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Stock exchanges turned from mutual & public ownership to private, shareholder-value driven ownership; grew in size, reach, breadth of product portfolio and concentration; formed a cobweb-like network, acquired each other and attracted foreign direct investment – just like any other company. External threats from substitute market mechanisms are about to grow.. What are the implications of this structural change within the European context? Applying the structure-conduct-performance paradigm to review the literature, we argue that there are both widely applauded positive outcomes as well as less often discussed possibly negative implications. Questions arising are whether a stock exchange could go bankrupt after demutualizing and who would step in to safe it as the national influence decreases in the consolidation process. Does the too-big-to-fail-rule so far mainly discussed for the banking sector also apply for exchanges? Could there be higher prices for clients due to reduced competition by ongoing consolidation or do technological threats make traditional exchanges disappear? Will Western stock exchanges be able to keep pace with Asian and Arabic ones and does MiFID trigger extinction of financial exchanges? We discuss which exchanges will survive the consolidation in the European stock exchange industry, how this consolidation will take place in Europe and what effect MiFID has on the European stock exchanges. We conclude that the whole financial system is confronted with new triggers evolving from the stock exchange industry. 
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1. INTRODUCTION
Thinking of stock exchanges the old image of bustling brokers fighting at the traditional trading floor, waving with white peaces of paper and taking busy on the phones is not really representing reality anymore. A lot has changed in the environment of stock exchanges. Globalization tendencies led to less home-biased investors as well as issuers of stocks. Companies decide to be listed at stock exchanges abroad as well as in their home country and investors want to further diversify their portfolio by also including shares from foreign enterprises. Consequently competition increased between national exchanges for order-flow and listings. Additionally, deregulation measures for financial markets resulted in lower entry barriers. And advances in information technologies as well as telecommunication systems opened new ways for doing business, also for stock exchanges. 

Nowadays the core business of these trading platforms also has to face viable threats like remote membership, electronic order book trading, alternative trading systems, and the internalization of order flow by financial intermediaries. Important to understand is that the changes in the world of stock exchanges have effects on all involved parties: customers, suppliers as well as the trading platforms themselves. Questions arising are whether a stock exchange could go bankrupt after demutualizing and who would step in to safe it as the national influence decreases in the consolidation process. Could there be higher prices for clients due to reduced competition by ongoing consolidation or do technological threats make traditional exchanges disappear? Will Western stock exchanges be able to keep pace with Asian and Arabic ones and does MiFID trigger extinction of financial exchanges? 

As a consequence of this changing environment this paper will look at mergers and acquisitions, foreign direct investment and demutualization among stock exchanges. The geographic focus will lie mainly in the European area. It will be discussed which exchanges will survive the consolidation in the European stock exchange industry, how this consolidation will take place in Europe and what effect MiFID has on the European stock exchanges.

2. METHODOLOGY AND DATA COLLECTION
Secondary data will be used mainly from journals and scientific research paper but also from newspaper and magazines, as the topic itself is touching on a continuously changing and very dynamic aspect of the industry of stock exchanges. Methods that will be used to describe the changes as well as future developments in the industry of stock exchanges will be the network externality theory (Economides, 1993), Porter’s Five Forces (1981), Chemmanur and Fulghieri’s theory on low-cost vs. high cost investors (2006) and their implications for competition among stock exchanges. 

Network externality theory applied to financial exchanges

One can view the various financial exchanges (NYSE, NASDAQ, AMEX, Pacific, London, Tokyo, etc.) as well as the various companies that provide matching services (Instinet, Posit, AZX, etc.) as (at least partially) incompatible networks. The existence of such a variety of organizations begs the question of the potential for new innovative ways of organization of transactions, matching of orders and price discovery. Electronic call markets, where all orders are batched together and executed at once, reduce market price uncertainty and utilize to a larger extent the network externality than a continuous market. Technological progress in electronic computers has made it possible to run electronic call markets where all stocks are cleared simultaneously.

A crucial feature of networks is that they exhibit network externalities, i.e., production or consumption positive size externalities. In a typical network, the addition of a new customer (or network node) increases the willingness to pay for network services by all participants. The essential relationship between the components of a network is complementarity. Further, to realize the benefits of complementarity, the components require compatibility and coordination. In a financial network, besides the technical aspects of compatibility, there is a need for coordination in time and place. And since compatibility is not immediate, one has to examine carefully the alternatives facing the participants as well as the exchange (Economides, 1993).

Financial exchange networks also exhibit indirect network externalities. There are two ways in which these externalities arise. First, externalities arise in the act of exchanging assets or goods. Second, externalities may arise in the array of vertically related services that compose a financial transaction. These include the services of a broker, of bringing the offer to the floor, matching the offer, etc. Financial markets also exhibit positive size externalities in the sense that the increasing size (or thickness) of an exchange market increases the expected utility of all participants. Higher participation of traders on both sides of the market (drawn from the same distribution) decreases the variance of the expected market price and increases the expected utility of risk-averse traders. Higher liquidity increases traders' utility (Economides, 1996). 

Consequently, all else being equal, firms want to be listed where other firms are listed (the direct-network effect) and especially where many intermediaries trade (the cross-network effect), as more liquidity is on the market. Intermediaries want to be present at the exchanges where more firms and intermediaries are present as they are more attractive to their final customers (investors) and for themselves (their own portfolios and all the risk-management services).

PORTER’s Five Forces analysis applied to financial exchanges

In this section financial exchanges will be analysed with Porter’s Five Forces (1981), as it is seen as very important to understand the various influences and groups of players that affect the industry of traditional exchanges. 

Supplier Power

Exchanges give companies, governments and other groups a platform to sell securities to the investing public. Some exchanges are more rigid than others, but basic requirements for stock exchanges include regular financial reports and audited earnings reports.  

Despite the increasing integration of capital markets, geography has not yet become irrelevant to finance. Between 1986 and 1997, European public companies have increasingly listed abroad, especially in the U.S. European companies appear more likely to cross-list in more liquid and larger markets, and in markets where several companies from their industry are already cross-listed. They are also more likely to cross-list in countries with better investor protection, and more efficient courts and bureaucracy, but not with more stringent accounting standards (Pagano, 2001). 

European exchanges, instead, appear unable to capture as many new listings from abroad, especially from non-European countries. From 1986 to 1997, the number of U.S. companies listed in Europe decreased by one third. Over the same interval, the number of listings in Europe by non-U.S. and non-European companies rose by a modest 5%, while the corresponding increase on U.S. exchanges was 131% (Pagano, 2000).

