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Key Index Statistics 

Price $67.17 

52-Week Range  $53.00 - $184.2 

Market Capitalization (B) $200 

P/E Ratio 13.54 

1-Yr % Change 

 

 

-63.11% 

Major Players by Market Cap (B) 

LSE $80.08 

Hong Kong Exchange $72.66 

CME $12.90 

Deutsche Boerse Group $7.43 

NYSE Euronext $5.13 

ICE $4.56 

Nasdaq OMX $4.32 

TMX Group $2.44 

  

  

  

  

  

  

INVESTMENT THESIS 

z (+) In the long term, we anticipate more investors, 
particularly hedge funds, to utilize alternative 
asset classes for speculative trading, thus 
increasing liquidity and volume in a number of 
products that historically were primarily used for 
hedging. Also, we expect a further boost in 
algorithmic trading in all asset classes in the long 
run. Along with favorable demographics, CME, 
ICE and other derivatives exchanges should be 
the winner of this development. 

z (-) Regulatory initiatives, increased competition, 
and changes in customer demand and technology 
are affecting the industry for exchanges and have 
created a setting characterized by very high levels 
of uncertainty. Together with insecurity stemming 
from the current economic environment, investors 
might be unwilling to invest in the sub-industry. 

z (-) Difficult market conditions translate into a poor 
environment for new listings. Globally, the 
number of IPOs decreased by 80% in 2008 and 
will further slide in 2009. Especially, cash-market 
focused exchanges such as BME and LSE have 
been hit hard by this development. Although 
secondary trading volumes held up reasonably 
well and may provide some grounds for optimism 
in the near to midterm, we believe traditional 
exchanges will continue to see reduced revenue 
growth rates and increasing competition.  

z (-) Current volatility caused by the credit crisis has 
favored futures & options trading leading to higher 
volumes in this segment. However, extreme price 
fluctuations cause also negative effects; many 
historically strong players have fallen down 
recently as their tail risk strategies have not 
appropriately taken into account such high levels 
of volatility. We see the prospects of the financial 
exchange industry being tied strongly to factors 
impacting de-leveraging and the overall health of 
the investment industry. 
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EXECUTIVE SUMMARY 

The near term outlook for security and commodity 
exchanges is dim. A weakening economy, tight financial 
conditions, and strong competition within the industry 
have taken an increasing toll. Given the depth of the 
projected slowdown of the financial industry over the 
next five years, even the best diversified and efficient 
exchanges in the sub-industry should not be able to 
fully cope with this trend. 

We see several fundamental shifts in the industry 
leading the way in a future marked by a high level of 
uncertainty. On the one hand, the movement to 
electronic trading and alternative platforms will continue 
to increase competition and pressure margins. 
Regulators continue to act on a national level in times 
when we see a global expansion of the exchange 
industry. Legal authorities cannot provide relief to the 
industry in form of a global framework. Even though the 
sub-industry is not as involved in the financial meltdown 
as the banking sector, excess M&A activity and overkill 
in paid premiums over the last few years, have exposed 
exchanges to large charge-offs starting in 4Q 2008. In 
our opinion exchanges will continue to write-off goodwill 
in 2009. 

On the other hand, we believe average trading volume 
will remain above historical averages due to favorable 
demographics and increasing wealth in emerging 
markets. Also, consolidation within the industry has 
brought operating efficiencies and increased the market 
power and product offerings of leading exchanges.  

In the short term, prospects of the financial exchange 
industry will be tied to factors impacting trading 
volumes, including de-leveraging, health of the hedge 
fund industry, and the overall level of market volatility. 
We believe investors remain cautious with regard to 
volatile financial markets. Yet, valuations are now 
presenting select investment opportunities. We see 
Deutsche Boerse Group as moderately valued, while 
limiting its exposure through a well diversified business 
model. In the sector for globalized future & options 
exchanges we believe ICE offers the most potential for 
the future.  

INDUSTRY DESCRIPTION 

Exchanges are centralized marketplaces where issuers 
raise capital (listing of securities) and market 
participants trade securities. They provide the primary 
mechanism for securities price formation which results 
from the interplay of supply and demand fed by new 
information. Issuers list their securities on a public 
market, and therefore on one of the exchanges, to have 
access to a wide pool of capital. Listing fees are an 
important source of revenue and account for approx. 
15% of total revenues in the industry. Such fees are 
expected to decline in 2009 as the number of initial 

public offerings and capital raising activity by already 
listed companies, declines.

