strategic alliance between four out of the five Scandinavian stock exchanges, namely those in
Denmark, Iceland, Norway and SwedénThe alliance seeks to maintain the identity of all
participating exchanges and is based on the following principles: i) cross membership — which
means that member firms are encouraged to join all the NOREX exchanges; ii) a single point of
liquidity — which means that issuing companies are encouraged to list their securities on only one
NOREX exchange; iii) a common trading system — which means that trading on the NOREX
partner exchanges is executed on a single electronic trading system, allowing the exchanges to take
advantage of economies of scale in the bmwraent of key technology; and iv) a common
regulatory framework — which means that tmember countries of eEéNOREX alliance have
harmonized their trading rules and membershigiuirements as well as the authorization

obligations of brokers.

NOREX has had some significant susses. It was founded on 21/1/1998, when the
Stockholm Stock Exchange amdopenhagen Stock Exchange signed a formal co-operation
agreement to establish NOREX. By 1/10/2001, a comset of rules for trading and membership
on NOREX had been agreed and implementead, aver this period the SAXESS trading system
had also become operational alh four partner exchangédHowever, not all its initiatives have
been successful. NOREX hoped to attract theetlBaltic exchanges to join the partnership, and
indeed both a letter of intent and a design staghgement to do so was signed in 2000. After many
negotiations, however, the poteth cooperation between NOREXhd the Baltic Exchanges was
put on hold a year later, and finally was suspendetbngst the reasons indicated for this was that
the size of the combined Baltic markets was thought too small to be commercially interesting by
some of the NOREX partners, and that the cost to the Baltic exchanges of joining NOREX was
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thought by them to be too high. Subsequently,ahly Scandinavian stock exchange which was not
a party to NOREX, namely the Helsinki Stock Exchange operated by the HEX group, bought up
two of the three Baltic exchanges, as discussed below.

Three important and simple lessons may be drawn from the NOREX experience. First, it is
possible for different exchangesagree upon a linkage structure tisatutually beneficial. One of
the factors which has lead to the success of NOREX has been the long history of cooperation
between the Nordic countries in a range of d#fgrendeavours, which medhat national political
concerns about cooperation iretfield of stock exchange adty were minimised. Second, at all
stages in an alliance between different exchantpesindividual exchange partners will consider
their commercial incentives, and only continue participating if on balance the partnership is
believed to further these commercial incentives. Third, balancing the interests of different sized
exchanges — in this instance the larger dmedl Nordic exchanges and the smaller developing

Baltic ones — proved difficult.

4. Mergersand Takeovers

A third strategy which a stock exchange in a developing market may consider in the face of
threats to its prosperity and survival is a mengéh, or takeover by, anlér exchange so as to
form a larger, typically regional, exchange. Some brief general issues concerning exchange mergers
and takeovers are now raised, and then two exasnpl such transactions are described — the
creation of Euronext and the purchase by HEX of two of the Baltic stock exchanges — in order to

illustrate some relevant issues that may arise.

There have been only a few mergers and aitmuns between exchanges, and many of the
problems associated with linkages between exclsaage also present in such transactions. The
difficulties both of agreeing a merger, and otmessfully implementing it once agreed, are also
high. There are in addition many other factorst ttean and do obstruct the success of mergers in
general, and of mergers between securities e in particular, including legal, regulatory,
cultural and political issues.

Politics will indeed be a key factor in dat@ning whether, and how, securities exchanges
can agree to merge. In a merger, the identity of the participating exchanges may disappear, and this
can cause significant political problems. It is hard to conceive of many jurisdictions, including in
developing markets, where the takeover of thigonal stock exchange would not be considered
worrying by its national government, whatever the economic reasons proposed for doing so. This

may be particularly true for countries which haween established rebedily recently, and which



11

see the creation of a local stock exchange as a central plank in their political path to obtain national
financial independence. The possibility that their national exchange may be subsumed into a larger
market, most likely controlled by one ofihneighbouring states, is often unappealing.

