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Foreword

In all the capital markets of the world there is an active debate
on the future of stock exchanges. The reason is simple; technology
has given investors and users of capital choices which go far beyond
what exchanges have traditionally offered.

Large international securities firms have begun to link up
between themselves to trade-derivatives. This has accounted for a
large drop in the volume of trading in derivative exchanges. Large
investment funds have also decided not to trade through exchanges
where possible. Instead, they exchange shares through electronic
networks after the markets have closed, using the mid point of the
closing bid ask prices of‘the relevant stocks to value their trades.
This enables them to save brokerage fees and at the same time,
relieves them of having to value stock bought or sold at different
prices at different times of the day.

The US Securities and Exchange Commission have for some
years now issued rules on the offer, sale and purchase of stock
through the Internet. Alternative electronic trading systems such
as Instinet have taken away a substantial amount of trading from
eéxchanges. Technology is bound to revolutionize the way investors
invest and the way issuers of investment instruments deal with
investors.

It is not therefore surprising that exchanges throughout the
world have begun to look at themselves to see if they have a future.
Many exchange have had long histories, so they are not quick or
flexible enough to make drastic departures from the past. But to

‘the credit of some exchanges, they have come up with two
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solutions. The first, and more important solution, is to turn
themselves from traditional membership associations into joint
stock companies. The second is to join forces in the use of
technology and in the concentration of trading, or at the very least,
cross listings and information sharing.

The second solution is relatively obvious, so let me deal with
that first. The alliance of the Paris, Brussels and Amsterdam
exchanges into EURONEXT is an example of exchanges getting
together to trade in a single platform. This of course has been
facilitated by the European Community’s Directive on Investment
Services and there is much regulatory cooperation between
European regulators. Many exchanges are experimenting with
cross listings and cross border clearing and settlement. The stock
exchanges international body, FIBV, has recently produced a study
which suggests that exchanges will in future gravitate to three
models; global exchanges, regional exchanges and alliances.
Whatever model exchanges adopt, the way in which each exchange
implements its business model will be dictated by the first solution.

So, let me now come to the first solution which is less obvious
and more complicated. It seeks to do three things. The first 1s to
change the governance of the exchange into one which is not
dominated by members. This will enable the exchange to pursue
interests beyond the narrow interests of the majority of its
members. Many exchanges have been unable to make innovations
because their boards are dominated by members who prefer not to
make changes. The second is to make the exchange into a profit
making organization where shareholders will have a right to share
in the results of the activities of the exchange. Shareholdings in
exchanges have traditionally been tied to the right to conduct
trading in the exchange. So only membership of exchanges have

traditionally been restricted to securities firms. This also accounts
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for the fact that most exchanges are non-profit organizations. The
profits made are ploughed back into the operational and
development funds of the.exchange. This situation had given rise to
exchanges exacting the lowest possible fees from their members
and the highest possible fees from the public. If the exchange is
profit making, at least the board will have the responsibility to
ensure that economic fees are charged for services to members. But
that would not be sufficient if all the shareholders were members,
The third objective therefore is to delink the nexus between trading
ﬁghts and shareholding in the exchange and at the same time, open
up the share register to anyone who will care to invest in the
exchange. These three objectives have been pursued in a process
which, in foreign capital markets, have been called the process of
“de-mutualization”. It is so called because the process involves
breaking up the exchange from a mutual society into a joint stock
company which everyone can invest in. The next logical step is for
exchanges to raise money publicly and to list. Since in most
markets, there is only one stock exchange, a stock exchange will
have to list on its own board.

“Demutualization”-has, at the time of writing this foreword,
taken place in Sweden, Germany, Britain, Australia, Toronto,
California and Hong Kong. It has brought with it a whole series of
questions. These questions have centered on the public
responsibilities of exchanges versus their commercial role as profit
making organizations, Exchanges have traditionally been looked
upon as non-profit organizations with the public responsibility of
ensuring that trading in their markets are transparent and orderly.
So exchanges are self regulatory bodies who regulate their members
and help the regulator to police the markets for abuses. The fear is
that since such regulatory roles are not money making, then the

profit making imperative will take over and the exchanges will be
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tempted to cut corners. Another fear is that since exchanges would
like companies to continue to list on them, they will not seek to
offend the officers of their listed companies too much. Yet another
fear is that since most exchanges will have to list on their own
boards, there will be a conflict of interest when the time comes to
enforce listing rules. These questions has prompted the Technical
Committee of the International Organization of Securities
Commissions to issue a Discussion Paper on “ Exchange
Demutualization” in 2000.

Despite the many issues raised by the demutualisation of
exchanges, the debate has served to make everyone think more
clearly about the role of exchanges. The research now published by
Dr. Yu Xugang on the role of exchanges is a valuable part of this
debate.

The exchanges in our country are young by comparison to the
exchanges of other markets. Although they are membership
organizations, their members do not dominate the decision making.
Instead, the regulator has a decisive influence in the direction that
each exchange takes. Dr. Yu Xugang’s research will I am certain
help both the exchanges and the regulator think through the issues

relating to the future of our exchanges.

Liang Ding Bang
Beijing, August 2001
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ABSTRACTS

The traditional exchange has existed for nearly 400 years if
considering the establishment of Amsterdam Exchange in 1611 as
the nascence of the Stock Exchange. Historically, most exchanges
are not-for-profit organizations mutually owned by their members,
who are not only the decision-makers but also the direct users of
their trading services.

