Financial Markets and Exchanges Law

Chapter 2







G A WALKER     
EXCHANGE REVIEW, REGULATION AND EVOLUTION

Introduction
1.01

Exchange Review
1.110

UK markets
1.117

London Stock Exchange (LSE)
1.123

Main Market 
1.129

            Professional Securities Market

      Specialist Fund Market

         

      SEAQ
1.131

         SEAQ International
1.132

         SETS
1.133

         SEATS Plus
1.134

           Trade reporting
1.135

           Transaction reporting
1.136

    Alternative markets
    AIM

London International Financial Futures Exchange (Euronext.LIFFE)
1.139

OMX
1.146
London Metal Exchange (LME)
1.149
ICE Futures Europe    
1.153

PLUS Stock Exchange 
SIX Swiss Exchange 

OMX

Alternative trading systems
Turquoise 

Multilateral Trading Facilities 

Dark Pools 

      Exchange Traded Funds 

CREST 
LCH.Clearnet
Gilt and cheque clearing
1.161

Exchange Regulation, Structure and Operation
1.164

Exchange regulation
1.168

WFE
1.178

IOSCO
1.182

Payment and settlement
1.185

EU Directives and MiFID II
1.191

Market documentation
1.200

Exchange recognition
1.205

Exchange function
1.216

Exchange structure and ownership
1.220

Exchange governance
1.232

Exchange conduct
1.239

Market and Exchange Evolution
1.243

Digital competition
1.247

Financial innovation
1.253

Capital role and private investment
1.260

Financial security
1.264

Financial stability
1.267
Financial integration and global contribution
1.273

Chapter 2
EXCHANGE REVIEW, REGULATION AND EVOLUTION

Introduction
1.01

2.1
Exchanges have expanded rapidly since the early 1990s. This has occurred as part of a larger transformation in the nature of international financial markets that has increasingly moved towards tradable securities based financing. The volume of international bank based debt had already fallen by a factor of four between 1975 and 1985 while the international bond market expanded by a corresponding factor. Since then, stock markets and exchanges have assumed an even more fundamental role in the conduct and development of international finance.
 [move footnote 1 to para 2.3 below]
2.2
The expansion of business on exchanges has contributed to the changing nature of international investment which has then been further supported by changes in technology and risk management. Investors need  open public markets that provide full and accurate price disclosure on the valuation of government debt and major corporate stock. This increases investment volumes and liquidity which allows government agencies and companies to borrow larger amounts and at the same time increase the ability of investors in the markets to price and mange their exposures more effectively. High levels of transparency and disclosure also allows investors to oversee the activities of government and corporate borrowers and their senior management and discipline them accordingly. This can be seen as a part of a larger trend towards securitisation of debt and the corporatisation of investment across the world. Initial investment volumes have also grown and secondary trading liquidity has improved as efforts have been made to strengthen corporate governance and accountability within exchanges and listed companies. A new international market-based capitalism has consequently emerged within which public exchanges have assumed an increasingly dominant role. More recent advances in technology and developments in market practice have nevertheless created other challenges especially with higher trading speeds, including through high frequency trading (HFT), and with the creation of non-transparent market liquidity, such as through ‘dark trading’ or ‘dark pools’. [move footnote 9]   
2.3
The expansion of exchange activities has increased both within national markets and on a cross-border basis.
 Exchanges have attempted to become more efficient, cost effective, quick and reliable as well as better managed and regulated. This has strengthened their domestic attractiveness and profitability. Exchanges have also attempted to attract overseas listings and investment, as well as to develop closer linkages with markets elsewhere. This has partly been effected through mergers or consolidation[move footnote 1] as well as through the development of joint platforms and technical linkages, such as crossing networks,
 This increased attention on international cross-border activity is reflected in the expansion of the membership of the World Federation of Exchanges (WFE) and other bodies such as the International Swaps and Derivatives Association (ISDA).

2.4
There are presently between around 350 stock markets and exchanges in operation across the world. It is difficult to be precise as the definition of an exchange varies across countries and this may, or may not, include purely electronic platforms as well as separate derivatives or commodities exchanges. Some of these exchanges also do not operate independently but only provide access points for trading purposes.
 Some exchanges may also overlap as stock exchanges, futures and options exchanges and commodities exchanges.

2.5
The relative importance of these exchanges can also be considered according to different measures. In terms of domestic stock market capitalisation, the largest exchanges include NYSE Euronext (US), NASDAQ OMX, Tokyo Stock Exchange Group, London Stock Exchange Group, NYSE Euronext (Europe), Shanghai Stock Exchange, Hong Kong Exchanges, TMX Group (Canada) and BM&FBOVESPA (Latin America). The largest exchanges in terms of electronic order book share trading are NYSE Euronext (US), NASDAQ OMX, Tokyo Stock Exchange, Shanghai Stock Exchange, Shenzhen Stock Exchange, London Stock Exchange, NYSE Euronext Europe, Korea Exchange and Deutsche Börse. Different results will nevertheless arise if separate measures are used such as total number of listed companies or market value of traded companies.

2.6
Many of the main exchanges also operate in different ways. Some may include one or more sub-markets that may be conducted on a traditional open outcry, electronic or hybrid basis. Different price disclosure, dealing and clearing and settlement processes and systems are used. Some markets offer straight through processing with integrated dealing, clearing and settlement while others use separate clearing agents either for commercial or regulatory purposes. Membership, listing, financial requirements (including margin), oversight and disciplinary measures also vary. While a number of exchanges have demutualised and become public listed companies, others remain owned by their members.

2.7
The purpose of this chapter is to consider the structure and operation of some of the main exchanges in operation in the UK at this time. .
[move footnote 9 to end para 2.2] The most important changes and associated legal issues and challenges that arise with regard to market regulation structure and operation are examined. This includes exchange recognition, function, structure and ownership, governance and conduct. Market and exchange evolution is also considered in terms of digital competition, financial innovation, capital role and private investment, financial security, financial stability and financial integration and global contribution. Recent market changes and policy issues are reviewed with corresponding regulatory responses.
UK markets
2.8
The financial centre of the UK remains the City of London although substantial amounts of banking, insurance, asset management and other financial services are conducted in Edinburgh, Glasgow and some of the other main cities. Most of the principal organised markets and exchanges as well interbank and international markets are nevertheless based in London.

2.9
The main formal exchange remains the LSE although this may be better treated as a combination of parallel markets and supporting trading and dealing services rather than as a single market. The main LSE market is now supported by four trading systems consisting of the Stock Exchange Automated Quotations system (SEAQ) and SEAQ International as well as the Stock Exchange Electronic Trading Service (SETS) and the Stock Exchange Alternative Trading Services (SEATS Plus). The LSE also maintains two other within the Main Market with the techMARK and landMARK markets. techMARK and landMARK operate as sub-parts of the Main Market. techMARK provides for trading in technology and innovation companies (with a further separate techMARK mediscience grouping) while the landMARK focuses on specific geographic regions within the UK and Ireland. In addition to the Main Market, the LSE also operates the separate AIM and Professional Securities Market (PSM)
 and Specialist Fund Market (SFM).
 AIM replaced the earlier Unlisted Securities Market (USM) which operated between 1980 and 1996 and acts as a specialist market for growth securities.
 The PSM is a specialist debt securities and depositary receipts market for professional investors and the SFM a dedicated market for investment funds. The LSE is also a majority owner of the Turquoise trading platform.
 
2.10
The LSE remains a central exchange for the issuance and dealing in equity securities. Government and corporate bonds are also dealt with on the Exchange. UK gilts are now issued through the Debt Management Office (DMO) and then traded on the LSE through Gilt Edged Market Makers (GEMMs).

2.11
The other main recognised investment exchanges (RIEs) in the UK include the London Metal Exchange,
 ICE Futures Europe (formerly the International Petroleum Exchange or IPE),
 PLUS Stock Exchange Plc
 and LIFFE Administration and Management.
 Former RIEs included the SIX Swiss Exchange (formerly virt-x)
 and OMX,
 which became part of the NASDAQ OMX Group in February 2008. Electronic or dematerialised securities can be dealt with separately through CREST.
 The main derivatives market is the London International Financial Futures Exchange which is now owned by Euronext (Euronext.LIFFE).
 Equity derivatives can also be traded on EDX London which was set up by the LSE and OMX group in 2003.
 Metal and energy derivatives are dealt with through the LME and ICE. Clearing and settlement can either be effected through the London Clearing House (now Euronext.LIFFE)
 or in a dematerialised form under CREST. Derivatives can also be traded through the PLUS Derivatives Exchange (PLUS-DX).

2.12
The principal exchanges in the UK either operate as Recognised Investment Exchange (RIEs) or Recognised Overseas Investment Exchanges (ROIEs) with some of the main exchanges also acting as ‘Regulated Markets’ under Article 47 of the MiFID
. The main clearing houses are Recognised Clearing Houses (RCHs) or Recognised Overseas Clearing Houses (ROCHs)
. The FSA also maintains separate lists of Recognised Auction Platforms (RAPs) in respect of EU emission allowances
 as well as other overseas Designated Investment Exchanges (DIEs) on which transactions may be carried out
. [move footnote 34 to end para]All of these functions are being transferred to the FCA.[footnote 34]
2.13
The background and structure and operation of each of the main UK markets and exchanges are considered in the following section.

London Stock Exchange (LSE)
2.14
Organised dealings in stocks and shares began in coffeehouses in the City of London during the 17th and 18th centuries. Trading became focused on Jonathan’s Coffeehouse from 1760 when a group of 150 brokers formed a club to buy and sell shares.
 It is recorded that John Castaing began to publish the prices of stocks and commodities from 1767 as The Course of the Exchange and other things. The venue’s name was subsequently changed to the Stock Exchange in 1773 with an original Deed of Settlement being entered into in 1802. This was revised in 1875 and new Memorandum and Articles of Association produced in 1986 following the LSE’s becoming a private limited company after the UK Big Bang on 27 October 1986. Membership was previously generally made up of partnerships with firms either acting as stockbrokers or stockjobbers. Brokers would act as agents on behalf of clients while jobbers offered two-way prices in traded securities. Jobbers dealt with brokers as principals on the floor of the Exchange.

2.15
The structure and operation of the LSE was fundamentally changed in 1986 with the UK Big Bang. This led to the abolition of the former distinction between jobbers and brokers with all members becoming market makers. Earlier fixed commissions were abolished and outside ownership permitted.
 The Office of Fair Trading (OFT) had earlier confirmed that the fixed minimum commission system and single capacity trading were anti-competitive.

