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Financial Observation

Shake, Rattle and Roll”

Hite o3t

Mergers and competition among ex-
changes should create new opportuni-
ties for customers measure out a few
blue-chip London stocks, add a dash of
financial derivatives, mix it all togeth-
er on one platform using top-notch
technology—and presto, a complicated
series 0l trades can be whittled down

to a single transaction.

Such was one of the hopes of Deut-
sche Borse, operalor of the Frankfurt
Stock Exchange and Eurex derivatives
exchange, in bidding to take over the
London Stock Exchange (LSE), That
effort foundered this week, alter Deut-
sche Borse shareholders called a halt,
They want the exchange’s stash of
cash returned to them, rather than

spent on an expensive takeover,

The failure of the bid is a bitter dis-
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Financial Observation

appuintment to Deutsche Borse’s man-
agers, but it looks like & mere hiccupin
a trend of exchange consolidation and
devclopment which is likely, if any-
thing, to accelerate, Exchanges every-
where are considering merging for a
variety of mostly good reasons, Even
the LSE remains in play. Euroncxt,
the Amsterdam-based bourse that op-
erates several exchanges on the conti-
nent , is keen on acquiring it. Euronext
needs to name a price and win over its
But that
is possible, and the Brits are still tak-

own shareholders to the deal,

ing calls,

In America, too, exchanges are per-
petually in merger talks. In January, Ar-
chipelago, owner of a pioneering elec-
tronic share trading system, bought a
San Francisco-based options exchange.
The New York Stock Exchange,
which currently trades only company
shares, is considering getting back into
the derivatives business. It could do so
by purchasing an options or futures
exchange. The Chicago Mercantile Ex-
change, which trades financial fu-
tures, has piles of cash, and locals
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never tire of speculating about whether
it will buy its cross-town rival, the
Chicago Board of Trade, which trades
different varieties of futures contracts,
or a stock cxchange.

Why do link-ups between exchanges
make sense? For the owners of the ex-
changes, the answer is simple. They
want to make money. Exchanges used
to be members’ clubs. Now more and
more are publicly held; the list in-
cludes the LLSE, Luronext and Deut-
sche Bérse (even the venerable NYSE
1s thinking of selling shares in itself),
Expanding distribution networks and
adding new rovenue streams could
boost profits, Trading in derivatives is
expanding far faster than trading in
shares, so it makes sense for the LSE
(like the NYSE) to expand the range
of financial instruments it trades.

Users of cxchanges can benefit from
consolidation too— if regulators keep a
sharp eye out for unfair pricing by ex-
panded exchanges. which may enjoy a
dominant position in certain regions
and in certain financial products. Re-

gulators should make sure that some of
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Financial Observation

the cost-savings from mergers get pas-
sed to the exchanges’ customers, as
well as to their owners. They should
also encourage exchanges to raid cach
other’s territories, where that remains
possible, Competition, or even the
threat of it, has a habit of lowering

prices quickly,
Twist and shout

But users of combined cxchanges
have more to look forward to than just
lower (rading prices. Also exciling,
but sometimes overlooked, are trading
When both financial de-

rivatives and company sharcs can be

Innovations.

traded on the same exchange weird and
wonderful things can happen. At the
moment, anyone wanting to irade,
say, an option on Vodafone shares at
the same time as the underlying
Vodafone stock—and make a hedge on
foreign-currency risk into the bar-
gain—must perform three separate
transactions. Combining three into one
would reduce the risk of one ol those
transactions getting delayed or abor-
ted, and could lower trading costs as
well. In most of the world the technol-
ogy is not yet available to make this
possible, though it is not far awaw.

Both Deutsche Borse and FEuronext
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have played up the possibility of simul-
faneous trading in their L.SE bids.

Such financial products may sound
arcane. And to the average man in the
street. they are. But they arc also how
financial markets innovate, and inno-
vation in this part of the economy can
be as important as anywhere else,
Bankers point out that they already
guarantee simultaneous trades on be-
half of their hig institutional clients.
But if exchanges can offer competing
capabilities, as well as an arena for
further innovation, so much the bet-
ter. The result should be more effi-
cient markets, and the chance for a wi-
der range of profcssional investors— -
to manage

Ultimately, that
And who knows,

one day even some enthusiastic indi-

including pensions funds
their risks better,
bencfits cveryone,

viduals may decide to take up simulta-
neous equities, futures and options

trading,
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World Bank Must Keep Lending to China, Not Cut”
R AT B PR TR

Chinese company Cnooc Lad. s
aborted hid for Unocal Corp. has so
upsel some U. 8. lawmakers they're
asking why the World Bank continues
to lend money 1o a country that’s now
rich enough to lust after American cor-

porate assets,

Representative Phil English says
China has “reached a point” where it
shouldn’t be given World Bank loans
meant for developing countries. Eng-
lish, a Pennsylvania Republican, last
month sponsored a bill in the House
last month seeking additional duties on

Chinese imports,

Duncan Hunter, a Republican re-
presenting California, is in agreement,
He says the U. S, needs to be *vigi-
lant” about World Bank loans to China
that free up the cash that Beijing can
use for military expansion or for snap-

ping up overseas companies.

