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Given the unprecedented turmoil they are experiencing, do stock and derivatives exchanges il
have afuture ?

The answer is“yes, but”. To survive, exchanges will have to go through unprecedented change.
So far, we have seen only the beginning.

Congder the trends and events of the last year or so.

1. Rapid penetration of eectronic trading.

In derivatives, the German DTB eectronic exchange managed to wrest away the benchmark
Bund futures from open outcry LIFFE, the French MATIF went electronic, the other giants -
CBOT, CME, LIFFE - dl announced plans for going eectronic to varying degress. Among
stock exchanges, the trangition to eectronic trading has to alarge degree aready occurred.
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2. Convergence of exchanges and the OTC market.

The CBOT-Prebon and Cantor Fitzgerald-New Y ork Board of Trade dliances congtitute a
rapprochement between exchanges and OTC market interdealer brokers. They offer “one-
stop shopping” eectronic trading combining cash listed derivatives-OTC derivatives-repo as
well as cross-margining facilities which reduce capita requirements for traders pursuing
complex, arbitrage-oriented trading strategies. Severd amilar initiatives are underway in
Europe, notably MATIF s ClearNet, LCH’s SwapClear, ISMA’s proposed repo netting
system, Garban's European Repo Exchange.

3. Magor declineof seat prices.

Although volumes have continued to grow, seat prices on exchanges have declined by some
30-80% in 1998. The most affected have been those trading financid derivatives, which seem
most vulnerable to eectronics.
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4. Mergersand strategic alliances of exchanges.

Inthe US: New Y ork Cotton-Coffee Sugar Cocoa Exchange merger, NASD-AmMEXx-
Philadel phia merger, CBOE- Pecific Exchange options business merger, on-and-off common
clearing and merger talks among CBOT and CME.

In Europe: consolidation has been going on for awhile in anticipation of the EMU. Nationd
stock exchanges in practicaly al of Europe (except the UK and Spain) have dready taken over
the corresponding derivatives exchangesin afirst round of consolidation. The recently
announced aliance between the German exchanges and London Stock Exchangeisthe
beginning of the second round.

Globdly: aglobal network including the German exchanges, London Stock Exchange and
CBOT and NASD in the US has dready emerged. Other globd and/or regiond dliances are
currently in the works: one of them will probably be built around the Cantor, Fitzgerad - New
Y ork Board of Trade dliance, another might be built around the recently announced CME-
MATIF-MEFF dliance.

5. Demutualization, privatization and 1POs of exchanges

Exchanges are changing from their traditiond busness modd (“mutuas™ or cooperatives of
members) to new sructures which facilitate mergers and the trangition to eectronic trading. The
Swedish exchange, the Itdian exchange are dready privatized. LIFFE and CBOT have started
demutudization processes. CME has recently announced it is considering an I|PO. The Pacific
Stock Exchange has announced the spin-off of its equities business, as a private for-profit entity.
Severd other exchanges are currently thinking about 1POs.

What is going on ? Whereis dl this heading ?
Thetraditional business mode of exchangesisunder pressure

Traditionaly, exchanges were set up somewhat like private clubs where you had to purchase a
seet and trading was handled by open outcry on afloor. In addition to collecting a“toll” , the
brokerage commission, at the entrance to the market, the floor community hed a privileged view
of trading flows which enabled members such as loca's, market-makers and speciaists to make
sgnificant money. Exchange members, therefore, have dways been among the first to resst
screen trading because it would eventudly “leve the playing fidd” and make that same
information available to anyone with atrading screen.

The traditional modd of governance of exchanges, typicdly *one-member one-vote’ has
reinforced the status quo. This*democratic” philosophy has ensured that small members, such
asthelocals, have a strong influence. Exchanges have dways adopted a philosophy of
protectionism for their members, in particular the smaller ones.



Exchanges, as busnesses, have historically been run as quas non-profits. They charge listing
fees (for stocks ), transaction fees and clearing fees (typicaly they are verticaly integrated with,
or control access to, the clearing infrastructure ). They adso make money by selling market data.
Exchanges usudly try to make asmdl profit (enough to finance investments in technology or
fadilities). If the profit is Sgnificant, they typicaly return it to the membersin the form of rebates
or in-kind, through avariety of services.

Traditional exchanges have been exposed to a moderate degree of competition. Often they
enjoy the protection of regulatory or currency barriers. Once they achieve liquidity in a product,
they usualy achieve afairly secure postion, since, in an open outcry world, liquidity isvery
gticky. Often they have a monopoly access to clearing, settlement and depository facilities.

Thistraditiond modd is under attack. Severd forces are conspiring againd it.

Compstition is intengfying. For the derivatives exchanges, the primary competition comes from
the OTC derivatives market, which has grown sgnificantly faster than the exchanges. The OTC
market is more attractive to the large players, who are comfortable trading with each other “in
sz€e’ without the benefit of a clearinghouse and without the danger of being “picked off” by the
floor community. For equities, the primary competition is the traditiond “upgtairs’ or block
trading market and increasingly, the proprietary eectronic trading systems, such as Indtinet.

Exchange users, be they members or their clients, the ultimate investors, are changing. The
“buy-9de’ is becoming increasingly ingtitutiondized, bigger, more powerful, more sophisticated
in terms of market knowledge and trading strategies. The “sall-Sde’ is consolidating: some 25
% of securities firms and some 30 % of futures brokers have disgppeared in the US through
mergers and acquisitions, in the last 10 years.

Brokers, dedlers, exchanges, interdealer brokers are all subject to relentless cost pressures.
Each user of the capitd marketsis seeking increased liquidity and efficiency.
The increased efficiency must come from economies of scale and better technology.