2.16
The Committee to Review the Functioning of Financial Institutions (the Wilson Committee) noted in 1980 that institutional and individual holdings of stocks and shares had increased significantly between 1957 and 1978. (Average annual turnover in ordinary shares had grown from £24.3 billion in 1963 to £43.9 billion in 1979 with the average size of transactions increasing from £5,200 to £8,000.) This had placed significant pressure on the jobbing system with firms having either to hold increased capital or to merge. The number of jobbing firms decreased from 117 to 14 between 1957 and 1977. The number of banks had increased from 100 in 1957 (with £8.5 billion of assets) to 348 by 1978 (with £219 billion of assets). £143 billion of this was also held in the form of foreign currency assets as part of the emerging euro-dollar market which had grown in London from the early 1960s onwards.
 Ownership of firms was nevertheless restricted under the Stock Exchange’s rules.

2.17
The Stock Exchange was taken to the Restrictive Practices Court by the OFT in 1979. The Department of Trade and Industry subsequently introduced legislation to exempt the Exchange from the Restrictive Trade Practices Act 1976 in July 1983 on condition that earlier anti-competitive practices were abolished including the use of fixed commissions which had earlier been abandoned on the New York Stock Exchange in May 1975.

2.18
A computerised trading and quote dissemination system was set up with SEAQ (Stock Exchange Automated Quotation system). This displays the prices and transaction sizes for all stocks. SEAQ had been based on the American NASDAQ. Trading was moved off the trading floor and conducted by telephone. Stocks were initially classified as Alpha, Beta, Gamma and Delta although this was subsequently changed to normal market size (NMS) securities following the Elwes Report in 1990. Market makers now maintain continuous two way fixed prices during the course of the trading day

1.19
Settlement used to take place on fixed account periods of two or three weeks with share certificates and cash being exchanged at the end of each period although this has been reduced substantially subsequently. Paper settlement had initially been retained after Big Bang although serious difficulties arose in 1987 and 1988. International Net-Settlement (INS) was consequently introduced in 1988 while the Exchange attempted to create a new automated book entry settlement system. This was initially referred to as TAURUS (for Transfer and Automated Registration of Uncertificated Stock). Significant delays nevertheless arose in attempting to develop the new TAURUS platform which was eventually replaced by CREST in 1993.
 International securities trading in the eurodollar markets is generally settled either through CEDEL in Luxembourg (now Clearstream and previously Centrale de Livraisons de Valeurs Mobilières) or EuroClear in Belgium.

Main Market 
2.20
UK shares can either be placed on the market (issued) through the LSE or in an electronic (de-materialised) form through CREST which is principally a settlement agent. The largest companies are traded on the LSE Main Market. This provides for either Standard Listing which imposes the minimum requirements set out in all of the relevant EU Directives and Premium Listing which operates on a ‘super equivalent’ basis with a higher level of regulatory standards being applied. Screen as opposed to floor trading was introduced with SEAQ and SEAQ International.

2.21
Shares or equity can either be principally issued through an exchange offer for sale or a private placement. An offer for sale involves the publication of advertisements to the general public inviting the purchase of shares either at a fixed price or through a tender (auction) process. Public offers are usually underwritten with a financial institution (most commonly an investment bank) committing itself to purchase all or part of the shares that are not taken up by the general public. A placement involves the sale of the shares to a smaller number of private investors. These can be then be re-sold or placed by the advising bank.
2.22
The LSE also operates an Alternative Investment Market (AIM) and a Professional Securities Market (PSM) and a Specialist Fund Market (SFM).
Professional Securities Market 

2.23
The PSM provides for the issuance of debt securities and depositary receipts, including Eurobonds and medium-term note facilities, and depositary receipts, which can be purchased by professional investors. This provides an alternative to the main regulated market which has to comply with the specific requirements set out in the EU Prospectus and Transparency Directives. These impose specific requirements on retail issues of less than €50,000 and wholesale issues of €50,000 or above. The PSM has allowed for debt securities and depositary receipts to be traded on an alternative LSE regulated market since July 2005. Relevant issues do not have to comply with specific International Financial Reporting Standards (IFRS) requirements nor EU listing for prospectus obligations. Companies listed on the Main Market meets three less on the PSN. The PSM is operated as a recognised investment exchange.

Specialist Fund Market

2.24
The LSE operates at separate Specialist Fund Market for closed ended investment funds for institutional, professional and experienced investors. The SFM is an EU regulated market dealing in specialist funds including private equity funds, feeder funds, hedge funds, specialist geographical funds, fans with sophisticated structures or security types, specialist property funds, infrastructure funds, sovereign wealth funds and single strategy funds. Funds have to be supported by a Prospectus, which may include another EEA home competent authority approved prospectus, with a separate application for admission to trading being needed to enter the SFM. SFM securities are traded on SETS or SETSqx. The sponsor is required nor eligibility letter which saves prcessing times.
 
SEAQ
2.25
SEAQ is a screen based quote driven dealing system for any listed shares (other than SETS traded securities) where there are, at least, two market makers. Quote or market maker systems provide continuous bid and offer prices for all traded securities. This is distinct from a more traditional order driven system which involves buyers and sellers disclosing prices at which they are willing to trade and with contracts being concluded where offers match.
 Quote driven systems provide greater liquidity although certain trading privileges have to be conferred on market makers to compensate for the additional risks assumed. Quote driven systems also have slightly greater costs with higher bid and offer spreads and some reduced transparency on market makers’ positions. SEAQ operates between 7.15am and 5.15pm on normal business days. Market makers are obliged to quote firm two-way prices during the Mandatory Quote Period (MQP) at or above the Minimum Quote Size (MQS).

SEAQ International
2.26
SEAQ International is a quote driven system for international securities. The market operates between 7.15am and 5.15pm with a Market Match system allowing parties to input trade details onto the screen. An International Order Book was introduced on 30 April 2001 for the most liquid international stocks. An International Retail Service has also been set up which matches market maker quotes for US and European securities through ‘committed principals’ which are obliged to display limit orders with worst acceptable prices listed (during the mandatory period).

SETS
2.27
The LSE opened SETS (the Stock Exchange Electronic Trading Service) on 20 October 1997. SETS applies to FTSE 250, FTSE Small Cap Index firms, Exchange Traded Funds (ETFs), Exchange Trading Products and other liquid AIM, Irish and London Standard listed securities. This operates as a fully automated more traditional order matching system. SETS provides for the screen display of limit orders with orders to buy shares at a maximum price or to sell shares with a minimum price stated.
 Limit orders are placed by brokers with the system automatically matching orders. Since February 2001, SETS trades are settled through the London Clearing House (now LCH.Clearnet). SETS applies with regard to ‘order book securities’ which include all FTSE 100 stocks, more liquid FTSE Mid 250 members and now Exchange Traded Funds (ETFs) and open-ended investment companies listed on the extraMARK market. Trading can be carried on directly between brokers outside the SETS system. Other large trades can also be dealt with under a ‘Worked Principal Agreement’ with reporting concessions being permitted to allow firms to offset their client obligations. The LSE acquired a new trading and information platform, Millennium Exchange, in October 2009 which had originally been set up in 1996.
SEATS Plus
2.28
SEATS Plus (the Stock Exchange Alternative Trading Services) is a separate order matching system for AIM shares and remaining official listed shares. Brokers can either accept market quotes (where available) or place screen orders. This combines a quote driven market used within SEAQ and a more traditional order driven mechanism. Where two or more market makers are available, the security will be transferred to the full SEAQ. The LSE  also operates a separate Stock Exchange Electronic Trading Services (SETSqx) for trading in less liquid securities. SEATS Plus was replaced in June 2007.
Trade reporting
2.29
SETS transactions are automatically trade reported.
 Other trades have to be reported in accordance with exchange rules. Reporting requires the provision of information concerning relevant member firm, date and time of transaction, purchase or sale, security, price and amount, trade reporting conditions, dealing capacity and settlement due date. Trades carried out between 8am and 5.15pm must be reported within three minutes (between 5.15pm and 7.15am by 7.45am and between 7.15am and 8am by 8am). Trade prices and sizes are generally displayed on the SETS, SEAQ or SEATS screens unless some delay is permitted. These are also shown on the Exchange’s ticker page which will display relevant stock, price and volume.

Transaction reporting
2.30
Member firms must also submit transaction reports for regulatory rather than market purposes.
 Transaction reporting is generally carried on through approved reporting systems such as CREST, Thompson Report, TRAX and the Exchange Reporting System. Transaction reports must be submitted by both parties and include such matters as firm identity (including codes), date and time of transaction, purchase or sale, ISIN (International Security Identification) code, capacity, amount, price, due settlement date and unique transaction identifier and client identifier (if non-member).

Alternative markets
2.31
The LSE used to operate a separate Unlisted Securities Market (USM) and a Third Market. The USM applied to firms which wished to raise funds but were not able or willing to comply with the full listing requirements. This would principally involve providing three-year rather than five-year market information. The Third Market had been set up in 1987 for smaller more specialist companies that would not be able to meet the USM requirements.

2.32
The LSE shares are now either dealt with through the AIM (Alternative Investment Market) or either the techMARK or landMARK markets.
 AIM was opened in June 1995 and replaces the earlier USM. TechMARK began operations on 4 November 1999 and is principally targeted at high technology companies. The objective is to provide greater profile and visibility for traded companies, increase potential investor interest and consequent liquidity, secure better differentiation of stock with the main market and greater media coverage and interest. The landMARK provides trading facilties in stock for companies from specific geographic regions within the UK and Ireland.

AIM
2.33
The AIM is a specialist market for growth securities with less onerous regulatory obligations being applied. The AIM was set up in 1995 with over 3100 companies now being listed and £67 billion of capital being raised to date. The LSE has described the advantages of AIM listing in terms of balanced regulation, international investor base, geographical reach and private sector coverage, expect adviser network and visibility and profile.

2.34
There is no minimum market capitalisation for an AIM listing with no fixed previous trading record requirement. No prescribed level of shares has to be made available to the public not prior shareholder approval obtained unless the issue results from a reverse takeover or disposal resulting in a fundamental change of business. A nominated adviser (NOMAD) must be appointed with admission documents not been approved by the LSE nor UKLA. While the AIM market has been criticised for its more light regulatory standards, the LSE defends this in terms of the minimum standards imposed and its status as a specialist market. Firms are required to work closely with their nominated advisers romance with separate AIM rules applying to companies and NOMADS.