A merger between exchanges does, howeavave three important economic advantages
over most types of linkages. First, the distribntad any gains between merged exchanges becomes
irrelevant, as they all share in any such gains via their equity in the merged vehicle. In contrast,
there is often friction between cooperating exgesnabout how to divide up any gains obtained
from linkages. The second beneficial attribute oherger over a linkage is that the credibility of
agreements between the elements of a single merged exchange is typically much higher than could
obtain in any contractual agreements betwedferdnt exchanges. This is because, while still
possible, it is difficult to unwind such mergers.rthunlike in linkages, contracts between merged
exchanges do not have to be fully specified in advance. Internal incentives are normally sufficient

for the different components of a merged entitwtwk together even in changing circumstances.

Two examples of exchange mergers and tadesoare now briefly described in order to
illustrate some key aspects of such transactions. Euronext is the result of a merger which was
carried out on 22/9/2000 between the FrencBH)S Belgian (BXS) and Dutch (AEX) stock
exchanges? The three stock exchanges became wholly-owned subsidiaries of a newly created
Dutch holding company, Euronext NV, and chahdbeir names to Euronext Paris, Euronext
Amsterdam and Euronext Brussels. Following the merger, Euronext NV became 60%-owned by
former SBF shareholders, 32%-owned by forn#dEX shareholders and former holders of
participating certificates issuday AEX, and 8%-owned by former BXS shareholders. Although
companies remained listed in their original market, the intention was for all financial instruments to
be traded on a single integrated trading platform, and for the listing and trading rules of the merged
exchanges eventually to be hamzed, resulting in a single marketiebook. Issuers are subject to
the supervision and monitoring rules, informataiigations and public offeobligations set by the
regulators in the country in which they disted. Following the merger, the three exchanges

retained their separate legal status from a regulatory point of view.

A developing market example of a merger between exchanges has been that of HEX, which
has taken over the exchanges in two out othitee neighbouring Baltic countries. In 4/2001 HEX
acquired 61.6% of the Tallinn Stock Exchange (JBEEstonia, and in 8/2002 it bought 92.98% of
the Riga Stock Exchange (RSE) in LatViaThe key goal of HEX in doing this was to achieve
growth and profitability throughinternationalisation by being the best place to trade Baltic

securities. The reasons for the Baltic exchanges joining HEX are illustrated by the Riga Stock
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Exchange’s main objectives: to attract a strategic partner or join an alliance, in order to obtain a
solid investor base, and also to transfer thewkhow of an experienced partner to the Latvian
market. When the Riga Stock Exchange sawN@REX was not going to deliver these objectives

at what it believed to be a reasonable price, it decided to join HEX. The Tallinn Stock Exchange
and the Riga Stock Exchange still operatdependently, but under the brand of HEX. The
intention is to provide trading and settlement facilities on a single electronic platform. On
25/2/2002 the TSE and its member firms startedguie trading system of HEX, thus creating a
common trading environment for securities listed on the Tallinn and Helsinki exchanges.

Several lessons may be drawn from theroBaxt and HEX experiences. First, both
transactions show that a merger between exchanges can be structured so that the national identities
of the constituent exchanges can still be retained, or at least continue to be marketed, while creating
a new trans-national institution. Second, the antieghéchnological effi@ncies obtainable from a
merger, such as the delivery of a single trading platform across several exchanges, can take several
years to be realized. Third, the technological aspects of a merger are easier to implement than any
regulatory convergence or harmonization that mighhéeded to exploit effiencies in having a
single regulatory structure governing trading tbe merged institution. Indeed, notwithstanding
developments in the EU, there is no example wieager between exchanges in different countries
where some form of regulatory framework hasem established so that a single national or

international set of tas or laws is applicable tol aisers of the merged institution.