Technology, in particular is akey driver. On the one hand, “Moore s Law” tdls usthat the cost
of computer processing power will continue to drop predictably, year after year. “Metcafe's
Law” tdls usthat the value of anetwork to its users increases exponentialy with the number of
users. Thejoint effects of the two istruly mind-boggling: technology provides globa seamless
connectivity among investors and dedlers at atrivia cost. With the proper “wiring”, theworld's
capitd markets system can handle ever increasing liquidity &t little or no incrementa cost.



Elements of a new business model are emerging

How are exchanges likely to evolve ? Let us review each step of value added that an exchange
can provide.

M ar ket access. Customerswill access the market from workstations connected to electronic
networks. Customers will ingst on open architecture networks and order routing networks
which enable them to transmit orders to multiple competing brokers and exchanges. The broker
will be a“node’ in the network. His value added will include advice, reviewing orders for
auitability and taking the client’ s credit risk. For these services, brokers will continue to charge
commissions, but commission rateswill be under tremendous pressure: there will be overt
discounting and implicit discounting through flat pricing and bundled pricing approaches.

Price discovery / Matching buyersand sellers. These key trading functions will be mostly
electronic. Price discovery will be facilitated by al sorts of information, such asindications of
“depth of book” ( buyer and seller interests at price levels around the last market price ) and
“dectronic crowd size”. At some point, virtud redity technology may be applied to recreste the
emotion of the trading floor on the computer screen. In any case the continued penetration of
technology will compress the revenue available to pay for the trading function.

Clearing and settlement. Clearinghouses will be unbundled from exchanges and will operate
as andalone businesses. They will clear both exchange-traded and OTC products. They will
offer multiple levels of service, ranging from service bureatrlike collatera management and
netting to an optiond full credit guarantee. To perform these functions effectively, clearinghouses
will seek credit ratings from the leading rating agencies. They will need ample capital and will
also seek third-party credit enhancement from high-rated insurance companies, such as AIG or
the monoline bond guarantors. Clearing members will prefer to become shareholders of the
clearinghouse rather than remain traditiona clearing members who must commit their own
capitd. Overdl dearing islikdly to generate relatively more vaue than trading.

M ember ship. The meaning of exchange membership will evolve radicdly. In their search for
liquidity and new products, exchanges will need to open up their membership to many more
specific, e.g. product-oriented, categories of members. There will be remote electronic
memberships and cross-memberships from sster exchanges. Active cusomers will become
“trade members’ in order to take advantage of lower exchange fees. As areault, the meaning of
membership will be progressvely watered down. In anticipation of this, and/or forced by the
current pressure on seet prices, exchanges will increasingly separate or de-compose

owner ship rights from trading rights. The owner ship rights may be floated in the stock
market through IPOs. Thiswill have the advantage of liquefying and setting an
independent market valuation of the ownership of the exchange. After that is done, the
meaning of membership will be closer to that of active provider of liquidity. Providers of liquidity
will be rewarded through volume-related discounts or rebates, or in some caseswill be



rewarded ingtantly: if they post afirm order on the screen good for a given period of time, i.e.
provide liquidity, they get free execution.

Mergers, strategic alliances and networ ks of exchanges. Economies of scale and the cost
advantages they engender justify mergers of exchanges. Seamless connectivity on aglobd scae,
made possible by technology, and able to support the globa investor community, is quickly
becoming amaor competitive advantage. These forces are leading exchanges to join in Strategic
dliances or globd networks. The long-run “equilibrium” Stuation will probably be one of afew,
perhaps 2-3 globa networks, and perhaps some regiona blocks of exchanges. While asingle
dominant world exchange system may be judtified as a*“natural monopoly”, it is unlikely to
happen. The world' s financid community will prefer competition among afew serious mgor
players, which will stimulate price competition and innovation. Each of these globd exchange
networks will probably share technology standards, share globa communi cations networks or
intranets, offer cross-membership to each other and perhaps shared trading engines and
common clearing facilities. They may divide the world in terms of products, i.e. the European
partners handle al Euro-denominated partners and/or may introduce a system of listing fees and
intellectua property rightsfor dl products including derivatives. Exchange IPOs will fecilitate
these deals by providing an independent vauation benchmark for exchanges.

TheLasting Value of Exchanges

In the long-run, in an dl-dectronic world, what will be the value and role of exchanges ?
What will prevent exchanges from being eventudly reduced to than glorified Web sites ?

Exchanges have saverd unique and lasting vaues, which go beyond supporting the trading
function or providing clearing services

They provide a regulated environment for trading, which normdly offers
transparency, some guarantee of fairness and compliance.

They provide a convenient locus for regulators to carry out their duties

They certify members and membership in the exchange normaly represents a badge
of professondism.

Exchanges deploy avauable product R&D effort and forum for product design
and standardization

Exchanges perform a vauable marketing and education service at the product
level, which complements the brokers marketing efforts

These functions, carried out in an effective and professona manner creete the exchanges
reputation, their “brand equity”.



The evolution towards dectronic trading may well diminish the exchange' s value added as a
locaefor trading, but it will not affect these other vaues. Jugt like dectronic commerce ironicaly
often reinforces the vaue of established brands, eectronic trading may eventualy help the
world' s best exchanges not only to survive, but to conquer new markets.

What is clear however is that the world has become much more competitive for exchanges and
that they will need to go through a concerted effort of strategic repostioning. In smple terms,
they will need to reinvent themsdves. Failure to do so rapidly will spell doom.
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