The European companies that cross-list in the U.S. and in Europe are qualitatively different. Those that cross-list in the U.S. are relatively high-growth, high-tech, R&D-intensive and strongly export oriented. European exchanges have instead been chosen more often by companies with a stronger record of past profitability, though this may reflect the tighter listing requirements (regarding a track record of accounting profits) compared to NASDAQ. The performance of the two groups of companies after the cross-listing is also quite different. European companies that cross-list in the U.S. experience a permanent increase in total assets, while those that cross-list within Europe end up with a permanent reduction of total assets relative to the control sample (Pagano, 2001). In 2005 the picture already looked a bit different, at least with respect to the LSE. 43% of the international stock trading was executed in London, leaving the NYSE at the second place with 31% (Spiegel, 2008). 

Buyer Power

Globalization tendencies led to less home-biased investors as well as issuers of stocks. Companies decide to be listed at stock exchanges abroad as well as in their home country and investors want to further diversify their portfolio by also including shares from foreign enterprises. Consequently competition increased between national exchanges for order-flow and listings. Exchanges have a huge number of customers but investors and financial intermediaries, particularly big investment banks, which direct the bulk of capital flows around the world, became more sophisticated. Investment bank’s margins are declining, forcing cost-cutting. Traditional exchanges should be encouraged to lower fees and increase speed of transactions to become more attractive, which could make for leaner markets and larger trading volumes. 

Especially the new rules of MiFID will squeeze the fee income which accounts for almost half of the revenues of the big European exchanges. They will also reduce the money exchanges can make from gathering and selling data on trades to dealers and brokers.  

The ability to substitute between alternative trading systems and traditional exchanges is quite easy to execute and switching costs are relatively low, consequently their bargaining power increased as electronic trading systems made it possible to buy and sell at different trading places without incurring major cost. Shane Finemore (WFE, 2006), Head of US Fundamental Investment Group, UBS Investment Bank, reviewed several trends underlying the current important changes in the industry. The main customers of exchanges are the sell side of investment banks and issuers. They are both putting more pressure on exchanges, leading to more competition, as there are more and more alternatives in terms of execution venues and deep major financial centres to raise capital. This ability to substitute venues reduces the importance of the supply side.

Threat of substitute services 

In its June 2000 report, the SEC estimated that ECNs (Electronic Communications Network) were accounting for approximately 30% of the total share volume and 40% of the dollar volume traded in NASDAQ securities, but only about 3% of the total share and dollar volume in the NYSE-listed securities. By contrast, in 1993, ECNs accounted for only 13% of the share volume in NASDAQ securities and only 1.4% of the NYSE-listed share volume (Aggarwal, 2006). The new rules in the industry are also encouraging upstart competitors such as Project Turquoise, a trading platform created by seven large investment banks which will trade under MiFID in competition with established bourses like the LSE and Deutsche Börse. The Goldman Sachs and J.P. Morgan investment groups, Deutsche Bank and Dresdner Bank are cooperating in the introduction of an alternative system called Tradepoint, which will go into operation in July 2000 running 230 of the biggest European stocks. Another investment group, Morgan Stanley Dean Witter, and the Swedish OM Group, which runs the Stockholm stock exchange, are scheduled to introduce their Jiway system in September. According to them, Jiway will be the trading platform for more than 6,000 European and American stocks (Richter, 2000)

Thanks to rapid advances in trading technologies, such electronic newcomers are trying to lure business away from more established operators in both Europe and America. The changes have already encouraged more technology investment and more collaboration by the big exchanges on both sides of the Atlantic. The exchanges are also being pushed to offer greater speed and the capacity to handle floods of orders from computer-generated "algorithmic trading" programs, which are popular with hedge funds. Some big exchanges reckon that at least one-third of their trading volume comes from these programs (Marketplaces on the move 2007). 

The cost of electronic trading systems is substantially lower than on traditional exchanges. Additionally it yields considerable cost savings. By abandoning traders for electronic systems the Sydney Future Exchange is expected to save 40% of its costs (Good-Bye to all that, 1999). Furthermore, technological innovations have sharply reduced the cost of providing data on quotes and trades, thereby diminishing the importance of this source of revenue (Aggarwal, 2002). The electronic trading systems have separated the physical location of trading from the act of executing a trade. This has had a profound impact on small regional exchanges, which have become increasingly marginalized as the liquidity and trading have gravitated towards the largest exchanges. (Aggarwal, 2006)

Potential entrance

The threat of potential new entrance in the industry of exchanges is relatively low. There has to be mentioned that until recently, the number of old-style financial exchanges had actually been increasing. Stock markets or derivatives exchanges sprang up in the most unlikely emerging markets. That trend is now in reverse (Good-Bye to all that, 1999).  As setting up a financial exchange business comes with fairly high upfront costs and economies of scale can only be achieved with very large trading volumes the trend that can be seen in the industry nowadays is one of mergers and acquisitions as well as alliances between existing stock exchanges.

Rivalry among existing exchanges

There are different sides of the competition among stock exchanges. With respect to firms, exchanges may compete in trying to list them exclusively or, at least, to dual list them. The original listing fees are gained in any case by the exchange even if the annual listing fees, if based on the trading volumes, could be lower in case of dual listing, given that the trading is spread over more than one exchange. With respect to intermediaries, competition is similar even if the structure of the fees is reversed (the original fees are lower than the average amount of trading fees for each intermediary) (Di Noia, 1998). 

Until recently, the main sources of revenue for exchanges have been transaction fees, listing fees, membership fees, and sales of information services such as market data. But, as competition among exchanges intensifies and more corporations have the option of listing on overseas exchanges, exchanges are being forced to reduce their listing fees. What is likely to produce revenue, however, is trading commissions. And the key to an exchange’s success in generating commissions is likely to be its ability to generate trading volume. As the industry continues to consolidate to achieve scale economies, the eventual winners in the process will be the exchanges that attract order flow and so provide liquidity to investors (Aggarwal, 2002).

The exchange is thus interested in maximizing the amount of trading volumes; the exclusivity of the connection of each intermediary may influence the number of trades conveyed to the exchange (Di Noia, 1998). As the trading volumes have grown, the exchanges have invested significant capital in deploying cutting edge technology in their trading platforms, both to meet the demands of sophisticated institutional investors (e.g. hedge funds) and to respond to threats of liquidity migration to ECNs. Thus, the financial exchange business model is marked by fairly high upfront costs. However, once the trading platform is deployed, the marginal cost of adding more trades is close to zero, which provides strong incentives for different exchanges to merge and then combine their trading systems. (Aggarwal, 2006)

The production of liquidity services is often regarded as the key function of a stock exchange. Greater liquidity can translate into a lower cost of capital for the company concerned, insofar as it is valued by investors and factored into market prices (Amihud / Mendelson, 1986). Companies may also be attracted by larger stock markets, insofar as they provide access to a larger pool of potential investors. Moreover, being listed on a large stock market may confer greater visibility and reputation upon a company. Cross-listing behaviour may be affected by informational cascades: if a company's managers observe many companies listing on a particular stock exchange, they may infer that there is much to be gained from imitating them. If the companies already listed on that exchange also belong to the same industry, there may be an added reason to imitate them. Failing to do so might put the company at a competitive disadvantage in the industry (Pagano, 2001). Overall, the level of rivalry among the existing exchanges suggests that the current process of consolidation is likely to continue.