5. Demutualization

There is now a widespread belief that the demutualization of stock exchanges is both

desirable and inevitable, astfollowing two quotes illustrate:

Surely it would now be impossible to deny that the securities community
has reached an implicit consensus that demutualisation maximises
efficiency incentives and is critical to the survival of international
exchange&®

and,

Mutuals as a way of operating financial markets were never going to survive
corporate membership of exchanges, far less computerisation in the
financial sector, the informationage, the Internet revolution, or
globalisation. They reflected the coffee shop origins of the markets, the
shouted order across the crowded, n@isg frequently smoke filled room,
where every trader knew every other trader, and what they were good for.
The Yyonder is not that they are coming to an end, but that they lasted so
long.
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Notwithstanding this almost universal agreetrtbiat the merits of demutualizing securities
exchanges are self-evident, ithslieved here that there may also be significant costs in such a
process. Furthermore, it is thought likely that wiateme of the larger benefits, and specifically
those obtained by members of an exchand® whoose to sell their shares, are available
immediately after such an event, the costs that arise from demutualizing a stock exchange will take
some time to become apparent. The choice of whether to demutualize a stock exchange is therefore
more finely balanced than generally accepted, and indeed there may well be contexts in which it is
inadvisable.

A wide range of potential beritsf of demutualization for exchanges have been identified.

It may allow an exchange:

1) to modernize its technology;

2) to create a valuable currency to develop international strategic alliances and acquisitions
by offering equity to relevant parties;

3) to obtain a governance and management structure that is more agile, flexible, and swift in
its ability to respond to industry and market conditions;

4) to obtain a governance and management structure that is less susceptible to members’
vested interests and conflicttveen classes of members, and, more bluntly, that is not
subject to “cumbersome decision-making and strategic gridftck”;

5) to unlock members’ equity, and bayt the vested interests of traders;

6) to ensure that those market participantgtviprovide most business to an exchange have
a proportionate say in its control;

7) to avoid concentration of ewership power in a particulgroup of exchange participants;
8) to spread ownership risk;

9) to reward key market participants in equity, thus giving them a financial incentive to
bring business to the exchange;

10) to provide appropriate incentives fand impose market discipline on, management;

11) to create a catalyst for pursuing new business strategies;

12) to provide both a valuation bédmoark and liquidity for investors;

13) to obtain an initial infusion of capital and to gain easier ongoing access to capital,

14) to be more willing to opemp access to its markets; and,

15) to improve financial desion-making, by ensuring that resources are allocated to

business initiatives and ventures that enhance shareholder value.

A full analysis of all the potential benefitssociated with demutualization is beyond the
scope of this paper. Nevertheless, four obviouisimportant and generpbints are worth noting,
and then some more detailed conmiseon five of the above list giotential benefits are also made,

given their importance. The four general points érst, the anticipatedenefits listd above may
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in not materialize, second, thayay be obtainable with a mutugbvernance structure; third, there

may indeed be costs associated with demutuaizaéind fourth, some of the anticipated benefits
may in fact conflict with each other. More détd comments on five of the above list of potential
benefits — namely the tes numbered 2), 5), 9), 15) and 16) — now follow.

The value of benefit number 2) noted abomamely that demutualization may give an
exchange a valuable currency to develop international strategic alliances and acquisitions by
offering equity to relevant pes, is self-evidently depeedt upon a prior assumption that an
exchange wishes to enter intacbuan alliance or make such acguisition. As previously analysed,
given the failure of almost all such exchange lggs exchanges in develogimarkets may in fact
choose not to try to implement one, which maguae the anticipated value of demutualization.
Furthermore, and again as noted above, there amg different contractual procedures by which to
effect a linkage between exchanges. It has not been a precondition of success for the very few
exchange linkages that have been successful atii@nsaction in the shares of the participating

exchanges has been required.