2.35
AIM listed companies must have a Nomad appointed for the duration of the listing. The functions of the Nomad are to undertake due diligence to confirm AIM suitability, ensure that directors are appropriate and capable, provide guidance on the AIM flotation, coordinate and oversee documentation preparation, confirm appropriateness with the LSE, prepare the company for public markets and act as the primary compliance regulator. AIM companies retain a separate broker, which is an existing member of the LSE, to support financing, provide advice on market and trading and on share pricing and investment. Brokers may also act as market makers to ensure two-way prices. AIM companies are also required to have a reporting accountant and  separate legal advisers appointed.

2.36
Exchange suitability is determined by the Nomad. Nomads are expected to determine whether the company will deliver real value to shareholders and enhance the markets reputation. Nomads should consider the company’s historic track record, although no formal requirements are imposed on past performance. The nomad should also consider the company's management, non-executive directors and business strategy. While AIM companies do not have to comply with the full UK corporate governance Combined Code, they are expected to comply at minimum with the Quoted Companies Alliance (QCA) Guidelines. 

2.37
AIM admission usually takes between three and six months.
 The process begins with test marketing and documentation negotiation as well as a review of key corporate structural issues with advisers. A long form report and accountants’ report is prepared with a working capital review and drafting of the AIM admission document. Senior executive employment arrangements and terms of appointment of non-executive directors are confirmed. The placing agreement is negotiated and legal due diligence report produced. This is followed by verification, ‘pathfinder’ completion meeting, marketing and finalisation of the placing list. A placing proof is prepared and the placing proceeds are received by the broker with a completion meeting. The company can be admitted in week 13 with the proceeds of the placing being paid to the company. The admission document and other papers are finalised at the completion meeting. A market statement of intention to seek admission has to be released 10 days before the admission date.

2.38
The long form report is a financial due diligence report prepared by the company’s reporting accountants. This will generally cover financial performance, taxation, business operations, financial reporting systems, accounting policies and management and employees.
 This must include a statement by the company's directors with regard to the adequacy of the company’s working capital, which must be expressed in clear and unambiguous terms. This must confirm that the company has sufficient capital for 12 months and be expressed clear and unambiguous terms. The working capital statement is usually accompanied by a set of trading and cash flow forecasts to confirm its validity. The report on the company's performance is referred to as the working capital report. Audited historical financial information is to be included in the admission documents for the three consecutive financial years prior to the admission where this is available. Additional information may have to be provided on such matters as substantial acquisitions and disposals immediately before admission or further companies where two businesses are to be merged. The main financial requirements are set out in schedule 2 of the AIM rules.

2.39
Companies seeking admission to the AIM must comply with the AIM Rules as well as the general requirements with regard to offers of securities and financial promotions under the FSMA as well as any separate legal requirements imposed in the countries where the shares are to be offered or the company is incorporated. AIM companies have to produce an admission document that provides equivalent information to that required under the Prospectus rules (an AIM-PD document). This must also comply with the Prospectus rules must be approved by the UKLA where this constitutes a public offer. Most AIM admissions are structured as placements to avoid constituting public offers. This generally requires that they are only offered to 100 persons or only to ‘qualified investors’. 

2.40
A general duty of disclosure is imposed under the AIM rules to ensure that the admission document contains sufficient information to allow investors to forma full understanding of the assets and liabilities, financial position, profits and losses, and prospects of the applicant and of the rights attached to the securities.
 

2.41
Marketing may be conducted using a draft ‘pathfinder’ admission document which will be followed by a final placing proof document. Verification notes are prepared by the solicitors acting on behalf of the company to confirm the accuracy of the statements made in the admission document. The accuracy of the documents is confirmed by directors and non-executive directors in the draft placing agreement or introduction agreement where no funds are being separately raised.
 Directors, shareholders holding 10% of shares, family members and applicable employees are required to sign ‘lock-in’ agreements where the main business has not been independent and earning revenue for, at least, two years prior to admission. This prevents disposal of any interest in the securities within one year from the admission date. Other relevant agreements include the professional advisers agreements, articles of association and memorandum, board resolutions, executive employment agreements and non-executive appointment letters, committee board committee terms of references, powers of attorney and responsibility stamens, placing letters, comfort letters. Companies are required to publish a list of financial, constitutional and corporate documents on their websites under Rule 26 of the AIM rules.

London International Financial Futures Exchange (Euronext.LIFFE)
2.42
The London International Financial Futures and Options Exchange was opened in September 1982.
 It is the largest financial derivatives exchange in Europe and was set up to assist in the management of foreign exchange and interest rate risk after the removal of foreign exchange controls in the UK in 1979. The market was originally based at the Royal Exchange and then moved to Cannon Bridge House in December 1991. LIFFE subsequently became part of the Euronext group in 2002 (changing its name to Euronext.LIFFE).
 Euronext merged with the New York Stock Exchange (NYSE Group) on 4 April 2007 to create NYSE Euronext. This was apparently prompted by attempts by NASDAQ to acquire the LSE. NYSE Euronext entered into merger talks with the Deutsche Börse beginning in November 2008 although the European Commission refused to agree to this in February 2012.[Move footnote 60]
2.43
Trading was initially restricted to currency and interest rate futures. Options were introduced on UK equities in 1992 after the merger of LIFFE with the London Traded Options Market (LTOM). LTOM had been set up in 1978 as part of the London Stock Exchange. LIFFE also merged with the London Commodity Exchange (LCE) in 1996 following which it began to offer contracts in soft commodities and agricultural products (including cocoa, robusta, coffee, white sugar, grain and potatoes) and the Baltic Freight Index (BFI). The BFI had been introduced in January 1985 as part of the Baltic and International Freight Futures Exchange (BIFFEX). This allows ship owners and charterers to hedge against freight rates. This had been set up by the Baltic Mercantile and Shipping Exchange which is the world’s leading market for ships and cargo.

2.44
The Baltic Exchange originally operated out of the Virginia and Maryland Coffeehouse. It was renamed the Virginia and Baltic Coffeehouse in 1744 and then the Baltic Coffeehouse in 1823. This merged with the London Shipping Exchange in 1900 with its headquarters being built in St Mary Axe, London in 1903. Two thousand traders deal on the Exchange’s floor under the motto ‘Our Word, Our Bond’. The Exchange has a board of 15 directors with over 600 registered company members. The Baltic Futures Exchange subsequently merged with London FOX (Futures and Options Exchange) in January 1991.

2.45
Euronext.LIFFE provides a full range of financial, equity and commodity based derivative contracts. These include fixed interest and money market futures and options on sterling, US dollar, Swiss franc, euro, UK stock index futures and options, and UK equity options.

London Metal Exchange (LME)
2.46
The London Metal Exchange (LME) was set up in 1877. It was originally referred to as the London Metal Exchange Company and traded out of Lombard Court in London. The Exchange had been established by merchants in response to the increased demand for tin, copper, lead and zinc across the then British Empire. The original contracts provided for physical delivery. Shippers and producers would accept warehouse warrants issued by purchasers to use as collateral to obtain bank loans.
 The initial three-month forward contract was based on the transit time for copper from Chile to London. Trading on future deliveries with the use of warrants and the telegraph reduced the role of physical location with shipping ports only being used for delivery purposes.

2.47
The market had to be closed during World War I and World War II. The government controlled trading in metals directly with restrictions only being removed on individual products in stages. The LME moved to Leadenhall Street in 1994. The LME is now the largest base metals market in the world. A range of futures and options contracts are provided in the main industrially used non-ferrous metals including copper, primary aluminium, aluminium alloy, lead, nickel, tin, zinc and silver.

2.48
Trading is conducted by open outcry between ring dealing brokers. Open outcry takes place twice a day. The total membership is 150 with 40 ring seats being available. Current membership is around 100 with 14 ring dealers. Other broker members transact with ring dealing firms on a 24-hour inter-office basis. All transactions are cleared through LCH.Clearnet.
 Entry to the ring requires sponsorship by two ring members and an additional subscription fee. Traded options were introduced in 1987 with hedging and speculation previously being conducted through forward contracts entered into on the Exchange. Physical delivery is provided for through an international network of approved warehouses. 
2.49
The LME announced in September 2011 that it would be put up for sale by its 93 members. An initial possible price of £1bn was later reduced to around £750m.
ICE Futures Europe 
2.50
ICE Futures Europe is an electronic trading platform for energy futures. ICE purchased the International Petroleum Exchange (IPE) in June 2001. The International Petroleum Exchange (IPE) is the second largest energy futures exchange in the world. The IPE operates as a futures exchange for crude oil and gas contracts. It provides benchmark prices in two-thirds of the world’s crude oil and the majority of middle distillate traded in Europe. Trading is open outcry on standard terms. Contracts can either be entered into by locals on the floor or through brokers following completion of an execution and clearing agreement with a floor member.
 ICE trading become fully electronic in 2005. ICE purchased the Climate Exchange Plc in 2010 which owns the European Climate Exchange (ECX). This provide a platform for carbon emissions trading based on EU Allowances (EUAs) and Certified Emissions Allowance (CERs).
PLUS Stock Exchange 
2.51
The PLUS Stock Exchange (PLUS-SX) provides cash trading and listing, derivatives and technology services through a regulated market and MTF under the MiFID. PLUS-SX is managed by PLUS Markets Groups Plc. Derivatives trading is carried out through the parallel PLUS Derivatives Exchange (PLUS-DX). PLUS-SX and PLUS-DX provide independent trading. It specialises in providing trading services for small companies which were formerly dealt with through OFEX market. PLUS Markets Group is traded on the LSE AIM.
SIX Swiss Exchange 
2.52
SIX Swiss Exchange is an electronic (screen based) order driven system for liquid European securities. It used to trade as virt-x which acquired Tradepoint which was originally set up in 1995. Virt-x was acquired by SWX in Switzerland in 2002 and was renamed SWX Europe in 2008 with the closure of the London subsidiary. The operations of SWX Europe were transferred to SIX Swiss Exchange in April 2009
. SIX Swiss Exchange is based in Zurich and is a joint owner of Eurex with Deutsche Börse.
 The SIX Swiss Exchange had merged with SIS Group and Telekurs Group in 2008 to create the SIX Group.
2.53
virt-x was originally referred to as Tradepoint which had been established in January 1992 to provide electronic trading in significant UK equities.
 Tradepoint introduced direct dealing in securities by market makers and brokers and fund managers. Orders were posted anonymously in the Tradepoint order book and automatically matched in price and time priority. Total pre- and post-trade transparency was secured through the instant publishing of all trades. Almost all UK listed companies could be dealt with on Tradepoint with clearing and settlement being carried out through the LCH.