Low-cost and High-cost investors and their effects 

Chemmanur and Fulghieri (2006) consider an equity market characterized by asymmetric information, where insiders have private information about firm value. Outsiders can reduce their informational disadvantage by producing (noisy) information at a cost. There are two kinds of investors: those with a cost advantage in producing information about true firm value (“low-cost investors”) and those without such a cost advantage (“high-cost advantage”). As low-cost investors there can be named financial analysts, portfolio managers, or other professional investors knowledgeable about a given industry or firm, and who therefore have special expertise in valuing the firm; high-cost investors are ordinary investors without such expertise. 

The number of low-cost information producers may vary between exchanges. Furthermore, different listing and disclosure requirements affect the kind of firms that are listed as well as the precision of the information available to outsiders in evaluating the firm. This model offers several insights into the effects of recent mergers or alliances between exchanges. Smaller exchanges can improve their competitive position by merging and pooling their low-cost investor base. Also with respect to listing on foreign exchanges alone versus dual listing, there can be said that firms will list on a foreign exchange alone if most of the group of investors who have a comparative advantage in evaluating their firm trade in the foreign exchange rather than in the domestic exchange, and the foreign exchange has the same or greater transparency than the domestic exchange. Firms will dual list when they have a significant base of low-cost information producers in their own country, but would like to enlarge that base by listing in the foreign exchange, or take advantage of the higher transparency of the foreign exchange, or both. 

3. DEMUTUALIZATION TENDENCIES AT FINANCIAL EXCHANGES 
Demutualization is an industry term for the end of market ownership by a small, privileged group of "seat owners". It describes the process when a mutual company owned by its users/members converts into a company owned by shareholders. In effect, the users/members exchange their rights of use for shares in the demutualized company. Seat ownership typically confers not only the right to trade but also a say over the way an exchange is governed. But a growing number of these insiders' clubs have voted to end their exclusive ownership rights and sell shares in the exchanges to public shareholders. This has mostly resulted in greater efficiency, new investment in modern trading technology and a better deal for investors (Marketplaces on the move 2007). 

The promise of demutualization is that, along with the capital necessary for investments in technology, the shareholders of the newly demutualized exchanges will provide a new corporate governance structure that is far more effective in managing conflicts among market participants. Thus, rather than being set up mainly to preserve the current revenue stream of the exchange members, the new organization would be designed to maximize the “residual” value of the enterprise that accrues to the shareholders (Aggarwal, 2002).

Demutualization takes place in different stages. Five main stages can be identified: 

Figure  1 - The Process of Exchange Demutualization[image: image2.emf]; Source: Aggarwal, 2002

Development of exchange demutualization

Until the early 1990s, most financial exchanges were non-profit, “mutual” organizations owned by their members, but the development of demutualization started when in 1993 the Stockholm stock exchange changed to a for-profit, publicly listed organizational form. The Australian Stock Exchange was one of the first stock exchanges to conduct a public offering and become a listed company. The Toronto Stock Exchange demutualized in 2000, and its owner, the TSX Group, went public in 2002. Similarly, the major European exchanges, including the London Stock Exchange, the Deutsche Börse, and Euronext are now all public companies. In Asia, both the Hong Kong and Singapore exchanges are listed companies. In fact, the Tokyo Stock Exchange remains the only significant large stock exchange that has not listed its shares (although it did demutualize in 2001). In the U.S., the Chicago Mercantile Exchange (CME) became the first financial exchange to demutualize in 2000. The CME later conducted an initial public offering (IPO) in 2003 and listed on the New York Stock Exchange. The restructuring of the Chicago Board of Trade (CBOT), which included demutualization into a for-profit, stock based holding company, was approved in 2005 and an IPO was conducted in October 2005. In 2005 the stock exchanges of Brazil, India, Sri Lanka, Pakistan, the Philippines, and South Africa have announced plans to demutualize and list their shares. 

[image: image3.emf]
Figure  2 - Year of Demutualization of Major Exchanges; Source: Aggarwal, 2006

Big exchanges in Europe were at the forefront of demutualization in the 1990s. Their share prices have since soared. In recent years America's biggest exchanges have followed suit, with remarkable success. Share price of the Chicago Mercantile Exchange (CME) has rocketed since it went public in 2002. Since then a series of stock and derivatives exchanges, including NASDAQ, the NYSE and the New York Mercantile Exchange, have gone the same way. One benefit of demutualization has been that it gives exchanges the flexibility to merge. (Marketplaces on the move 2007)

[image: image4.emf][image: image5.emf]Looking at the 50 largest stock exchanges that report to the World Federation of Exchanges it becomes clear that the number of exchanges that are organized as mutuals, or are state-controlled, decreased substantially from 40 to only 25 (from 1999 to 2003). In the same time period, the number of demutualized exchanges has increased from 10 to 25. [image: image6.emf]Of the top 10 stock exchanges in the world by market capitalization in 2005, 80% have demutualized (the exception is the Swiss and Spanish Exchanges), and 7 out of the 10 largest stock exchanges have self listed. That all the major exchanges have demutualized and become public companies shows the necessity to have a structure that allows the exchange to respond to the challenges in the industry (Otchere, 2007)

Looking at the chart below one can clearly see that the majority of exchanges have already undergone the process of demutualization. Almost 70% of the world’s total stock market capitalization is now on publicly listed exchanges. Exchanges that have demutualized but not listed their shares account for an additional 19%. The dominance of listed exchanges is widespread across the Americas and Europe. In Asia there are yet only 26% demutualized and listed exchanges, but the total proportion of demutualized stock exchanges account for 81%. 
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Figure  3 - Structure of stock exchanges around the world (1); Source: Aggarwal, 2006

[image: image8.png]WG
TR

<

Europainstitut




[image: image9.jpg]


In the World Federation of Exchanges’ annual member survey of 2005 even more than 70% of the responding exchanges were already managed for-profit. The proportion of this type of government structure was most dominant in the European-African-Middle Eastern (EAME) region, reaching almost 80%.