+ Source: Bloomberg, Aug. 5'%,2005.
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If the World Bank gives in to pres-
sure and stops lending to China, the
price of disengagement will be paid by
the global economic community. which
has benefited from the Bank’s 25 years

in the most-populous nation.

The Chinese economny won't exactly
starve for funds if the World Bank
went away. The $ 1.2 billion that the
lender made available to China in the
fiscal year ended June 2004 was a frac-
tion of the $61 billion the country re-
ceived in forcign direct investment last
year,

The World Bank’s presence in Chi-
na helped the Western world by draw-
ing the Comrnunist nation out of its in-
sularity and propelling it onto the con-
ter-stage of the global economy.

That was—and continues to be—
the World Bank's grand plan in China.
The money it makes available to assist
a road-building project is merely a (0
ken payment it makes, at a profit, to
earn the right to play that evangelical
role.

Building Trust

The lender’s self-assessment of its
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China program says that, “resource
transfer was never seen as the main in-
strument of Bank strategy or a major
ohjective in its own right, ”

“Each project,” the Bank says,
“was intended to push the frontier of
policy or institutional change, but the
approach was gradual and depended
less on cenditionality than persua-

sion. ”

Overall, the strategy has been to
“build trust through lending while car-
rving a policy dialogue through sector

work, ”

The Bank can claim credit {or quite
a few Instances where its persuasion
helped steer internal policy debates in
China toward decisions that helped the
world economy at large.

In 1993, when inflation in China
had shot up to about 20 percent. some
Chinese politicians and academics be-
gan questioning the merits of moving

to a market-based economy.
Right Advice

At that time, the World Bank pre-
vented a policy reversal by arguing
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that therc was nothing wrong with
China’s strategy to embrace capita-
lism, and the economy could be stabi-
lized by reforming the central bank and
modifying the iax structure,

Then again, following the outbreak
of the Asian financial crisis of 1997,
there was pressure on China to devalue
the yuan to maintain its competitive-
ness against exporting countries such
as Thailand and Indaonesia whose cur-
rencies had tumbled.

The Bank, which advised Beijing
against devaluation, may have helped
mute the ripple effects roiling the

region’s currency markets,

In july 1999, the World Bank gra-
duated China from its so-called inter-
national development associalion, or
TDA, program.

When the Bank cut China off from
its most lenient lending facility, the
country had yet to reach the globally
accepted benchmark of $ 925 per capi-
ta gross domestic product-—as mea-
sured in 1997 prices - for termination
of IDA,
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Market Rates

The bank now charges China the
same interest rates as it does all medi-
um-income countries, The only reason
the Bank still appears to be lending
moncy cheaply to China is because the
U, K. Department for International
Development adds its own grants to
the Bank’s loans, helping soften the

repayment terms,

This helps the World Bank support
projects that benefit farmers in West-
ern China who can't afford to repay
commercial loans. The land-locked re-
gion got le{t behind even as the coastal
provinces in the east prospered by lu-
ring export-oriented factory invest-

ments,

So should the U, S, use its 16 per-
cent voting rights over the World
Bank’s market-based loans to snub
China just becausc Cnooc dared 1o
make an § 18. 5 billion bid for a U, &
company?

Soft Power

The U. 8. has much to gain as Chi-
na tries to bring its ailing banking and
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pension industries up to global stan-

dards.

Principal Financial Group Inc. , the
second-largest seller of U, 8. 401 (k)
retircment  savings plans, yesterday
won a 25 percent stake in an asset
management company backed by the

third-biggest Chinese state-run bank.

To get more such potentially Jucra-
tive deals for its companies, the U, S,
should make efforts to bolster the
World Bank’s ability to advise China

on financial market reform.

the U. S, should
expand, and not abandon., the solt

Put another way,

power it enjoys in China through the
World Bank,

PBesides, it’s absurd to think that
cutting off $ 1 billion of World Bank
loans to China will make that much
more money available for Africa. If
U. S, lawmakers really care about Af-
rica, why not simply double budgetary
assistance to IDA from a meager § 950
million projected for the current year?
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