2.54
Virt-x was created as a result of a collaboration between Tradepoint and the SWX Swiss Exchange in July 2000. Virt-x was later subsumed within the SWX Group in Spring 2003. Under these arrangements, virt-x became the home market for the Swiss Market Index (SMI) with SMI securities ceasing to be traded on SWX in Zurich. Virt-x also began to use the SWX Trading System for SMI securities and for trading European blue chip equities under service operation and licence agreements. Virt-x was a Recognised Investment Exchange (RIE) under the UK FSMA. 

OMX 
2.55
The OMX is made up of a number of Scandinavian stock exchanges.
 OMX AB was created in 2003 following the merger of OM AB and HEX Plc which now operates eight stock exchanges in Scandinavia through OMX Exchanges with a separate OMX Technology division
. OMX was purchased by NASDAQ in February 2008 which created the NASDAQ OMX Group.The Swedish OM Group had offered Swedish options since June 1985 and was listed on the Stockholm Stock Exchange in 1987. The Stockholm Stock Exchange was privatised in 1992 and merged with OM in 1998. The OM Group established the London Securities and Derivatives Exchange (OM London Exchange or OMLX) in 1989 as a specialist derivatives market. A trading link was set up between OM London and the Stockholm Stock Exchange at that time. An electronic link was also set up between the Copenhagen and Stockholm Stock Exchanges in 1999.

2.56
OM London Exchange later established the UK Power Exchange (UKPX) in June 1999 to trade electricity contracts. The five largest electricity providers in the UK were members with the objective being to set up an integrated exchange and clearing house dealing in electricity spot and futures contracts under the New Electricity Trading Arrangements (NETA).

2.57
JIWAY was a screen-based order and quote driven electronic market set up by OM Group and Morgan Stanley. Brokers would connect electronically with orders being executed through a dedicated order book. Access was initially limited to the UK, Sweden and Germany although this was to be extended into 2001 to France, Italy, the Netherlands and Switzerland. Jiway was subsequently closed in 2003 due to low trading.

Alternative trading systems
2.58
Other alternative trading systems (ATS) or alternative trading platforms (ATPs) have also been established in the UK. These operate in a similar manner to virt-x (now SIX Swiss Exchange) and are generally electronic order driven systems. The LSE is a majority owner of Turquoise which is a UK ATS.
 Other ATSs included OFEX (now run through the UK RIE PLUS Stock Exchange) which provided dealing facilities in small non-listed equities (such as Rangers FC and Arsenal FC).
 Jiway had been established in November 2000 and was subsequently acquired by OM London Exchange. OM had set up a joint venture exchange with Morgan Stanley to provide a screen based order and quote driven electronic market in selected stocks through an application programme interface (API). Jiway was closed in January 2003.
 OM London Exchange has also set up UK Power Exchange (UKPX and now APX Power UK) in June 1999 to trade electricity contracts.

2.59
Many ATSs or ATPS operate in the form of crossing networks. A crossing network allows the matching of buy and sell orders without being routed through a formal exchange. This enables large order transactions to be carried out anonymously and without the price of the underlying security being affected. Crossing networks include Liquidnet, Pipeline, ITG's Posit or Goldman Sachs' SIGMA X  and SIGMA X MTF.


Turquoise

2.60
The LSE operates the Turquoise trading platform, which it acquired a 60% stake in December 2009. Turquoise was originally set up by a consortium of banks, including BNP Paribas, City group, Credit Suisse, Deutsche Bank, Goldman Sachs, Merrill Lynch, Morgan Stanley, Société Générale and UBS in August 2008 to provide discount dealing services on a pan-European basis. Clearing and settlement is provided through EuroCCP. 

2.61
The original objectives were to provide greater competition in secondary trading in European equity markets with innovative services, superior technology and competitive pricing.
 This was extended to include derivatives with the assumption of EDX. Turquoise equity provides secondary trading in US equities, Exchange Traded Funds, Global Depositary Receipts, American Depositary Receipts, Exchange Traded Currency funds and Exchange Traded Commodity funds. IT uses the TQ Integrated Order Book and TQ Midpoint Dark Order Book which cover 2000 securities across 19 countries.

2.62
Turquoise Derivatives provides trading in single stock, index and dividend derivatives using its Pan-European and International Order Book (IOB) equities. The platforms are hosted by the LSE Group which is a majority owner of Turquoise General Holdings Limited (TGHL).


Multilateral Trading Facilities
2.63

UK based EU MTFs include Chi-X Europe which was originally set up by Instinet in 2007 and is 
now held through a consortium of major global financial institutions. Instinet was acquired by Nomura Holdings in February 2007. Chi-X Global is a separate group of international trading platforms
. Chi-X Europe was the first MTF. Other MTFs include Turkois which was set up by nine investment banks in 2008 including both on and off exchange trading in equities and derivatives. NASDQU OMX Europe closed its European Equity MTF in 2010. 
Dark Pools
2.64
Trading may also be conducted through dark pools or dark order books which allow anonymous trading in large stocks off exchange. Dark pools may either be managed by independent companies
, broker-dealer firms
 or other exchanges
. Dark pools operate using crossing networks through ATSs or ECNs without being routed through a formal exchange. Exchange traded products (ETPs) or exchange trading funds (ETFs) are funds traded on stock exchanges rather than platforms themselves. 
Exchange Traded Funds 
2.65
ETFs are made up of packages of shares, bonds or commodities that can be bought or sold during the trading day. The assets held are sold in large blocks or creation units to financial institutions rather than sold separately by the ETF
. Exchange traded notes (ETNs) are unsecured debt securities sold by underwriting banks that guarantee payment in accordance with a tied index. ETPs benefit from high liquidity, low transaction costs and tax relief depending upon the specific market.
CREST
2.66
CREST provides for the electronic settlement of dematerialised (non-paper) securities. CREST is operated by CREST Co Ltd. Electronic settlement was introduced in the UK after the establishment of a Task Force on Securities Settlement by the Bank of England in June 1993. The objective was to create an efficient substitute for the earlier TAURUS system which was to replace the LSE’s previous TALISMAN that had been introduced in 1979. TAURUS was subsequently abandoned in March 1993 following significant cost overruns and delays.

2.67
CREST eligible securities were created under the Uncertificated Securities Regulations 1995 as amended.
 The system allows for the holding and transfer of securities without share certificates and executed transfer instruments. Securities can either be held in a certificated or uncertificated form within CREST. Bearer securities to be dematerialised must be held in a separate register.

2.68
CREST operates on a real-time basis with payment being effected against transfer. Stock transfers take place within two hours of notification with funds being passed through an assured payment system. The registrars of issuing companies are notified of executed transfers to enable them to complete the necessary changes in title registration.

2.69
CREST Co Ltd is also responsible for the settlement of government gilts and money market instruments following the integration of the earlier functions of the CGO and CMO within the CREST system in May 1999.
 CREST provides Central Securities Depository (CSD) services in the UK and also acts as an Electronic Trade Confirmation System (ETC). CREST was acquired by Euroclear in August 2002
.
London Clearing House (LCH.Clearnet)
2.70
The London Clearing House (LCH) was set up as the London Produce Clearing House Ltd in 1888. It was subsequently renamed the International Commodities Clearing House Ltd in 1973 and the London Clearing House Ltd in 1991. LCH was purchased by LIFFE, the IPE and LME in October 1996. LCH was subsequently acquired by Clearnet in 2003 with both companies becoming subsidiaries of a new holding company, LCH.Clearnet Group Limited.

2.71
LCH.Clearnet provides for a range of clearing services to members and exchanges including LIFFE, IPE and LME. LCH.Clearnet acts as a central counterparty which removes credit or counterparty risk on clearing and settlement. Members are subject to minimum financial resources and reporting requirements supported by initial and ongoing margin payment obligations to cover trading commitments. Open positions must be covered on a daily basis either by liquid funds or other collateral. Payments are made through a protected payments system.

Gilt and Cheque clearing
2.72
Separate arrangements apply with regard to UK gilt and cheque clearing. Gilt-edged transactions were formerly cleared through the Central Gilts Office (CGO) which was set up in 1986 by the Bank of England and the LSE. Money market instruments including negotiable paper were cleared through the Central Money Markets Office (CMO) which was set up in October 1990. This provides for the electronic clearing of bearer securities including Treasury and local authority bills, eligible and ineligible bank bills, trade bills, bank and building society certificates of deposit and commercial paper. The CGO and CMO functions have since been transferred to CREST and are now fully dematerialised.

2.73
Separate clearing houses for bank as opposed to security or money market transactions had originally been set up in Scotland and then England in the 18th century as private associations to clear interbank liabilities including demand deposits.
 Early clearing extended to include cheque or bill clearing with more formal systems being set up in the UK subsequently
 Formalised cheque clearing in London dates from 1775. Early clearing included Town Clearing (for City of London banks), Metropolitan Clearing (the London postal districts) and County Clearing (the rest of England and Wales).

2.74
The Association for Payment Clearing Services (APACS) was set up in 1985. Clearing was then effected under the Cheque & Credit Clearing Company for bulk clearing, the Clearing House Automated Payment System (CHAPS) for same-day electronic credit transfer and Bankers Automated Clearing Services (BACS) which provides clearing for settlement member transactions or sponsored firms. Currency clearings are generally carried out through the Currency Clearing Committee with a separate Cheque Card Policy Committee operating the Cheque Card Scheme and Uniform Eurocheque Scheme in the UK under APACS. Scotland and Northern Ireland also operate separate cheque and credit paper clearing.

Exchange Regulation, Structure and Operation
2.75
Exchanges have been subject to significant and often fundamental pressures for change and reform in recent years. These have included continued growth in the demand for investment funds and capital appetite, relentless advances in technological support and delivery, significant consequent improvements in processing speeds, reliability and security, and related cost savings. These have also occurred within a larger trading environment dominated by continued deregulation, capital mobility and globalisation. This has, in particular, resulted in the corporatisation and demutualisation of many exchanges and with increased competition, diversification, automation, cross-border integration and continued financial innovation and re-engineering and restructuring across many markets and in many countries.

2.76
A number of difficult issues nevertheless remain to be resolved with regard to the current treatment and future expansion and development of exchanges. These are partly internal and relate to functional or operational matters and governance. Functionality related issues include information management and distribution, electronic trading and order routing, straight through processing, cost, speed and security and linkage. External factors include capital and funding, ownership and governance, regulation, consolidation (and relations) and competition.