In the following figure there can be seen that listed exchanges represented around 50% of total revenues and tended to outperform industry averages on financial ratios. Combining the proportions of both listed and demutualized (both not yet listed) exchanges they even account for 70% of total revenues. Cost wise the figure shows similar, but slightly lower proportions, with 43% of total cost occurring for listed exchanges.

Figure  5 – Revenue/Cost breakdown of stock exchanges around the world by legal status
Source: WFE, 2006

Reasons for demutualization

Global competition and advances in technology costs are causing stock exchanges around the world to examine their business models and become more entrepreneurial. Many exchanges have responded by demutualizing (Aggarwal, 2002). Increased competition and divergence in the interests of the trading members led to a decline in the prosperity of stock exchanges. Some of them arrived at a point where their viability was at stake. In many cases, this resulted in a restructuring of their governance system, a process which is usually denoted as demutualization (Serifsoy, 2006). Originally, stock exchanges had been run as mutual companies to ration access to trading floors by charging substantial membership fees. Electronic trading systems however lead to a decline in marginal cost of adding a new member to almost zero which also constitutes a reason for the process of demutualization. 

Particularly in Europe the deregulation of the financial markets by initiatives such as the Single European Market, but also by the Big Bang reforms in UK, opened the path for increased competition from foreign institutions. Given the circumstances that have prompted the change in the governance of exchanges, it is reasonable to surmise that the conversion from mutual structure to publicly traded self-listed exchange structure will be value-enhancing for the exchange itself, and also has the potential to improve the quality of the stock market. The improvement in performance could occur because self-listing provides managers of the exchange the free hand to pursue profitable business opportunities that they otherwise would not have been able to undertake under the mutual not for-profit structure. Also, self-listing leads to greater scrutiny of management by investors; management in turn could respond to the monitoring with greater efforts (Otchere 2005). 

Demutualization offers the greater flexibility to respond to demands of rapidly changing business environment and creates a framework which is intended to maximize value of the exchange to its members. Additionally, exchanges can benefit from access to capital markets in ways not available to a non-stock membership corporation. Demutualization also provides the ability to pursue opportunities to engage in business combinations and joint ventures. It is also reasonable to surmise that because of the for-profit motive, the listed exchanges will embark on strategies that will increase order flow to the market. The increase in trading volume could lead to a fall in bid-ask spread and improve the quality of the market.

The for-profit business model will enable the exchange to put in place programs and incentives that will increase order flow to the exchange. Some exchanges are providing subsidies to market makers in order to attract them to their trading platforms (Lee, 2002). This initiative could help attract more international intermediaries and institutional investors to the market and the increase in trading volume can lead to reduction in bid-ask spread (Arnold et al., 1999). These improvements will arise from greater production of information and the trading activity of these investors. Institutions that hold stocks of a firm may increase research efforts and the number of analyst may increase accordingly. (Otchere, 2007). 

The rationale behind many IPO´s seems not primarily driven by efficiency-enhancing motives. Serifsoy (2005) mentions that an IPO is more likely to be used as a solution vehicle for the diverging interests between (few) large international financial intermediaries and (many) small local brokers. The exchange's old owners possibly viewed a public listing as a catalyst to both maximizing the value of their venue and creating an exit option for those members that were unwilling to bear the costs of an operations restructuring. The fact that most of these IPOs occurred during the bull market until 2001, when relatively high sales prices were feasible, further strengthens this argument. Therefore, in anticipation of a substantial appreciation of the value of their voting rights, many small brokers gave up their reluctance to demutualize and their hitherto relatively large share of the control structure in favour of cashing out these rights on the securities market. Exchanges that possess a relatively homogeneous member structure were able to respond to a changing environment without significantly altering their structure. On the other dimension's end, exchanges with a highly heterogeneous composition could not overcome their conflicts other than providing side payments via an IPO to resolve deadlocks on important decisions concerning the exchange's future strategy.

4. FDI AND MERGERS & ACQUISITIONS OF FINANCIAL EXCHANGES
While the wave of demutualization and public listing of exchanges seems to have run its course, it may well be followed by an era of consolidation of exchanges both geographically (as illustrated by the recent NYSE-Euronext merger and the aggressive pursuit of the London Stock Exchange by NASDAQ) and across products (for example, the March 2006 merger announcement of the Australian Stock Exchange and the SFE Corporation, which trades derivatives) (Aggarwal, 2006). Advances in technology allow the trading of stocks, bonds, and derivatives on a single trading system. This ability to add more trades to an electronic trading system at close to zero cost is seen as the main driving force behind the consolidation wave in the securities exchange industry. Especially in Europe recent developments have broadened the appeal of cross-border trading. As a growing number of countries have adopted the euro, intra-European currency exposure—the risk associated with an unexpected change in exchange rates—has diminished, making cross-border investment more desirable. Significantly, the increased use of the euro has been accompanied by the removal of some regulatory restrictions on intra-European capital flows (McAndrews, 2002).

Figure  6 - Historical Evolution of Major Exchanges; Source: Aggarwal, 2006

Exchange groupings in the European region are the Euronext, BME and OMX. Euronext is the operator of Amsterdam, Brussels, Lisbon and Paris exchanges, and of the London International Financial Futures Exchange (Euronext.Liffe). BME (Spanish Exchanges) is the holding company of Barcelona, Bilbao, Madrid and Valencia exchanges. OMX started its consolidation process in 2004, and the Group includes the Copenhagen, Helsinki, Iceland, Stockholm, Tallinn, Riga and Vilnius Stock Exchanges. The most noteworthy merger activities include the Euronext merger, the OMX merger and NASDAQ’s keen interest in the London Stock Exchange. Euronext was acquired in 2006 by the NYSE. 
Euronext merger talks

Before going into details about the NYSE Euronext merger of 2007, there have to be mentioned intense talks about big European mergers. The Deutsche Börse was holding talks with both the Euronext as well as the LSE. In 2006, Mr. Viermetz, Chairman of the Supervisory Board of Deutsche Börse AG, mentioned that the most attractive solution for clients, shareholders and the participating financial centres is a merger with Euronext. It would create a unique liquidity pool under European regulation with a high level of appeal for international issuers and growth companies.

European stock exchange consolidation is decisive for the advancement of the European capital market, without which a modern European economy and a functioning internal market cannot exist in the long term. The European solution among the consolidation alternatives would create the world’s third largest exchange in cash trading. It would be the number one in the world in derivatives trading. There would be further gains in efficiency in trading, clearing and settlement (Viermetz, 2006).Things turned out to be in favour of an American-European solution, rather than a sole European stock exchange creation.