The market should be operated in order for protecting the
investors. The spontaneity of the securities trading demonstrates
that the regulation of the securities markets is, to some extent, of
Self-Regulation; at the same time the specialization of the
securities trading requires the participants of the securities markets
be charged with the responsibility of Self-Regulation. And so
nearly all of the securities law all over the world stipulate that, as
the main markets, the stock exchanges be non-for-profit, for
public interest, and of Self-Regulation Organization (SRQ). Over
the past few years, however, there has been a trend among
exchanges to consider alternative governance structures to these
traditional mutual or cooperative models. The transformation of an
exchange into a for-profit shareholder-owned company is referred
to as “demutualization”. In most cases, the demutualized exchange
becomes a for-profit enterprise. A demutualized exchange may take
many forms, each raising its own issues. Some exchanges have
demutualized and become public companies listed on their own
exchanges such as The Australian Stock Exchange. Other
exchanges have demutualized but have remained private

corporations such as The Toronto Stock Exchange. Still others are
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subsidiaries of publicly traded holding companies such as The
Sweden Stock Exchange.

At the 1999 annual meeting of the Federation internationale
des bourses des valeurs (“FIBV”), 1t was reported informally that
of the 52 exchanges present, 15 had demutualized, 14 had member
approval to demutualize and 15 were actively contemplating
demutualization. Nowadays, all of the traditional exchanges in
Europe have finalized their demutualization, among which the
Sweden Exchange and the Deutsche Borse Group have been self-
listing on their own markets; the Australian Stock Exchange is the
first self-listing after its demutualization all over the world; most
exchanges, except the NYSE, in the North America including the
USA and Canada, have demutualized; the securities industry is the
backbone of Hong Kong and Singapore, and so in order to preserve
and develop their international position, the exchanges in two
jurisdictions demutualized and self-listed 1n 2000. For the time
being, this kind of transaction is proceeding in Japan, Philippine,
and the South Africa. Therefore the demutualization of exchanges
is sweeping all over the world, becoming a global phenomenon.

Why to demutualize? How to deal with conflicts of interest
created or increased where a for-profit entity also performs the
regulatory functions that an exchange might have? What can we
benefit from this transition? All are studied in this Dissertation,
composed of six chapters.

The sea-change at the Stock Exchange referred to as
demutualization is the transition from mutual organization to
demutual one, and so the 1st chapter starts with the analysis of the
organization and the governance structure of traditional exchanges.
Being limited by the legal systems, most scholars in Mainland
China misunderstand the organization of stock exchanges,

especially the companization one. Therefore this Chapter begins
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with ‘the difference of the two legal systems related to the
stipulation on the organization of corporations. Generally
speaking, whether a companization one or a membership one, the
traditional exchanges are mutual, inside which there are lots of
shortcomings : -Decisions are usually made on a one-member, one-
vote basis and often are made by committees of representatives of
member firms; QOwnership rights may not be freely tradeable and
terminate with cessation of membership; Mutuals seldom are able
to raise capital from anyone-other than members, all of which block
the development of the traditional exchange under the background
of Globalization, Electronication, and Internet. This is just the
conclusion of the 1st Chapter.

Although there are some flaws as far as the governance
structure of traditional exchanges is concerned, they existed for
400 years reasonably. The reason why the traditional exchanges
demutualize at the end of 20 century is that the background changes
fundamentally, which is the answer of the 2nd Chapter. Electronic
Communication Networks (ECNs) allow brokers and investors to
bypass dealers and transact directly with others in the market who
want to buy or sell. Through Internet, the investors can obtain the
information as fast as the broker-dealers. And so, boundlessly and
virtually, the securities trading challenges the mechanism by which
the membérs control the exchanges. Just as Mr. Alan Greenspan
said, “these technology-based developments have so expanded the
‘breadth and depth of markets that governments, even relevant
ones, increasingly have felt they have little alternative but to
deregulate and free up .internal credit and financial markets.”
Suppressed markets in one location would be rapidly displaced by
others outside the reach of government controls and taxes.
Consequently it was seen that the London Big Bang reconstructed

the international situation of the international financial market;
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faced with the failure, the Stockholm Stock Exchange was forced
to demutualize for its competition with the London Stock
Exchange, Simultaneous with the demutualization of the
Stockholm Stock Exchange, the promulgation of the EC
Investment Services Directive promoted the process of the
integration of the European Securities Markets, the liberalization
of which impacted the interest of the USA and Japanese Securities
Industry. And hence we saw the collapse of the Glass-Steagall
Wall and the emerging of the Japanese Big Bang. From then on, to
our surprise, in the last 10 years of the 20th century, we discerned
the spectacularity of the globalization of the securities market: not
only the merger but also the restructuring of exchanges globally.
Meanwhile, the nascence of Euronext, Eurex, Jiway and Virt-x
demonstrates the future of the securities markets. As a result, in
order to preserve the position in the international securities
markets, it becomes the linchpin for the traditional exchanges to
promote the efficiency of its decisions and have access to new
capital in a variety of ways and from various sources. Therefore the
mutual organization should be reformed.

In the 3rd Chapter, the author considers that the
electronication and Internet not only have written the Blueprint for
the Global Securities Market but also cultivated the gravedigger of
the traditional exchanges: the Alternative Trading Systems
(ATSs). Because the traditional exchanges are controlled by their
members, the investors are forced to pay the brokers for their
brokerage. Along with the development of electronication and the
institutionalization of securities trading, the ATSs come out,
virtual,  proprietary, cost-efficient, disintermediate, and
anonymous, and impact heavily on the traditional exchange
especially in the USA. New technology does not come cheaply,

highlighting the need for broader access to capital. Increasing