2.77
These challenges are also not only important from the perspective of the exchanges themselves but also in terms of the proper function and responsibility of regulatory authorities. A number of difficult issues remain to be resolved in terms of the regulatory treatment of exchanges and exchange activity. This includes how exchanges should be recognised for regulatory purposes, information advantages managed, pricing regulated, market conduct controlled, rules’ breaches disciplined and operational failures and more significant crashes or crises prevented or managed.

2.78
The exchange industry is accordingly going through a period of rapid transformation at the present time. The potential advantages and contribution of capital provision are accepted although the means through which this should be delivered and regulated are not completely clear at this time. This raises both internal and external challenges for the exchanges themselves and their regulatory agencies. The purpose of this section is to highlight some of the key issues that still have to be considered and resolved. These are specifically concerned with exchange regulation, exchange recognition, exchange function, exchange structure and ownership, exchange governance and exchange conduct.

Exchange regulation
2.79
Markets and exchanges must operate within an appropriate legal and regulatory infrastructure. This is necessary to control the various risks and exposures that arise. These principally consist of financial exposures (including credit risk, market risk, interest rate risk, foreign exchange risk and insurance related risks) as well as operational and legal risks.
 With regard to exchanges, in particular, additional settlement or delivery related exposures also arise.

2.80
Many regulatory systems now operate on a risk basis which involves the identification and imposition of specific sets of controls with regard to each of the main risks involved.
 The new UK approach developed under the FSMA combines both a more general supervision by risk and a more specific risk by risk approach. Supervision by risk measures the performance of the FSA in carrying out its regulatory functions having regard to the statutory objectives imposed.
 Risk by risk refers to the identification of core exposures under the final prudential sourcebook (PRU) which is still being constructed (credit risk, market risk, insurance risk, liquidity risk, group risk and operational risk) in respect of which separate capital and controls based requirements are to be imposed.

2.81
Regulation may be imposed either on financial institutions carrying on particular transactions or on exchanges directly. A range of financial activities will be covered by the general prohibition imposed under the law of any particular country on unauthorised activities. This will generally include deposit taking (banking), offering or entering into insurance contracts or otherwise providing insurance cover and various dealing, arranging deals, managing, advising on and providing custody services in relation to securities. Financial intermediaries and individuals carrying on financial activities will be required to be authorised (licensed) to carry on the particular activity. This will involve complying with a range of initial and ongoing suitability (fit and proper), capital and systems and controls requirements. They will also be subject to continuing supervision which will include submitting regular prudential returns, holding meetings with regulatory authorities and complying with any additional information or documentation requests, inspections or verifications or other administrative or regulatory directions.

2.82
Regulated persons in the UK have to be authorised to carry on financial activities and hold the particular permission requirement in respect of the specific activities involved under the FSMA (ss19 and 21).
 This is, in particular, necessary to allow European firms exercising Treaty rights or passport rights under relevant financial directives (in the banking, securities and insurance areas) to enter into UK markets.
 Authorised persons then have to comply with all relevant regulatory obligations including those imposed under the UK FSMA and the FSA’s Handbook of Rules and Guidance (issued under ss138 and 157, FSMA).

2.83
Stock markets and exchanges are subject to specific recognition requirements.
 This will involve complying with a number of conditions including maintaining appropriate membership rules, capital and margin requirements, trading rules and complaints, disciplinary and dispute resolution procedures. Parallel provisions apply with regard to clearing houses. While the exchanges will impose specific requirements on admission of securities to trading, more general requirements will also be imposed on listing and public offers.

2.84
Market counterparties will have to comply with general regulatory requirements such as those imposed under the UK FSMA and FSA Handbook of Rules and Guidance as well as any specific rules applied by the exchanges on which they operate. Professional or wholesale counterparties are generally subject to a limited number of specific conduct of business rules but are expected to comply with the general guidance set out in the FSA’s Inter-professional Code of Conduct in Chapter 3 of its Market Sourcebook (MAR) which is included within Block 2 of its Handbook. This will apply, for example, with regard to wholesale OTC derivatives dealings in the UK.
 This replaces the earlier standards imposed under the London Code of Conduct and the Green Paper concerning the oversight of the wholesale cash and OTC derivatives markets.
 The objective is to maintain confidence in the financial system and secure good market practice by firms undertaking inter-professional business by increasing certainty, setting out specific standards for inter-professional business where general principles are inappropriate and specifying the FSA’s understanding of certain market practices and conventions (MAR 3.2.1). General standards expected of firms undertaking inter-professional business are provided for, including suitability and advice, communication of information, clarity of role, marketing incentives, inducements and payments in kind (MAR 3.4.1–16). Separate provisions are included with regard to transactions at non-market prices, taping and firms acting as wholesale market brokers or undertaking transactions through them (MAR 3.5–7).

2.85
The status of MAR 3 and the Inter-Professional Code was reconsidered as part of the FSA’s consultation work on implementing the MiFID in the UK. With the introduction of the ‘Eligible Counter Party’ (ECP) classification under the MiFID, the FSA decided to delete MAR 3 and provide additional guidance on ECPs within PRIN and further rules and guidance on non-market price transactions in COBS and other best practices provisions in its ‘Marketwatch’
. MAR 3 was considered unnecessary following MiFID implementation and many requirements had become standard market practice already
.
2.86
A number of international standards have also been agreed and promulgated in recent years concerning the operation of banking, securities and insurance markets. Banking provisions are generally produced by the Basel Committee on Banking Supervision which was set up at the Bank for International Settlements, Basel, Switzerland at the end of 1974.
 The Basel Committee has produced general Core Principles for Effective Banking Supervision in 1997 and a supporting Methodology in 1999
 as well as a number of more specific supervisory and regulatory papers. These include provisions governing the supervision of internationally active banks and common standards in connection with various specific regulatory matters such as capital adequacy, systems and controls, financial derivatives, electronic banking and financial conglomerates.
 The International Association of Insurance Supervisors (IAIS) has issued a more limited number although essentially parallel set of papers in the insurance area. These principally consist of its revised Core Principles for insurance undertakings and Supervisory Concordat.
 IOSCO issued its Objectives and Principles for Securities Regulation in September 1998 which contained equivalent provisions to the Basel Committee and the IAIS core principles in the banking and insurance areas.
 The Technical Committee and other working groups within IOSCO have also issued a large number of other papers in more specific matters over time.
 The main provisions issued by each of these have been updated and extended since the recent financial crises.
2.87
The production of relevant common standards governing stock markets and exchanges, in particular, has only occurred in recent years. This reflects the later cross-border development of market and exchange services. Market and exchange activity had generally been conducted solely at the domestic and local level until recently. While cross-border banking dates from the late 1950s and early 1960s, equivalent activity in the exchange area was only possible from the late 1980s and early 1990s with the significant improvements that occurred in telecommunications and advances and cost savings generated in computer software and hardware support. These technological advances were necessary to allow stock portfolios to be managed on a 24-hour basis. IOSCO itself only became a formal technical committee in the securities area in 1984 with many of its more important regulatory papers only being produced during the 1990s and subsequently.

2.88
A separate World Federation of Exchanges (WFE) was originally set up as the International Federation of Stock Exchanges (Federation Internationale des Bourses de Valeurs or FIBV) in 1961 although without any formal regulatory mandate or intent at that stage.
 Representatives of a number of European bourses had met earlier in Paris in 1957 to discuss possible international cooperation between exchanges although these relations were not formalised until 1961. No major policy documents were, however, produced in this area until the late 1990s. The original FIBV only changed its name to the WFE in 2001 with the expansion of its membership to include derivative markets, clearing houses, settlement agencies and other financial services operators. The WFE now has 57 member exchanges with 21 affiliates and 34 correspondent bourses.

2.89
The two main sets of international provisions that applied to stock markets and exchanges specifically were the 2002 Market Principles issued by the WFE
 and the 1998 IOSCO rules governing issuers (Principles 16, 17 and 18) and secondary markets (Principles 33-38) as set out in its Principles and Objectives for Securities Regulation.
 A series of Market Principles had been  produced by the WFE in 2002 (n210) although these have since been replaced by a separate set of membership criteria based on significant size in country of origin, be subject to statutory regulation, allow capital raising and risk management, pursue purposes in the public interest or public good, and comply with the qualifying characteristics of the WFE and pay fees.
WFE
2.90
The WFE Market Principles provide guidance on the minimum standards that apply with regard to organisation, regulation and supervision to qualify as an organised market. All members of the WFE are expected to comply with the principles on a continuing basis although no formal oversight or disciplinary arrangements are maintained. While all member exchanges are expected to adhere to the Market Principles, exchange member firms must also act in accordance with all applicable local laws, rules and regulations.

2.91
The Market Principles consist of 14 sets of recommendations governing the organisation, trading and clearing and settlement of exchanges as well as market conduct and dispute resolution. The provisions governing organisation and operations include specific measures concerning legal status, statutes, market participants, monitoring, organisational structure, regulatory infrastructure, systems and funding (Principle 2). Further provisions are included with regard to access (Principle 3), supervision, surveillance and enforcement (Principle 10), dispute resolution (Principle 9) and compliance (Principle 10).

2.92
Further measures are included with regard to listing (Principle 4), trading (Principle 5), transparency (Principle 13), trading and settlement (Principle 6). Separate measures apply with regard to investor protection (Principle 11) and business conduct (Principle 12). Business conduct includes specific recommendations concerning honesty and fairness, diligence, customer information, conflicts of interest and compliance. Additional measures are included with regard to IT systems, risk management and foreign investment access (Principles 7, 8 and 13).

2.93
The WFE provides reports and studies on a number of topic areas and regularly responds to other consultation and legislative or regulatory proposals. The main topic areas include OTC markets, sustainability, derivatives, regulation and fixed income markets. 

2.94.
The WFE has also issued guidance on clearing and settlement
 as well as other market reports.
 The WFE provides regular market statistics through its website, publishes other exchange related papers and surveys as well as a regular newsletter. Related activities include collating industry statistics and business news, carrying out business management surveys and thematic studies, issuing general standards, organising conferences on current issues and developing professional relations including with other technical committees or organisations such as the International Options Market Association (IOMA).
 The WFE has been associated with the International Options Market Association (IOMA) since 2002.
IOSCO
2.95
The IOSCO Objectives and Principles of Securities Regulation contain three general objectives for securities regulation and 38 more specific principles with supporting guidance. The objectives are essentially concerned with promoting investor protection, ensuring that markets are fair, efficient and transparent and reducing systemic risks.