The NYSE-Euronext merger is the most ambitious attempt yet at cross-border exchange consolidation. Executives on both sides of the merger acknowledge that there are still barriers to integrating the exchanges, ranging from distance and time zones to differences in culture and business practice. The merger offered not only access to European share trading but also to the LIFFE derivates market, which trades in Europe, America and Asia (Marketplaces on the move 2007). NYSE group and Euronext combined on April 4, 2007. It was a milestone for global financial markets, being the first to create a truly global marketplace group. It is the world’s largest and most liquid exchange group and operates six markets in five countries. The NYSE Euronext is now the world leader for listings, trading and cash equities, equity and interest rate derivatives, bonds, and distribution of market data and will offer issuers to list in two of the worlds leading currencies (Euro and US Dollar).

Part of the strategic plan was also to create a win back business from companies shying away from US markets’ strict regulation. The NYSE Euronext already has strategic alliance with the Tokyo Stock Exchange in Japan but also plans on expanding operations into Asia. The primary savings in the proposed NYSE-Euronext merger are expected to come from the streamlining of trading systems. In its reporting of the NYSE-Euronext merger announcement, the New York Times described the potential for cost savings as follows: 

“… Euronext Market Solutions, the entity that manages Euronext’s technology, will supervise the integration of NYSE Euronext’s three cash trading systems and three derivatives systems into a ‘single global cash and a single global derivatives platform.’ In addition, ten data centres will be reduced to four—two in the United States and two in Europe—and four networks will be reduced to one. Combining the companies will result in $375 million in savings.” (Aggarwal, 2006)

LSE merger talks

In 2000, a huge merger between the Deutsche Börse and the LSE was almost a closed deal.

On May 3, 2000, the London Stock Exchange and Deutsche Börse announced the merger that would have brought two exchanges into a joint group holding company structure -iX International Exchanges plc. The new exchange would have been 50% owned by the LSE and 50% by Deutsche Börse. It would have consisted of all businesses on both exchanges, including Eurex, the futures exchange, but excluding DB’s stake in Clearstream International, its settlement arm, which DB would have continued to hold. The new exchange would have used a single trading platform, Deutsche Börse’s Xetra, for all its cash markets.

At the time of the merger, the Frankfurt stock market was enjoying high growth. It started as one of the eight national German stock exchanges but soon became the leading and most profitable exchange in Europe. In 2000, for instance, Deutsche Börse, the company operating the Frankfurt Stock Exchange, boasted twice the profits of the London Stock Exchange. Another reason for the tremendous financial success of Deutsche Börse was its strategy to invest in and use advanced technology (Zenina, 2001). Frankfurt would have been the location for trading with stocks from the German "Neuer Markt" ("New Market"—the Frankfurt high-tech stock exchange) and its London counterpart, "techMark". Trade with these high-growth equities would have been combined in a joint company with NASDAQ, which would have been holding 50 % of the new company's shares. In combination with NASDAQ, the new stock exchange would have accounted for 81% of Europe's booming high-tech growth market, putting it in an unassailable position, at least as far as Europe is concerned (Richter, 2000).

Shortly after the approval of the merger by the board of the London Stock Exchange in late May 2000, the Frankfurt exchange’s supervisory board voted in favour of the merger. But in order for the merger to be finalized in both the United Kingdom and Germany, it would have to be approved by 75% of the shareholders of both bourses. The two shareholder meetings were planned for the 14th of September. This plan was disrupted when OM Group made a friendly bid for the London Stock Exchange and was rejected. On September 11, 2000, OM Group followed up with an 808 million pounds hostile bid. London termed the offer inadequate and immediately reacted with safety measures postponing the shareholders’ vote on the merger with Deutsche Börse and concentrating on fighting off the hostile takeover. Deutsche Börse also postponed voting. The following day, the London Stock Exchange officially announced its withdrawal from the merger until further notice. It is fair to say, therefore, that even in absence of a hostile bid; the future of iX was hazy due to the knot of controversial political and business interests and differences in regulatory approaches taken in Germany and the United Kingdom (Zenina, 2001). The London Stock Exchange is still independent - despite a series of attempts by different suitors to buy it in recent years - and it looks as though it may stay that way after it succeeded in its own bid for Borsa Italiana.

Mergers between financial exchanges around the world

Recently, in November 2007, the NASDAQ Stock Market announced that it has entered into a definitive agreement to acquire the Philadelphia Stock Exchange. From a strategic viewpoint, the acquisition starts NASDAQ’s own efforts to diversify from strictly cash equity trading to equity option trading (Rauch, 2007). Further internationalization is evident in the tri-continental deal that has seen NASDAQ of the US and Borse Dubai launches an agreed takeover of the Scandinavian exchange operator OMX. Borse Dubai will acquire OMX and then transfer it to NASDAQ in return for a 19.9% stake in a new combined company as well as NASDAQ’s 28% stake in LSE. Qatar may trade some of its 9.98 % of OMX to Dubai in exchange for shares of LSE to increase its 14.9 % holding, the people said. Borse Dubai, LSE's biggest shareholder with 20.4 % stake, is bidding for Stockholm-based OMX (Financial Times, 2007). The recent merger of the Chicago Mercantile Exchange and the Chicago Board of Trade created the world's largest futures exchange. Bursa Malaysia, the Kuala Lumpur-based stock exchange, announced that it was in “preliminary” talks with the Chicago Mercantile Exchange, the world’s biggest futures exchange, about a possible partnership that could include an equity stake. The proposal comes as Bursa Malaysia seeks to expand its business and compete with the neighboring Singapore Exchange (SGX), whose option trading has become a main source of growth in recent years. The move would follow SGX’s decision last month to buy out CME’s stake in their joint venture, the Joint Asian Derivatives Exchange (Jade), which was set up in 2006 to trade commodity contracts such as crude palm oil and rubber futures. (Financial Times, 2007)

The current trends suggest that the factors that have driven the demutualization and listing of exchanges are likely to be as relevant in the future as in the recent past. All major exchanges are facing increasing global competition from other exchanges or alternative trading systems. The mutual organization structure is too restrictive and frequently leads to decision “gridlock” as competing interests attempt to influence the strategic direction of an exchange. Most exchanges have recognized this and have already transformed themselves into traditional joint-stock corporations (Aggarwal, 2006). 

5. POSSIBLE FUTURE DEVELOPMENTS
According to Taizo Nishimuro, Chairman of the World Federation of Exchanges and President and CEO of the Tokyo Stock Exchange, international realignment and mergers and acquisitions activity are switching into high gear among stock markets, mainly in America and Europe; and this trend has the potential to spread into the Asian region, which possesses considerable capacity for economic growth (WFE, 2006).

