
RGUABLY, (here's never been a bet-
ter time to be an exchange busi-

ness," enthused Clara Furse, chief execu-
tive of the London Stock Exchange (LSE),
on May 22nd after unveiling record profits.
The past few years have been a golden era
for the world's bourses: their own share
prices lifted on a wave of mergers; trading
volumes, already rising smartly, sent into
orbit as investors sought to profit from the
volatility triggered by the credit crunch.

But Ms Furse's joy is not unconfined.
The LSE'S share price has fallen by half
since January. NYSE Euronext, which runs
New York's exchange and several Euro-
pean markets, is down by 30%. Since
March the volume of trading it handles
has tumbled, even as the overall market
has surged. NASDAQ, its cross-town rival,
has seen turnover drop to its lowest level
since 2004. Why is this happening?

The main culprit is competition. In
America electronic upstarts have been nip-
ping at the exchanges' heels for years. They
got a fillip last year with the introduction
of Reg NMS, a rule that forces trades to be
sent to the venue offering "best execution".
(The European Union's new MIFID direc-
tive does much the same.) The old ex-
changes' share of the market is rapidly
eroding: in America it stood at 73% in April,
down from 86% a year before.

The competition comes in two forms.
The first is electronic markets that aspire to

become full exchanges. In America BATS
and DirectEdge are the trail-blazers, having
grabbed a combined 13% of all matched
trades at last count. The leader in Europe is
Chi-X, launched in March 2007, and the
closest thing to a pan-European electronic
market. At times its share of British and
German trades tops 13% and 6% respec-
tively. Other platforms, such as the much-
hyped Turquoise, are preparing for their
launches.

These networks are typically backed by
consortia of banks that were once in bed
with the established exchanges as their
member-owners. By stimulating compe-
tition, the banks hope to force the ex-
changes to cut their fees. These remain par-

ticularly expensive in Europe, where the
cost of trading is, on average, three times
higher than in America.

The new lot tout several advantages.
With no legacy technology weighing them
down, their platforms are ultra-fast. Chi-X,
for instance, can complete trades at up to
ten times the speed of older rivals, and
more reliably. This appeals to high-
frequency algorithmic traders at hedge
funds and specialist brokers, an increas-
ingly important constituency for whom a
millisecond is an aeon.

They are cheaper, too, not least because
they have been offering generous rebates
to "liquidity providers" that post quotes.
Chi-X has gone a step further, offering sliv-
ers of equity to its heaviest users. Such
user-friendly tactics are hard for the ex-
changes to match without angering their
shareholders. "They're still struggling to
figure out how much liquidity is sticky and
how much price-sensitive," says Larry
Tabb of TABS Group, a consultancy.

Speed and price are not everything,
however. In August and January the share
of trades done electronically on NYSE fell
from 90% to as low as 60-70%. At times of
stress "people realise milliseconds don't
matter", argued Duncan Niederauer, the
exchange's boss, in a recent speech. "It's
better toget it right."

The second type of competition conies
from "crossing networks" and "dark
pools", two forms of private market used
to trade large blocks of shares away from
the glare of the exchanges. Some investors
like them because they conceal the buyer's
identity and the price, reducing the risk of
the market moving against them as others
react. Dozens of these markets are up and
running. In America they are expected to
account for one-fifth of all share-trading in
three years' time (see chart).



Although this free-for-all provides
sought-after anonymity, the market as a
whole may suffer from the fragmentation
of liquidity. Banks are starting to address
the problem. This month Goldman Sachs,
Morgan Stanley and UBS agreed to offer
each other access to their pools, using com-
puter programs that roam, from network to
network looking for matching buy and sell
orders. "Technology is solving the problem
of splintered liquidity as it arises," says
one participant.

Full mergers among dark pools may be
next. Some see parallels with the late
19908, when the first generation of elec-
tronic-trading networks consolidated, or
were bought by exchanges looking to get
ahead in the technological arms race. Both
NASDAQ and the NYSE are cutting deals
with dark pools. Mr Niederauer sees an
opportunity to "reaggregate" markets.

Some exchanges are even quietly creat-
ing dark pools of their own, buried within
their main market. Their reluctance to pub-

licise this is understandable: although it
helps them to hold on to business, it irks
some of their big customers, whose own
bids may be trumped by the service. Other
counter-attacking measures are less sur-
reptitious. Some bourses, such as Deut-
sche Borse and NASDAQ, have bought op-
tions exchanges, which enjoy bigger
margins than pure stockmarkets. NYSE
Euronext, which already has Liffe, a fu-
tures exchange, is looking to expand its
business in derivatives (though it also



needs to realise the transatlantic market it
promised when it formed in 2006, and to
plug gaps in its global network).

The exchanges have two more cards up
their sleeves. One is to launch markets that
the upstarts cannot. NASDAQ, for in-
stance, has PORTAL, a marketplace for
"144a" securities, which only sophisti-
cated investors may trade. The other is to
develop listings—the business in which
brand counts most-by, for instance, offer-
ing in-house research for smaller stocks.

In America the battle between new-
comers and old guard is already firmly
joined. Across the Atlantic horns are only
just starting to lock. As the head of trading
at one Wall Street bank puts it: "Some in-
cumbents, particularly in Europe, have
had it their own way for so long that they
still don't understand what's coming."
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