Benefit number 5) noted aboveamely that demutualization may allow an exchange to
unlock members’ equity, and buy out the vestetktrests of traders, normally has different
implications for the different types of members of an exchange. Such members may typically be
divided into a small group of relatively largenfis which provide most of the business on the
exchange, and a large group of relatively smath$i which each provide only a tiny proportion of
the business of the exchange. It is thegod group of members whose votes are normally
determinative in effecting whether an exchangeoses to demutualize or not. Their prime reason
for voting for such an outcome is to receive the shares in the demutualized exchange, the value of
which is normally relatively large compared to the fafeheir firms. This is in fact a key factor
explaining why many exchanges have chosen to demutualize — so that the majority of their
members can realise at short notice a large capital gain on the shares of the exchange which they

own.

Benefit number 9) noted aboveamely that demutualizatiomay let an exchange reward
key market participants in equity, thus giving them a financial incentive to bring business to the
exchange, is likely to have an unanticipated paichdoxical effect. Many private-owned ATSs and
indeed demutualized exchanges have sought prgtssealktract trading by giving equity ownership
to the largest users of their trading platforms, namely to the biggest traders in the market. By doing
so, however, these providers of trading infrastirestare in effect re-mutualizing their ownership

structure, but just with a diffené group of owners than before.
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Benefit number 15) noted above, namely thahdieialization may make an exchange more
willing to open up access to its markets, could be very beneficial both for the exchange itself and
for the market in which it operates. In particulardemutualized exchange may be more responsive
than a mutual exchange to the needs of its users and customers, including investors and issuers, anc
reduce the need for the exchange to satisfy the interests of the financial intermediaries who were
previously its members and owners. This may eragrithe exchange to grant direct access to its
trading system to market participants other than financial intermediarigse cost-savings to
investors, and indirectly to issts, of having such direct assewithout any intermediation can be
considerablé® A nonprofit or cooperative exchange whosiembers are financial intermediaries
will be loath to grant access to its trading ewstdirectly to investors. To do so would
disintermediate, and thereby imperil the likeod of, the members whose very welfare the
exchange existed to serve. A for-profit non-membwned system, on the other hand, would have
no such qualms, as it would not have to satisgy pheferences of the financial intermediaries

trading on its system.

While this argument is valid, it is not believed determinative, especially in a developing
context. The creation of any financial institutions in a developing market is extremely hard, and the
development of the institutionatvestors, who would best be albdebenefit from direct access to a
stock exchange, is frequently much harder than the creation of the brokers. Any cost savings that a
demutualized stock exchange with direct ingestccess might bring need therefore to balanced
against the benefits the presence of brokers, ovithership interests in an exchange, may yield in

helping bring the market into existence.

It is the last benefit, number 16) noteldoae, namely that demudlization may allow an
exchange to improve financial deiin-making by ensuring that resources are allocated to business
initiatives and ventures that enhance shareholder value, that will be most problematic for policy
makers — and it is precisely because it will come true. A central problem with an exchange
demutualizing is if the exchange operates aapoty. Notwithstanding the current environment in
which trading infrastructures are believed to be competing with each other to some extent, there are
strong reasons why trading in a particular tigkees tend to gravitate® a single monopolistic
exchange. As previously noted, order flow tends to attract order flow, making competition to a
dominant exchange difficult. A monopolistic rfprofit exchange will tend to do what all
monopolists do, namely maximize profits byismag price, reducing output, and reducing
unnecessary expenditures. This will not be desirable either for the users of the exchange, or indeed

more generally from a public policy viewpoint.
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Standard corporate governance procedungsrated by a for-profit demutualized stock
exchange are unlikely to stop this happening. A keal gbdemutualization is precisely to disperse
ownership to a wider group of market participahin just financial intermediaries. However good
the corporate governance structure of a dealizied securities exchange, it will therefore be
difficult for a wide group of shareholders &xert any influence to stop such anti-competitive
activity. Indeed, to the extent that the owners of securities exchanges are not users of the exchanges,
they will have no incentive to do so. On the camytras shareholders, the owners will benefit from
any monopolistic profits that theexchanges are able to obtain.