Due this huge economic success in the Asian and Arabic region Western stock exchanges might loose some of their importance. Growth rates of both Asian and Arabic companies as well as of private funds are extremely high and are attracted by stock exchanges. The financial exchanges of Hong Kong, Shanghai or Dubai represent interesting partners for possible alliances or mergers. Earlier, huge oil profits of the states in the Persian Gulf were invested at the foreign capital markets. Today Arabian investors prefer their home region because of the strict US regulations. Furthermore, they transfer their capital form foreign capital markets to their local one and create a concentration of funds in the Arabian region that has never been known before. In 2005 more than 510 billion euro flowed out into the Arabian stock markets, and there mainly into the stock exchanges of the Gulf region. The same phenomenon can be found in India and China, where funds resulting from the enormous economic prosperity are relocated and re-invested in the home economy. The ambitious Dubai International Financial Exchange (DIFX), situated in central position in the Persian Gulf, fills the gap between the existing finance places of Europe, Asia and the USA 

.

One of the biggest IPOs worldwide generated 10 billion dollars for the Bank of China at the Hong Kong Stock Exchange. Hundreds of other Chinese enterprises will woo for investments of the global capital. The know-how and the experience of the Western stock exchanges could be well demanded. Shanghai's stock exchange has grown remarkably in the last two years, as have the main exchanges in India, while Brazil's Bovespa became the first quoted stock exchange in Latin America last month. Its initial public offering was so successful that it commanded a higher market value than established exchanges such as the LSE or NASDAQ.

Other centers are now trying to get in on the act. For example, in the Dominican Republic, the government is backing an ambitious attempt to build a new financial centre for Latin America, which would be set on a greenfield site close to some of the island's best beaches (Financial Times, 2007)

With EUREX as market leader in the derivatives market, the Deutsche Bourse daughter is well positioned in this fastest growing segment of capital markets. To further develop the competitive position a merger with the Chicago Mercantile Exchange (CME) would create a derivatives market of incomparable strength compared to the competitors like NYSE Euronext as well as NASDAQ LSE.

The LSE is continuously in the news for new attempts of takeovers or acquisition bids. Borse Dubai, the ambitious Gulf-based exchange, is now in the frame as the buyer of the 31% stake held by NASDAQ, the LSE's one-time hostile bidder. While it is hardly a blocking stake – it will fall to about 22 per cent of the combined company once the LSE's acquisition of Borsa Italiana is complete – it is certainly a leg up should Borse Dubai decide it would like to own one of the world's great exchange brands. Borse Dubai's potential purchase of the stake looks like a key element in a deal that would head off the certainty of an expensive bidding war for OMX, the Nordic exchanges and technology group that is being courted by itself and NASDAQ. A deal would give Borse Dubai access to technology and a brand name but at a hefty price. It would be taking a stake in a company that has unambiguously demonstrated its determination and ability to see off predators. A successful bid for the full LSE would be decidedly expensive. The prospective deal comes as competition among European exchanges is round the corner. Borse Dubai need only look at the price war among exchanges in the US from which NASDAQ is trying to escape for a vision of the future (Financial Times, 2007). Unless some unpredictable event interrupts the process European stock markets are likely to become fewer in number and more internationalized in their listings, trading, and membership (Licht, 1997). 

When looking into the future significant developments in the harmonization of regulation in markets around the world can be expected. However, with respect to the current mergers and acquisitions trend occurring in Europe and the U.S., Taizo Nishimuro believes that there are still many hurdles to clear before the integration of these exchanges has any actual effect. One example is how to harmonize the IT systems, as well as the framework for such business areas such as trading, clearing and settlement while many differences between the structures of the markets will continue to exist. For this reason, it can be anticipated that full-fledged market integration and regulatory harmonization, and subsequently the actual effects of this integration, will occur a little bit further in the future.

6. MiFID IMPACT ON STOCK EXCHANGES  

The Markets in Financial Instruments Directive is a law that creates a common market for share, commodities and derivatives trading across 30 countries in Europe and entered into force in November 2007. MiFID directly touches four distinct groups of actors within the financial services industry: investment firms (which may have fairly different organisational models across countries), exchanges and quasi-exchanges (multilateral trading facilities – MTFs), data vendors and specialised IT firms and solution providers, such as third party algorithm developers. It affects equity markets, commodity and derivatives markets, and to a lesser extent bond markets. (Under Art. 65 of MiFID, national regulatory authorities are free to extend the strict MiFID pre- and post-trade information requirements to non-equity markets. Some already do so, such as those in Denmark, owing to the large retail investor presence in its mortgage bond market.) 

MiFID was designed because it was realized that monetary union would not create a single financial market by itself and earlier studies had identified remaining barriers to the creation of such a market. This led to the launch in 1999 of the Financial Services Action Plan (FSAP), a broad legislative and regulatory program that gave further momentum to financial integration in Europe. Combined with additional measures that were agreed in response to market developments, the FSAP built the backbone for Europe’s future financial markets. As a result, financial integration in Europe has progressed significantly, most notably in the provision of wholesale financial services. The next step along the road to full integration is the implementation of the Markets in Financial Instruments Directive (MiFID) (Haas, 2007).

MiFID relies on several complementary levers to foster increased integration of EU securities markets. These are:

• Competition. The new framework injects new competition among financial intermediaries at each step of a security’s transaction cycle, from the provision of investment advice to the practical execution and settlement of the transaction. A major feature of MiFID is to open the execution (and settlement) of equity transactions to a variety of operators, through competing trading venues. 

• Best execution and transparency. To balance the risks of opaqueness and liquidity dissipation stemming from a potentially more fragmented trading infrastructure, MiFID relies on increased transparency and information requirements for the benefit of the market, while best execution requirements will provide more systematic investor protection.

• Regulatory cooperation and supervisory convergence. Increased cooperation among securities regulators, notably thorough convergence of supervisory practices, is essential for a homogeneous implementation of MiFID. This, in turn, is the key to ensure that more contestability and competition lead to larger and deeper markets rather than more but less liquid ones.

The new environment created by MiFID could trigger drastic changes in the architecture of capital markets and in the organization of financial intermediation in Europe. Such changes could result from both the increased competition that MiFID unleashes and the technological challenges that the Directive represents. Broader pass porting possibilities and the opening of trading venues to new actors are likely to foster competition for market shares in a large array of financial services, from trade execution to investment advice and asset management. (Haas, 2007)

MiFID is both a business opportunity and a source of additional costs for financial intermediaries. For market intermediaries, internalizing market activity (and liquidity) is, in theory, an appealing alternative to routing orders to external trading platforms. In the same vein, MiFID is expected to result in a significant increase in data production and data processing by financial services providers (Haas, 2007). Traditionally, exchanges were the predominant, almost exclusive source of market data, not least due to the concentration of trading and data reporting imposed by regulatory authorities. With this breakdown will come increased opportunities for investment firms to recapture revenue streams that were originally generated by their orders. The aggregate pan-European market for market data is estimated at about €2.3 billion per year. This sizeable revenue pool is up for grabs by innovative firms and other financial market actors (Casey/Lannoo, 2006).