1
 Although there is a large 

global pipeline of companies waiting in the wings, 
representing well over $100 billion in potential offerings, 
it should take some time until we see an IPO recovery. 
After the crash of the 1970s, it took several years for 
IPO volume to return to pre-recession levels. 

 

Source: ipohome.com. 

In addition to the provision of a primary market for 
securities, exchanges offer investors the facilities to 
trade securities

i
 among themselves, either directly or 

through intermediaries on the secondary market. To 
support these main activities and to remain competitive 
exchanges extend their services in more cases to the 
entire trading value chain, i.e. pre- and post-trade 
services, in addition to the trade execution itself. Pre-
trade services include building, buying, and providing 
applications or functions to customers. Examples 
comprise order management systems, transaction cost 
analysis, connectivity tools, and market data distribution 
platforms. Thus, exchanges give customers more 
reasons to trade with them. Post-trade services include 
clearing and settlement and begin once security trades 
are executed on and reported to the exchange. 
Clearing of trades involves the determination of exactly 
what amount each counterparty to the trade will be 
receiving and takes place between trading and 
settlement. The settlement process of trades describes 
the delivery of the securities and the payment of funds 
between the buyer and the seller.  Clearing, settlement, 
and transaction fees are estimated to account for 
around 54% of industry revenue. This is the core 
revenue driver for exchanges.

1
 

                                                           
i
  Securities traded on-exchange include cash equities, ETFs, equity and 

interest rate derivatives, and other structured products. 
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Source: IBISworldwide Inc. 

 

Source: The OFT. 

The number of securities exchanges in the U.S. and 
Europe is shrinking as the industry consolidates. The 
recent success of BATS

ii
, the first new exchange in 

many years, might be an indicator of where the industry 
is heading. What customers want is faster execution, at 
lower prices in liquid markets. 

While competition for market share is building, the 
amount of trading is increasing. The value of U.S. 
equity sales, options and security futures nearly 
doubled between 2003 and 2006 to reach $43.9 trillion. 
Over the five years to 2008, the U.S. exchange industry 
had real revenue growth of 14% a year reaching $9.69 
billion.

1  

 

 

 

 

 

 

 

 

                                                           
ii
 BATS ï The Better Alternative Trading System continues to increase its 

market share. With 11% of market share in January 2009, BATS is the third 
largest cash equity market in the U.S. behind NYSE and Nasdaq according to 
Mondovisione News, February 2, 2009. 

Value of Share Trading (in $bn) 

 

 

Source: World Federation of Exchanges. 

The global security & commodity industry and the 
traditional exchange trading business are strongly 
affected by the economic environment and the turmoil 
in the banking industry. Along with the financial crisis 
trade volume plummeted significantly in 2H 2008 and 
YTD in 2009. We expect the decrease in trade volume 
to continue until investors regain faith in the markets. 

 

Source: elkinsmcsherry.com. 

INDUSTRY TRENDS/DEVELOPMENTS 

Trends are mainly determined by the positioning of 
market participants, regulation, technology changes, 
new market entrants, and liquidity fragmentation. 

Mergers & Acquisitions 

The desire for exchanges to merge had never been 
stronger than in the early 21st century. Most of the 
exchanges had changed from a structure owned by 
members of the exchange to a corporate structure. 
Many exchanges had taken the additional step of going 
public to provide greater flexibility for future growth. The 
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exchange sector is experiencing consolidation on a 
national and global level. Examples for national 
consolidation in the U.S. include the Philadelphia Stock 
Exchange and the Boston Stock Exchange that were 
acquired by Nasdaq in 2007. Cross-border agreements 
or mergers open the field for more listings from more 
places; e.g. the merger between Paris-based Euronext 
and its U.S. rival NYSE in 2007; another example is the 
purchase of the Nordic financial platform OMX by the 
U.S. electronic equity exchange Nasdaq in 2008. While 
a number of large M&A deals were successful, many 
failed. Especially, the LSE has rebuffed marriage 
proposals from some of the most eligible exchangesð
the NYSE Euronext, the Nasdaq and the Deutsche 
Boerse. At the end of 2007, LSE became active itself 
and completed its merger with Borsa Italiana. 
Exchanges have spent $53 billion on rivals and other 
trading and technology platforms since 2004, according 
to research by Dow Jones Newswires. Exchange 
valuations peaked with the 2007 acquisition of the 
International Securities Exchange (ISE) by Eurex, the 
derivatives operator co-owned by Deutsche Boerse and 
SWX Swiss Exchange. That deal valued the U.S. 
options exchange at 47.1 times expected earnings. A 
number of other transactions carried multiples of 30 to 
40.