2.96
The principles are then divided into eight sets of measures governing securities regulators, self-regulation, enforcement, cooperation, issuers, collective investment schemes, market intermediaries and secondary markets. The provisions governing issuers are generally based on disclosure, fair treatment and appropriate verification.
 Six further principles are imposed with regard to secondary markets.
 These are generally concerned with trading systems, transparency, manipulation and disruption as well as the maintenance of effective clearing and settlement. A further set of principles was added in 2010 on auditors, credit ratings agencies and other information providers (Principles 19-23).
2.97
Additional guidance is provided on the application of each principle in the text. Markets include any facilities or services relevant to equity and debt securities, options and derivative products including off-exchange systems such as electronic bulletin boards and internal proprietary systems.

Payment and settlement
2.98
A number of separate papers have been issued at the international level in connection with clearing and settlement. It is essential that all markets or exchanges maintain effective arrangements for the clearing and settlement of contracts and trades. While bid and offer prices will generally be matched as part of the trading process, net commitments are calculated under the clearing with settlement arrangements maintained which provides for final delivery of the respective securities and corresponding payment.
 Clearing and settlement can either be carried out by the market or exchange itself (through straight through processing or a vertical silo arrangement) or through a separate third party operator.

2.99
One of the most important early papers in this area was issued by the G30 in 1999 which recommended the adoption of electronic settlement and made nine recommendations with regard to the establishment of effective settlement systems.
 Three main types of Delivery versus Payment (DvP) can be used including net settlement at end of day, real time gross delivery with end of day net cash settlement and real time gross delivery and payment.
 The majority of national systems currently provide for settlement within three days of trade (T+3) although this is to be reduced to T+1 and with real time gross settlement.

2.100
The BIS Committee on Payment and Settlement Systems (CPSS) has issued a number of more specific papers in this area. The CPSS was originally set up as the Group of Experts on Payment Systems by the Governors of the G10 central banks in 1980. Payment systems developments in the G10 were initially examined under a 1985 (Red Book) Report. Separate reports were then produced on netting schemes in 1989 (the Angell Report) and on interbank netting in 1990 (the Lamfalussy Report). The Angell Report considered the main types of financial risks involved in netting, the different types of netting available
 and institutional alternatives. The Lamfalussy Committee examined the policy implications of cross-border and multi-currency netting. The policy objectives and implications of netting were examined with an identification of the objectives of central banks in this area, the impact of netting on credit, liquidity and systemic risk and the more general implications of netting in markets and central banking and supervisory practice.

2.101
The most important paper subsequently issued by the CPSS was the Core Principles for payment and settlement systems in 2001.
 These parallel the Basel and IAIS core principles on banking and insurance supervision and IOSCO’s objectives and principles for securities regulation. The principles were prepared by a Task Force on Payment System Principles and Practices which had been set up in May 1998 with a first draft being published in December 1999. The Core Principles include a number of recommendations including the establishment of a well-founded legal basis for payment (Principle 1), participants having a clear understanding of relevant financial risks (Principle 2), clearly defined management procedures for credit and liquidity risks (Principle 3), prompt final settlement (Principle 4), daily settlement within multilateral netting systems (Principle 5), central bank or low risk settlement assets (Principle 6), security and operational reliability (Principle 7), payment efficiency (Principle 8), objective and publicly disclosed participation criteria (Principle 9) and effective, accountable and transparent governance (Principle 10).

2.102
The CPSS has since issued two joint papers with IOSCO on securities settlement systems
 and central counterparties.
 The report on securities settlement was prepared by a task force which was set up in December 1991 made up of central bankers and securities regulators. Nineteen final recommendations were produced in November 2001 following a draft in January 2001.
 A subsequent implementation methodology was issued in November 2002.
 The report on central counterparties was prepared by a separate task force on securities settlement systems which examined possible standards for risk management by central counterparties (CCPs) to operate between parties within a securities settlement system (SSS). Fourteen recommendations and explanatory guidance were produced.

2.103
The CPSS has issued other important policy and operational papers in the payment and settlement area including a glossary of terms,
 general guidance on payment system development,
 central bank oversight
 and developments in large-value payment (LVP) systems.
 All of this provides the basis for the application of a substantial set of common international standards for the design and operation of money and securities payment and settlement systems. The CPSS issued a paper on payment and settlement system interdependence immediately before the financial crisis in summer 2008 and a later paper on financial market infrastructures with new and strengthened standards for payment, clearing and settlement in 2011
. A report on foreign exchange risk was also issued in May 2008
. Following the crisis the CPSS has issued a paper on clearing industry developments and OTC derivatives data reporting and aggregation
.
EU Directives and MiFID II
2.104
A number of separate initiatives have been taken forward in the securities area within the EU. Early papers were produced on listing and public offers with a full set of passport rights being provided for investment firms under the 1993 Investment Services Directive (ISD).
 This included three specific rules with regard to markets and exchanges that opened them up to bank membership, reduced the scope for concentration (that is national rules requiring dealing to be carried out on-exchange subject to certain exceptions) and enhanced price transparency rules. Central capital adequacy rules for securities activities were set out in the 1993 Capital Adequacy Directive (CAD).
The ISD is now to be the Markets in Financial Instruments Directive (MiFID)
 and CAD by the Capital Requirements Directive (CRD)
 which will implement Basel II within the EU.

2.105
The MiFID was adopted on 27 April 2004
 and will come into effect in 2007 after an extended implementation period. The Directive applies with regard to the instruments set out in Annex I, Section C.
 The MiFID contains restated passport provisions for firms carrying on investment business within the EU, a revised definition concerning the scope of investment business, new conduct of business rules (including best execution and conflict of interest standards), amended provisions on regulated markets and multilateral trading facilities (MTFs) and new pre-trade and post-trade transparency obligations. The Committee of European Security Regulators (CESR) has been preparing relevant implementing rules.
 The European Securities Committee (ESC) began its informal consultation in March 2005 and formal consultation in September 2005. The FSA issued a consultation paper in October 2005 with a Treasury consultation paper to follow in 2006 on UK implementation.

2.106
The MiFID contains new provisions concerning regulated markets and MTFs. The objective is to make all market transactions subject to equivalent provisions to promote competition and ensure that they operate in a fair and efficient manner. Regulated markets are to be subject to express pre- and post-trade transparency obligations, new admission to trading rules and suitability requirements.
 Disclosure obligations are imposed on bid and offer prices and contract sizes. Admission to trading is to be subject to clear and transparent rules with persons directing the business and operations of a regulated market being subject to all applicable suitability requirements. Operating an MTF is an authorised activity and subject to passport rights. Operators must nevertheless ensure that their markets are subject to objective and transparent access rules with fair and orderly procedures for trading and order execution. Regulated markets and MTFs are to be subject to equivalent pre- and post-trade disclosure obligations with OTC trading being subject to new volume and price disclosure requirements. Continuous firm quotes must also be provided by systemic internalisers.

2.107
Other securities related measures have been adopted in the EU under the Prospectus Directive,
 the Transparency Directive
 and the Market Abuse Directive.
The Prospectuses Directive provides for the recognition across the EU of prospectuses approved by the home Member State. This replaces the earlier May 2001 consolidating measure and other prospectus and public offer directives. The Transparency Directive sets out consolidated disclosure requirements for issues of securities admitted to trading on a regulated market including the provision of periodic reports. Accurate, comprehensive and timely information is to be disclosed concerning security issues to build sustained investor confidence and allow informed assessment of business performance and assets. Minimum requirements are imposed with regard to the disclosure of periodic and continuing information concerning issuers whose securities are already admitted to trading on a regulated market situated or operating within a Member State although home authorities may impose more stringent requirements.

2.108
The Market Abuse Directive contains revised prohibitions on the abuse of price sensitive information and restrictions on other forms of market manipulation or distortion. This creates EU level provisions equivalent to those imposed under s118 of the UK FSMA
 and the US Fair Disclosure Regulations and Sarbanes-Oxley Act and supporting measures. The Directive generally applies to the use of information that is not publicly available for a person’s own advantage or the advantage of another (insider dealing) and the distortion of the price setting mechanisms of financial instruments or the dissemination of false or misleading information (market manipulation).

2.109
Following the financial crisis in 2008-2009, the European Commission issued a Consultation Paper on Crisis Management in the Financial Sector in October 2010
. The Commission issued a Communication on crisis management and resolution in October 2009 and on limiting moral hazard and protecting public funds in May 2010 
. A separate European Parliamentary report was prepared on Cross-Border Crisis Management in the Banking Sector
. This work was drawn together under the October 2010 Communication. This outlined a number of objectives
. The  principal elements of an appropriate crisis management framework were outlined. 

2.110
A number of other financial issues have been considered at the European level. These included EU supervision, corporate governance, the revision to the Capital Requirements Directive (CRD IV), the revised Markets in Financial Instruments Directive (MiFID II), the European Markets Infrastructure Regulation (EMIR), the Securities Law Directive (SLD), the Central Securities Depository Legislation (CSD), the Alternative Investment Fund Managers’ Directive (AIFMD), the Packaged Retail Investment Products (PRIPs), the revised Undertakings for Collective Investment in Transferrable Securities (UCITS), Short Selling, Credit Ratings Agencies Directive, Solvency II, Financial Conglomerates Directive (FICOD), Insurance Mediation Directive (IMD) and review of other key financial directives including the MMAD, Transparency Directive, Prospectus Directive and Deposit, Investor and Insurance Scheme Directives
. The UK policy response on European, international and domestic financial regulation was outlined in a Speech by the Financial Secretary to the Treasury, Mark Hoban, in June 2010
.

2.111
A number of new supervisory agencies were created in the EU in September 2010 which began operations at the beginning of 2011. A framework European System of Financial Supervisors (ESFS) was established which consists of the new European Supervisory Authorities (ESAs) and the European Systemic Risk Board (ESRB). The ESFS is responsible for overseeing the European financial sector as a whole including on both a micro and macro-prudential basis with micro functions being carried out through the ESAs and macro oversight through the ESRB. The ESFS facilitates the exchange of information between the ESAs and ESRB and provides advice to the EU and Member States on financial matters. The ESRB is the new macro-prudential entity for the EU which monitors potential threats to the stability of the financial system as a whole. The ESRB is made up of representatives from Member States central banks and the ESAs. It also settles supervisory disputes and will co-ordinate crisis responses in future and is responsible for the direct supervision of credit rating agencies (CRAs). The earlier financial sector committees were replaced by three new ESAs with the European Banking Authority (EBA) based in London, the European Securities and Markets Authority (ESMA) in Paris and the European Insurance and Occupational Pensions Authority (EOPIA) in Frankfurt. The ESAs are responsible for the development of a new European single financial rulebook and oversee the quality and consistency of the supervision conducted by national authorities. 