A group of nine London-based investment banks have set up a joint effort called ‘Project Boat’, which is intended to capture back data revenue sources from trades where investment firms – and not the exchange – were the liquidity providers /facilitators. By opening up the architecture for trade reporting, MiFID will challenge an important revenue source for exchanges and provide a valuable opportunity for investment firms to get in on the game. Income from the sale of trade information today accounts for about 12% of the revenue of the six largest exchanges in the EU. For some exchanges, it is much higher, reaching 32.3% for the London Stock Exchange (although in this case the figure also includes revenues from regulatory information services). Hence, the combined effect of more internalisation by investment firms could have a direct impact on the completeness of the trade information that exchanges collect and sell (Casey/Lannoo, 2006). 

MiFID is a strong additional incentive for market operators to consolidate or intensify cooperation. This is especially true for small and medium-sized markets (e.g., Vienna SE strategy relative to Central and Eastern European stock markets), but is also a valid approach for larger markets. Connectivity is a central feature of the post-MiFID trading landscape that will be characterised by the fragmentation of liquidity pools as trading is decentralised. Connectivity necessitates the acceleration of efforts to arrive at common standards to facilitate straight-through processing in an accelerated and more competitive trading environment, as well as to ensure seamless order transmission and data retrieval, across the spectrum of business lines in a decentralised trading environment (Casey/Lannoo, 2006).

MiFID represents a revolution in European securities markets that is likely to lead to deep and long lasting structural changes the impact of MiFID extends far beyond mere IT and compliance alone. The unprecedented scope of harmonisation of securities markets legislation and the resulting open architecture ushered in by MiFID, especially in trade execution and reporting will cause a profound upheaval within existing market structures.

Trading volumes could increase as a result of greater competition between execution venues and enhanced market transparency. More competition means lower transaction costs, which should feed into higher volumes. More transparency means more confidence in the quality of price discovery, enhancing market efficiency, which should also generate higher volumes.

MiFID forces broker to provide what is called “best execution” for their clients. This means that traders must execute a buy or sell order on any exchange or trading system which they feel gives the best deal for their clients. The trades, rather than being reported to a national exchange, can now simply be made public. That represents a substantial business opportunity, as well as a potential cost saving, for the banks (Big headache or Big Bang?, 2007). 

With trading increasingly moving away from the established exchanges, MiFID makes these off-exchange markets more regulated, because more pricing information has to be disclosed.

The competition from internalization will be the biggest issue for exchanges, says Octavio Marenzi, president and CEO of consultancy Celent. MiFID will remove the concentration rules that make it advantageous to trade on an exchange over an alternative execution venue. Marenzi says that in the UK, order flow routed through the London Stock Exchange (LSE) does not attract stamp duty, whereas transactions made via unregulated venues do attract these special taxes. Many exchanges across Europe, particularly in Central and Eastern Europe, have similar preferential arrangements. This distinction between venues will disappear next November (Guest, 2006).

"This really is a threat," says György Mohai, deputy CEO of the Budapest Stock Exchange (BSE). "We have four or five large companies that are heavily traded by foreign investors. The danger is that these large shares could be internalized by the investment banks." The larger financial institutions in Hungary, says Mohai, are mainly subsidiaries of foreign investment banks. Should these decide to internalize, deal flow will fall away and that will affect the country’s economy. "The domestic market participants will stay on the exchange," Mohai says. "It will have some direct effect on the BSE, but it could very seriously affect the domestic capital markets. The banks could close down their Hungarian operations and deal less with local players, which would also have an indirect effect on us."

NYSE Euronext confirmed a report in French business newspaper La Tribune that the US and pan-European exchange was negotiating a partial re-internalization of technology linked to stock exchanges, such as trading platform systems. Caroline Denton, a spokeswoman for NYSE Euronext, says: "It is an incredibly competitive environment since the launch of the Markets in Financial Instruments Directive (MiFID). Technology is incredibly important. After the merger we have said that we are going to unify technology and deliver IT synergies" (Morgan, 2007). 

MiFID certainly brings more competition in securities markets and will substantially change the market environment. Trading volumes can be expected to further increase as a result of greater competition between execution venues and enhanced market transparency. Stock Exchanges like the Deutsche Börse see a chance in MiFID to extend its services portfolio. In Germany, a number of new services in the cash market and in Market Data are being prepared. The Market Data&Analytics division will offer the so called MiFID Toolbox. For Deutsche Börse customers, this means that they will get a broader range of services and more information about which of these are most cost-effective for them (Riess, 2007).

In the short term, the impact of MiFID is most likely to be felt by investment firms, but in the long term the implications of MiFID will likely be more profound for exchanges. This can be expected because of the combination of internalisation by investment firms and increased competition to exchanges from actors in other business lines such as data vending, such that the traditional business model of established exchanges is going to be challenged as never before.

7. DISCUSSION
After analysing different aspect of the industry of financial exchanges, applying different theories and displaying various drivers of the industry (demutualization, M&As, MiFID) it will now be discussed some aspects resulting from the former analysed. 

Could financial exchanges go bankrupt?

The success of the demutualization process is too early to evaluate. There are several issues that will need to be followed closely. One of the major open questions is how best to regulate privately owned exchanges. Given the potential conflicts of interest between the shareholders of exchanges and their consumers, it will be interesting to see how these conflicts are resolved. So far the financial performance of listed exchanges has been quite strong. (Aggarwal, 2006) However, if there are periods in the future when for-profit exchanges face major financial difficulties, will they be allowed to go bankrupt just like any other listed company?

Are higher prices for clients the consequence of reduced competition by ongoing consolidation?

Meanwhile, the world's financial centers have been full of speculation over exchange consolidation, as all the biggest names in the sector have sought to spread from their traditional territory, both geographically, and by moving into new asset classes. By reducing competition, leading clients of the exchanges worry that this wave of consolidation could lead to higher profit margins for exchanges - and higher prices for clients.

Will technological threats make traditional exchanges disappear?

The sharp gains in share prices, and all the deal activity, are due in large part to advancing technology. Trading can be conducted much faster now, and at much cheaper costs for the exchanges. That helped prompt the realization that exchanges, most of which had previously been run as mutual associations, can be very profitable.

Much of the recent activity reflects a "one-off" adjustment to a world where exchanges exist to make a profit. But those technological advances threaten the long-term future of the bourses. They make it much easier for new forces to enter, avoiding traditional exchanges altogether.

Could low quality be a threat for the whole financial system?