2
 We believe that the process of consolidation 

particularly in the European exchange sector will 
continue, though not at the levels of the recent past. 
Alone in February 2009, NYSE Euronext, CME, and 
ICE have taken noncash charges to reflect lower values 
of goodwill and other assets stemming from excess 
acquisitions. We anticipate other exchanges to address 
similar concerns within the next months. 

 

 

 

Source: bcu.gub.uy. 

Product Diversification 

The difficult current environment points out the 
importance of a diversified business model in the 
exchange industry. In recent years, many exchanges 
specializing on securities trading have developed a 
derivatives business either through organic growth or 
acquisitions. Exchanges for which derivatives trading is 
a business segment (e.g., Euronext-LIFFE or LSE-
EDX) have joined the ópureô derivatives exchanges such 
as the CME

 
in offering derivatives trading. Derivatives 

traded on exchanges are usually created by the 
exchanges themselves which also provide a great 
source of revenues coming from spreads. Most 
derivative exchanges have a monopoly in their traded 
asset class(es). This is especially true in Europe, where 
Eurex, including ISE, dominates index derivatives and 
long-term interest contracts and Euronext.liffe owns the 
short-term products. Equity derivatives are also traded 
on the local incumbents. In the U.S., only the equity 
options market, is not a monopoly or duopoly, but rather 
operates under intensive competition. In the U.S. NYSE 
Euronext and in Europe Deutsche Boerse are the most 
diversified exchange groups such they have a 
competitive advantage over the other major players. 

http://en.wikipedia.org/wiki/Nordic_countries
http://en.wikipedia.org/wiki/OMX
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Source: HSBC Global Research 

Regulation 

In recent years, trading venues have seen a number of 
changes in laws and regulations with the objective to 
support the development of liquid and deep markets 
and to facilitate capital raising from issuers. In the 
following, we will briefly discuss some of the most 
recent regulatory initiatives that have driven the 
environment for exchanges in the U.S., Europe, and the 
U.K. 

Since the signing into law of the Sarbanes Oxley Act 
(SOX) in 2002, there has been strong evidence that 
capital markets in the U.S. have lost their competitive 
edge. Measured by value, the market share of IPOs 
declined from 50% in the year 2000 to 5% in 2005. The 
number of IPOs dropped from 37% in the year 2000 to 
10% in 2005. Measured by size, 24 of the 25 largest 
IPOs in 2005 and 9 of the 10 largest IPOs in 2006 
occurred in markets outside the United States.

3
 Even 

though the number of U.S. IPOs has been hold steady 
in the last three years, the market share is at a 
historical low.  

 

Source: Thompson SDC Platinum. 

 

Source: ipohome.com. 

One explanation is that foreign investors have a 
declining need to cross-list in the U.S. to tap financial 
liquidity or create a bonding effect due to improving 
structures in foreign capital markets. Additionally, 
limitations of flexibility following the SOX do negatively 
affect the willingness of foreign companies to enter U.S. 
capital markets. According to SOX, listed foreign 
companies cannot enter the U.S. marketplace unless 
certain requirements regarding minimum assets and 
number of shareholders are satisfied. Proposals arise 
claiming an exemption for foreign issuers and foreign 
broker-dealers from U.S. securities regulation. At the 
same time, international companies are increasingly 
seeking access to the U.S. markets through private 
transactions. In 2007, only 11.5% of the IPO capital 
raised in the United States by non-U.S. companies was 
listed on a U.S. stock exchange.

3 

 

Source: Dealogic. 

Due to the fragmented and complex structure of the 
regulatory framework in the U.S., harmonization 
towards EU and London models becomes more and 
more important. More convergence with major countries 
regarding initiatives such as the International Financial 
Reporting Standards (IFRS) and Basel II would 
increase the competitiveness of the U.S. exchange 

Relative Positioning of the Exchanges 