2.112
The Commission has also been examining the MiFID in particular following the global financial crisis and has produced a separate European Markets Infrastructure Regulation (EMIR) to deal with specific structural difficulties identified, such as with regard to trading in OTC derivatives markets and credit default swaps. The EMIR was adopted on 15 September 2010
 with the Commission producing the draft MiFID text II in October 2011 with a parallel draft Regulation amending the EMIR
. The EMIR establishes uniform requirements for financial counter parties, non-financial counter parties (above certain thresholds) and all categories of OTC derivatives with certain exempt persons
. A core clearing obligation is imposed on counter parties (Art.3) and reporting obligation on counter parties and trade repositories (Art.6) with a separate risk mitigation obligation in respect of OTC derivative contracts not cleared through a CCP (Art.8)
. CCPs must be authorised and supervised and comply with specific operational and prudential requirements
. Interoperability arrangements with other CCPs are subject to specific risk management and approval conditions
. Trade repositories have to separately registered on application and comply with specified governance, organisational and operational requirements
. Clearing will be determined on both a ‘bottom-up’ approach through the CCPs and a ‘top-down’ approach under the ESMA to determine all appropriate OTC contracts to be covered. Relevant non-financial institutions having a systemically important position in OTC contracts will be determined in accordance with specified information and clearing thresholds
.

2.113
The Commission held a ‘MiFID one-year on’ Conference in Brussels in November 2008 with a Public Hearing on its ‘Review of the Markets in Financial Instruments Directive (MiFID)’ in September 2010. A formal Consultation document was issued in December 2010
 with a UK response document
. Specific difficulties with the original MiFID were identified in terms of increased competition and market fragmentation, unequal benefits through market and technological advance, regulatory gaps in respect of specific instruments and the need for additional specific investor protection revisions. Oversight of commodity derivatives markets had to be extended with regulatory discretion at the national level being limited in accordance with the de Larosiere recommendations
. The key objective of the MiFID review was to ensure that all organised trading was conducted on regulated venues including regulated markets, multilateral trading facilities (MTFs) or organised trading facilities (OTFs) with equivalent pre and post-trade transparency requirements applying in each case. Adjusted provisions apply with regard to systemic internalisers (SIs) within major firms. The MiFID requirements, and especially with regard to conduct of business and conflict rules, are extended to apply to other ‘like products and services’ including structured deposits offered by credit institutions, non-advisory own securities sales and local entity business
. The revised Directive contains a number of other more specific amendments and extensions
. The draft Regulation amends the earlier MiFID implementing Regulation 1287/2006
. The overall effect of these measures is to extend the earlier provisions to apply to all new trading venues, including OTFs, respond to technological trading innovations such as with regard to algorithmic and high frequency trading (HFT) activities, increase transparency, strengthene commodity derivative regulation and enhance investor protection.
Market documentation
2.114
In addition to the main international standards produced by IOSCO and the CPSS as well as the emerging EU framework, a significant amount of work has been carried out in the issuance of common contractual provisions on the basis of standard form documentation in a number of particular markets or for particular transactions. The use of standard form documentation is a useful device to determine the rights and obligations of parties to financial contracts especially in otherwise unregulated or OTC markets.

2.115
Such standard form documentation is used in the domestic and international term and syndicated loans market, the international bond markets and OTC derivatives market. UK and international term and syndicated loans are often stated to be governed by the standard agreement produced by the Loan Market Association (LMA).
 This provides a full contractual template governing the rights, obligations and remedies of parties to such contracts which can be revised for application in any particular case. International bond issues are generally subject to the standard terms and guidance produced by International Capital Markets Association (ICMA) which replaces the earlier International Primary Markets Association (IPMA) and International Securities Markets Association (ISMA).
 This provides for a number of standard procedures and terms and conditions for the initial primary issuance and subsequent secondary trading in bond contracts. Many of these sets of master documents were reconsidered following the financial crisis although most provided the necessary clarity and certainty required with few amendments being considered necessary.
2.116
The most commonly used standard documentation in the OTC derivatives market is produced by the International Swaps and Derivatives Association (ISDA). ISDA has issued a large number of standard contracts including model documents (master agreements) with standard definitions for use in connection with a large number of more general and specific derivatives contracts. Contract notes are used in particular transactions to incorporate the terms of the master agreements subject to specific amendments. The most commonly used document has possibly been the 1992 Master Agreement
 and then the 2002 Master Agreement.
 This is applied with regard to the ‘transactions’ specified which are then governed by the master agreement and its schedules andsupporting definitions. Revised definitions were produced in 2000, consolidating the original 1991 terms with subsequent supplements and revisions. An EMU protocol was issued in May 1998 with a 2000 supplement to the 1993 ISDA commodity derivatives definitions and a revised annex to the 1998 FX and foreign option definitions. A number of other more specific protocols and amendments have been issued subsequently

2.117
These sets of standard form contracts and guidelines are of considerable value in practice in confirming the rights and obligations of parties to financial contracts. This provides certainty and predictability while operating in an easy-to-adopt and apply manner. The effect is to create a surrogate or alternative form of financial regulation based on private contract in otherwise unregulated markets and sub-markets. These will apply in addition to any separate trading rules or more general financial laws applicable within a particular exchange or country. Such market based solutions are also to be preferred wherever they can be used due to the additional practical expertise provided with trade association involvement. The non-legal nature of the process also allows amendments to be issued and new documentation produced as markets change and develop. Market based solutions tend to be cheaper and more cost effective without the need for separate external regulatory costs.

2.118
Markets and exchanges are accordingly governed by a range of standards and requirements at this time. Stock markets and exchanges will impose their own trading and dealing rules on member firms and individuals in addition to the general regulatory requirements applicable to authorised persons in any particular jurisdiction. Exchange rules will often implement relevant international standards and principles such as those produced by the WFE as well as IOSCO and the CPSS. An increasingly complete and substantial body of provisions is being produced in each of the main areas involved with further measures being developed as markets and market practice continue to change and develop. A growing body of regulatory provision is also being constructed within the EU based on the MiFID and MiFID  II as well as Prospectus, Transparency and Market Abuse Directives with other measures in the payment and settlement areas to follow. The standard form documentation used in other OTC and unregulated markets also provides predictability and certainty in financial dealings. All of these measures will be further reviewed and revised as market practice and structure continue to evolve over time.

Exchange recognition
2.119
In setting up an appropriate control framework for stock markets and exchanges, one of the most difficult initial problems that arises is determining what is an exchange. A stock market or exchange can be provisionally defined as any organised or regulated marketplace for the trading of government or corporate stock (debt or equity) and any related derivative instrument.
 This may nevertheless include occasional or itinerant auction markets, more traditional locational markets (with trading pits), OTC markets, electronic markets and internal dealer firm or order book markets.

2.120
In terms of regulation, the authorities can also either attempt to control the exchange itself or the intermediaries operating the exchange. These distinctions have become even more complex with the continued development of electronic facilities, more limited functional services (only covering such more specific activities as price disclosure, order routing or clearing and settlement) and the internalisation of order matching within financial institutions.

2.121
Within the UK, exchange operators may either apply to become recognised investment exchanges (or recognised clearing houses) under Part 18 FSMA or become authorised persons (under ss19 and 31(1)(a), FSMA).
 An investment exchange is not, however, defined under the FSMA as such. The Act simply refers to a ‘recognised investment exchange’ which means an exchange in relation to which a recognition order is in force.
 A ‘recognised clearing house’ is only referred to as a clearing house in relation to which a recognition order has been made.
 Relevant orders are issued where the recognition requirements are satisfied
 as specified by the Treasury
 The requirements generally relate to maintaining appropriate dealing facilities, being a fit and proper person, having adequate financial resources, co-operation, standards, dealing rules, records and discontinuance. An exchange is accordingly defined in the UK in terms of the conditions that it has to satisfy to obtain recognition rather than in terms of its essential nature or function.

2.122
The FSA issued a separate consultation paper on market infrastructure which considered the difficulties that arise with the fragmentation of formal exchanges and the provision of a range of pricing and dealing services through other service operators.
 The FSA has subsequently added a definition of ‘alternative trading systems’ to the glossary of terms included within its Handbook of Rules and Guidance. This refers to a system that brings together multiple buying and selling interests in designated investments (other than life policies or stakeholder pension schemes) within the system and according to non-discretionary rules set by the system’s operator in a way that results in a contract although this does not include a system operated by an RIE, a regulated market or an EEA commodities market or a bilateral system.
 The FSA rules were amended to give effect to the additional obligations set out in the Committee of European Securities Regulators (CESR) consultation on ETS.

2.123
The same distinction between a regulated market and investment firms was incorporated into the original 1993 Investment Services Directive (ISD).
 Passport rights were then made available in each case. This approach was continued under the MiFID,
 which also incorporated a new definition of ‘multilateral trading facility’ (MTF). An MTF is a multilateral system operated by an investment firm or a market operator that brings together multiple third party buying and selling interests in financial instruments (in the system in accordance with non-discretionary rules) in a way that results in a contract in accordance with the provisions of Title II of the Directive. This essentially follows the same definition included within the CESR standards and FSA Handbook. The MiFID then imposes equivalent obligations on MTFs to treat them in the same manner as formal exchanges and regulated markets.

2.124
The SEC adopted an equivalent approach under the Securities and Exchange Act 1934 in the US although it attempted to clarify the meaning of an exchange and related electronic communications networks (ECNs) in more detail subsequently. The Securities and Exchange Act includes a definition of exchange
 and exchange facilities.
 The Act also provides definitions for broker
 and dealer.
 Exchanges must either be registered or exempt. Exchanges can be exempt where only a limited volume of transactions are effected and it is not practicable and not necessary or appropriate in the public interest or the protection of investors to require registration.
 Broker dealers must register with the SEC and with a self-regulatory organisation (SRO) such as the NASD.
 Institutions can confirm that registration is not required through a ‘no action’ procedure with the SEC.

2.125
The Securities and Exchange Act was amended in 1975 to develop a ‘national market system’ for securities (NMS) and to direct the SEC to establish such a system.
 The purpose was to attempt to preserve and strengthen the securities markets as an important national asset. This had originally been referred to by the SEC in 1971.
 Four sets of market reforms were subsequently identified to attempt to establish the NMS. These were essentially based on disclosure, best practices, access and integration.
 The NMS would also be supported through the establishment of a consolidated quotation system (CQS), a consolidated tape association (CTA) and an inter-market trading system (ITS).