It is here that the main advantage of the mutual governance structure is evident from a
public policy viewpoint. The central attribute of atual or cooperative securities exchange is that
the users of its services are also its ownArgooperative exchange’s customers can therefore
control the prices the exchange sets, and ensatestien if it operates effectively as a monopoly,
by dint of being the dominant provider of execution facilities, the exchange does not charge anti-

competitive prices.

This brief summary of some the costs and benefits of demutualizing a stock exchange in a
developing market is not meant to be exhaestiit does, however, highlight one central
conclusion: namely it is not clear that such &gyas unambiguously beneial — and the benefits

of demutualization need to be set off against the costs.

6. Conclusions

This paper examines the responses policy makedsveloping markets concerned with the
future of their domestic securities exchanges cawan the face of theressures of competition,
globalization, and technological change. Four mppicy options are discussed: self-sufficiency
of a domestic stock exchange, regional linkages or alliances between exchanges, mergers and
takeovers of, stock exchangesddinally demutualization. The ada presented in the paper about
how to decide which of these policies shobkl followed may be summarized in the following

seven broad recommendations:
1) Identify the policy options open to a domestic stock exchange.

2) When assessing any particular option, undertakealistic cost/benefit analysis of what
its effects are likely to be.

3) When considering the financial sustainability of a stock exchange, ensure that due
account is taken of the likely effectslmfth competition and regulatory intervention.

4) When evaluating an exchange linkage, identify both the initial and the ongoing incentives
facing the cooperating institutions, so asssess whether they are likely to maintain
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their support for the linkage. Bear in miticht most exchange linkages have failed.

5) When examining the merits of an exchammerger, do not underestimate the difficulties
either of agreeing the merger, or, onas #greed, of implementing it effectively.

6) Do not accept unconditionally that demutualizanstock exchange @dearly beneficial —
there are costs as well as benefits assatmaith such institutional transformations.

Three aspects of these recommendations are odtey First, they may all be considered
obvious by many people. That is not thought sigfit reason, however, not to include them here.
On the contrary, the obvious advice is oftidm® most important, it is often over-looked, and
frequently is not implemented, evédridentified. Second, given thatense difficulties facing stock
exchanges in many developing capital markets,unsurprising that no easy options are available.
Finally, these recommendations are not intended to satisfy anybody who wishes for specific
suggestions that can be implemented in a particular context. This is both because the analysis
provided here is neither definitive nor exhaustive, but also more importantly, because the strategy
that any particular stock exchange shouldlofe is crucially depend® on its particular
circumstances. A full examination of the relevant context is therefore required before any specific

recommendations can be made.
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Notes

! These options have been discussed before. fSeexample, Roziucki (7/2001) and Szeles &
Marosi (3/2001).

? See figure 4, Claessens, Lee & Zechner (3/2003).
% See Moel (2000) and Karolyi (2002).

* See p. 5, Coffee (24/9/2001).

> See Lee (2002a).

® See Expert Panel (3/2003).

’ See Financial Services Authority (12/1999).

8 There is a fine legal distinction betwetire terms “data” and “information”. See p. 141, Lee
(1998).

% See Shah & Thomasifan exception (16/1/2000).
19See Lee (1/2001).

1 See chapters 4-5, Lee (1998).

2 This is drawn from www.norex.com.

13 On Oslo Bors on 27/5/2002, on ICEX 30/10/2000, on the Copenhagen Stock Exchange on
21/6/1999, and on the Swedish market on 12/3/1999.

4 Euronext subsequently also bought the Lontiwarnational FinanciaFutures Exchange, and
also with the Lisbon Stock Exchange.

> HEX has also been in negotiations witle National Stock Exchange of Lithuania.
'® Cha (21/10/1999).
7 para. 1, Cameron (2002).

18 See BTA (2/2001), Cameron (2002), Karmel (26)0&nd (2008), Chs. 2-3. Lee (1998), and
Sydney Futures Exchange (19/6/2000).

19 See Grasso (28/9/1999).

20 para. 16, Cameron (2002).

21 Steil (19-21/4/2001).

22 See Domowitz & Steil (1999) and (2001).