In short, the production cycle of a financial exchange is divided into three parts: listing, trading, and settlement. These three different stages of the production cycle lead to the formation of different goods that the exchange can sell: listing services, trading services, settlement services, and price-information services. In fact, inefficiencies in each part of the cycle fall upon the whole community (negative externality), not only on the entities that actually trade. Low quality information tends to form “wrong" prices that contribute to a bad allocation of resources; inadequate clearing and settlement procedures can threaten the stability of the whole financial system. The threat for the whole system becomes bigger, the more the concentration of exchanges moves on.

Will Western stock exchanges be able to keep pace with Asian and Arabic ones?

With financial exchanges like Qatar, Dubai and Hong Kong becoming more important and powerful in the international exchange scene, it will be interesting to see where alliances and mergers will be implemented. In the case of Europe, the Euronext was already acquired by the NYSE, LSE is continuously in the spotlight of takeover bids and the Deutsche Börse keeps its strong position in the derivatives market. For other small exchanges with less international importance competition is already intensified by the new EU directive MiFID. The influence of Asian and Arabic financial exchanges will certainly grow in recent years while at the same time geographic locations of the stock markets might loose importance as the advances in technology grow. It might be a possible scenario that in future two or three major exchanges might survive the consolidation process with one being an American-European-Gulf region one and the other one in Asia.

Does MiFID trigger the extinction of financial exchanges?

The traditional business model of established exchanged is going to be challenged as never before by the MiFID. It will challenge an important revenue source for exchanges and provide a valuable opportunity for investment firms to get in on the game.  It will further intensify competition among exchanges and again trigger the consolidation process. Furthermore it will encourage traditional exchanges to lower fees and increase the speed of transactions to become more attractive. If other forms of off-exchange trading are able to handle the effects of MiFID faster and more effective it will be interesting to see whether traditional exchanges will be necessary at all.

8. CONCLUSION
Globalization tendencies led to less home-biased investors as well as issuers of stocks. Competition increased between national exchanges for order-flow and listings. Additionally, deregulation measures for financial markets resulted in lower entry barriers. Advances in information technologies as well as telecommunication systems opened new ways for doing business, also for stock exchanges. Internalization tendencies of order flow by financial intermediaries make them compete with stock exchanges.

The network externality theory (Economides, 1996) suggests that all else being equal, firms want to be listed where other firms are listed (the direct-network effect) and especially where many intermediaries trade (the cross-network effect), as more liquidity is on the market. Intermediaries want to be present at the exchanges where more firms and intermediaries are present as they are more attractive to their final customers (investors) and for themselves (their own portfolios and all the risk-management services). Larger exchanges with more liquidity are therefore the consequence which would lead to further consolidation in the industry with a few but large financial exchanges surviving this process.

Firms are more likely to cross-list in countries with better investor protection, and more efficient courts and bureaucracy, but not with more stringent accounting standards (Pagano, 2001). The main customers of exchanges are the sell side of investment banks and issuers. They are both putting more pressure on exchanges, leading to more competition, as there are more and more alternatives in terms of execution venues and deep major financial centres to raise capital. Intense competition from substitute services comes from alternative trading platforms like Project Turquoise which is created by seven large investment banks which will trade under MiFID in competition with established bourses like the LSE and Deutsche Börse. 

As the industry continues to consolidate to achieve scale economies, the eventual winners in the process will be the exchanges that attract order flow and so provide liquidity to investors.

Firms will list on a foreign exchange alone if most of the group of investors who have a comparative advantage in evaluating their firm trade in the foreign exchange rather than in the domestic exchange, and the foreign exchange has the same or greater transparency than the domestic exchange. Firms will dual list when they have a significant base of low-cost information producers in their own country, but would like to enlarge that base by listing in the foreign exchange, or take advantage of the higher transparency of the foreign exchange, or both.

Almost 70% of the world’s total stock market capitalization is now on publicly listed exchanges. Exchanges that have demutualized but not listed their shares account for an additional 19%. The dominance of listed exchanges is widespread across the Americas and Europe. In Asia there are yet only 26% demutualized and listed exchanges, but the total proportion of demutualized stock exchanges account for 81%. Nevertheless the success of the demutualization process is too early to evaluate. There are several issues that will need to be followed closely. One of the major open questions is how best to regulate privately owned exchanges. Given the potential conflicts of interest between the shareholders of exchanges and their consumers, it will be interesting to see how these conflicts are resolved. 

While the wave of demutualization and public listing of exchanges seems to have run its course, it may well be followed by an era of consolidation of exchanges both geographically and across products. Advances in technology allow adding more trades to an electronic trading system at close to zero cost which is seen as the main driving force behind the consolidation wave in the securities exchange industry. The current trends suggest that the factors that have driven the demutualization and listing of exchanges are likely to be as relevant in the future as in the recent past. All major exchanges are facing increasing global competition from other exchanges or alternative trading systems. Unless some unpredictable event interrupts the process European stock markets are likely to become fewer in number and more internationalized in their listings, trading, and membership (Licht, 1997) and only the most efficient exchanges should survive, trading stocks from all the other European countries and offering the most innovative and competitive financial instruments, especially derivatives (Di Noia, 1998).

Exchanges like Hong Kong, Shanghai, Qatar or Dubai are gaining importance and represent interesting partners for possible alliances or mergers. Arabian investors prefer to invest their oil profits in financial exchanges in their home region because of the strict US regulations. Furthermore, they transfer their capital form foreign capital markets to their local one and create a concentration of funds in the Arabian region that has never been known before. The same phenomenon can be found in India and China, where funds resulting from the enormous economic prosperity are relocated and re-invested in the home economy. Nevertheless it can be anticipated that full-fledged market integration and regulatory harmonization, and subsequently the actual effects of this integration, will occur a little bit further in the future.

MiFID will challenge an important revenue source for exchanges and provide a valuable opportunity for investment firms to get in on the game.  It will further intensify competition among exchanges and again trigger the consolidation process. Furthermore it will encourage traditional exchanges to lower fees and increase the speed of transactions to become more attractive. Business opportunities for further internalisation of share trading as well as for information services will arise.

Most probably, only the most efficient exchanges will survive, trading stocks from all the other European countries and offering the most innovative and competitive financial instruments, especially derivatives. Diamond is the hardest known natural material. Exchanges were seen as the hardest and longest-lasting part of trade. Whether this might now be changing and whether stock exchanges will be necessary at all is hard to say. Technology makes it relatively easy to set up new exchanges, but few will be needed. It is possible that one single exchange might emerge, but this is unlikely and especially undesirable. The risk of bankruptcy and dependence on this single monopoly exchange would be too high. It will be interesting to see where these possible two to three competing global networks of exchanges will be.
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