2.126
Establishment of the NMS was intended to reduce market fragmentation as well as limit ‘institutionalisation’ of trades within firms. This was to be achieved through SEC rules and rule amendments including on the quotation and reporting of transactions by broker dealers and the use of new electronic communications networks (ECNs). An ECN is defined as any electronic system that widely disseminates to third parties orders entered into by an exchange market maker or OTC market maker and which permits such orders to be executed in whole or in part.

2.127
The SEC subsequently attempted to clarify the definition of an exchange further in a Concept Release in 1997
 and in relation to the Delta litigation
 and AZX application for exemption.
 Exchanges must generally provide trade execution facilities, engage in price discovery, centralise trading with competing orders and ensure the entry of buy and sell quotations on a regular basis. If a trading system is classified as an exchange, it must also have members other than broker dealers only, provide fair representation in its management (governance), act as a competent SRO in ensuring that its members comply with relevant securities laws and participate in the NMS.
 Application of these measures can nevertheless cause considerable difficulties in practice especially having regard to the nature of more complex modern electronic systems and services.

2.128
All of this confirms the difficulties that arise in attempting to define exchanges, market operators and other supporting electronic systems and in designing an appropriate regulatory regime to control their activities.
 This remains a difficult issue especially as ever more specialist (single function) and integrated (multifunction) electronic systems and market related practices and networks or arrangements are developed over time. The main issue from a regulatory perspective remains the identification of all parties or entities that generate risk and the proper measurement and management of the exposures covered.

2.129
It is to be expected that no perfect definition of exchange or related investment activity may emerge. The distinction between exchange and dealer may remain of use for some time for regulatory purposes. In addition to the main exchanges, however, there will also have to be a regulatory category of electronic systems that carry out equivalent functions (including ATSs or ATPs, MTFs and ECNs). A third category of other service providers should also be maintained to deal with residual services or facilities. This would then effectively create a combined functional and graded or tiered approach to exchange regulation.

Exchange function
2.130
Markets carry out a number of core functions including price disclosure, trading or dealing, clearing, settlement and trade and transaction reporting.
 The objectives set are effective information collection and management, electronic trading, establishing efficient if not full straight through processing and securing quick, cost effective and secure dealing. With regard to trading specifically, the key elements would appear to be pre-trade price discovery, order routing (safe delivery) and order execution with full contract finality and enforceability. Establishment of an effective trading or dealing infrastructure is accordingly essential although a number of difficulties can again arise in this regard.

2.131
The purpose of secondary markets can be considered to be to provide liquidity, price discovery and risk transfer capability
 Liquidity or market capability refers to the capacity to buy or sell an asset in a quick and cost effective manner and without damaging the price.
 Price discovery is concerned with identifying the most appropriate market clearing price or equilibrium. Ask and offer prices and volumes are then matched at that price. Where bids do not correspond, a bid-ask spread arises with no single market clearing price being produced. Price discovery can be carried out in a number of ways that may produce different equilibrium figures. Under finance theory, a ‘Walsarian equilibrium’ results when there is no excess demand or supply that could alter the clearing price.
 Alternatives to classical (Walsarian) definitions of competitive equilibrium include rational expectations equilibrium (REE) models in which agents react to prices and price movements. One effect of REE models is to reduce information asymmetry in markets.
 Further difficulties nevertheless arise with regard to fully revealing REE models especially in terms of realism, substitution and information effects.

2.132
Certain additional difficulties also arise with regard to efficiency in information economics and the justification for regulatory intervention. The ‘efficient markets hypothesis’ specifies that markets are efficient where all relevant information is fully and instantaneously reflected in the market price.
 Mandatory price and quote disclosure is therefore claimed to be necessary to provide sufficient information to allow markets to be informationally and allocatively efficient.
 This is nevertheless again questioned by many economic writers.
 A number of micro-structure papers have confirmed the importance of transparency in improving informational efficiency although further difficulties again arise with this literature.
 The result is that it is not theoretically clear whether mandatory disclosure of price and quote information should be imposed, at least, in all cases.

2.133
Separate issues arise with regard to the collection and use of price information. Most exchanges operate some form of closed contractually based system where price and quote data are not to be re-used outside the trading system. This information will be protected either through contract or copyright
 or possibly separate rights of misappropriation or confidentiality
 Exchanges can then experience difficulties in attempting to protect information rights depending on local copyright and information technology tests. Even where these remedies exist and can be enforced, there may still be problems in ensuring that the information concerned is properly distributed at a reasonable price. Particular difficulties can be created where an exchange may effectively have a monopoly right on the information and price data received. The SEC in the US has taken action in a number of cases against exchanges and securities information processors (SIPs) to ensure that information is provided rapidly and at a reasonable charge.
 This remains a difficult and complex issue that has to be considered especially where exchanges have demutualised and are focusing on income generation through the sale of supporting information based services.

Exchange structure and ownership
2.134
More traditional stock markets and exchanges have generally operated as mutual entities owned and managed by their members. These can be divided into separate non-profit and profit-generating models.
 The advantages from the exchange’s perspective are limited membership, controlled access, monopoly earnings and management flexibility with no external shareholder oversight and accountability. The disadvantages include possible abuse of entry and pricing strategies. The OFT in the UK, for example, had confirmed that the fixed minimum commission system and single capacity trading operated on the LSE were anti-competitive. The Stock Exchange had been taken to the Restrictive Practices Court by the OFT with the Exchange subsequently being exempted from the Restrictive Trade Practices Act in July 1983 on condition that the earlier anticompetitive practices were abolished.

2.135
One of the more significant changes that has taken place in the exchange industry in recent years has been the demutualisation and corporatisation of many institutions. The World Federation of Exchanges (WFE) confirmed in 2000 that 78% of exchanges had either approved or were considering demutualisation.
 While a number of futures exchanges had earlier rejected abandoning their mutual status (including the Chicago Board of Trade (CBoT) and the Chicago Mercantile Exchange (CME))
 a number of futures markets had followed this approach.
 The Technical Committee of the International Organisation of Securities Commissions (IOSCO) has confirmed that 16 exchanges have demutualised subsequently (with the NYSE and Archipelago merger still to complete at that time). This has made the new public listed exchanges more competitive and cost effective. It has also allowed them to raise additional capital either for investment in technology or for acquisitions. Lower systems costs have also benefited exchange users while listing options and liquidity have been increased for corporate borrowers although this can also make the exchanges acquisition targets by other predators.

2.136
Competition between exchanges and between exchanges and other service providers has, in particular, led to significant consolidation of the market in a number of countries. This may be partly driven by inter-exchange rivalry or market fragmentation
 or the attraction of increased profits, diversity of trading objectives, economies of scale, network externalities (with established systems in place) and enhancements in order routing facilities.
 Various legal, regulatory or even political obstacles may nevertheless limit acquisitions or mergers in particular cases.

2.137
The LSE has considered a number of possible linkages or tie-ups over time. This included an initial possible alliance with Deutsche ` Börse in July 1998,
 with the OM Group then making a friendly £803m bid for the LSE in August 2000 (which was later increased to £822m). The LSE was subsequently demutualised and listed in January 2001 with Deutsche Börse making a separate full offer of £1.3 billion in December 2004. The Australian Macquarie Bank made a subsequent hostile bid in December 2005 with the LSE being valued at £1.5 billion at that time. The bid was later withdrawn in February 2006 as being too low. The UK Competition Commission confirmed that Euronext and Deutsche Börse could proceed with bids although this was short-circuited with a £2.4 billion offer from NASDAQ in March 2006.

2.138
The LSE has also been attempting to secure existing income while losing market share to other competitors. It purchased Pearson’s 50% stake in the FTSE compiler FTSE International in December 2011 for £450m. The FTSE business managers over 2,000 indices tied to US$3tn in managed assets. The FTSE is the fourth largest index provider after MSCI (owned by NYSE), Standard & Poor’s and Dow Jones (owned by McGraw Hill/CME/Dow Jones) and Russell, Russell Investments.
2.139
Competing offers were separately made for Euronext by Deutsche Börse 
and NYSE in May 2006. Deutsche Börse submitted a formal merger proposal on 19 May 2006 although this was rejected both with regard to price and in light of the control that Deutsche Börse would continue to exercise over clearing arrangements despite additional concessions having been offered.
 Further possible improvements on the bid were suggested. The NYSE made a cash and shares offer of €8 on 22 May 2006 with Deutsche Börse increasing this to €10 billion (£6.8 billion) on 23 May 2006. Deutsche Börse later withdrew from the bidding on 15 November 2006 with NYSE merger being completed on 4 April 2007. NYSE Euronext and Deutsche Borse then announced a proposed US$10bn merger in 2011 although finalisation was held up pending EU Commission approval. Early suggestions were that the Commissioners would block the deal on competition grounds with the merger being opposed by the LSE and NASDAQ. A number of concessions were made although concerns remained with regard to the listed derivatives business which would give the new group a 90% market share. The merger was approved by the US Department of Justice’s Anti-Trust division in December 2011 but refused by the European Commission on 1 February 2012 principally on the grounds that the new exchange would have controlled more than 90 percent of trading in European derivatives.

2.140
A number of other large mergers and acquisitions have not been successful in recent years. The U.S. Department of Justice had earlier objected to NASDAQ and Intercontinental Exchange's bid for NYSE Euronext. Shareholders refused to accept the LSE’s acquisition of the Toronto based TMX Group with the Singapore Exchange Ltd's bid for Australia's ASX Ltd being blocked by the Australian authorities. A number of smaller arrangements have nevertheless been possible and especially with exchanges coming together on a regional basis. Euronext linked up with Amsterdam, Brussels, Lisbon and Paris before merging with the NYSE. OMX has drawn together eight exchanges in the Scandinavian and Nordic area. The Central and Eastern European Stock Exchange Group (CEESEG) brought together Budapest, Ljubljana, Prague and Vienna. It was proposed in early 2012 that Latin American markets could also be drawn together with the establishment of the MILA (Mercado Integrado Latino-Americano) with Chile, Columbia and Peru and the Mexican Stock Exchange. Rofex and Merva Ros in Argentina agreed to merge in December 2011 and the two main exchanges in Moscow, MICEX and RTS, completed their merger in December 2011.
2.141
Further consolidation of exchanges is inevitable especially following the pressure created by the larger exchange bids both on the markets involved directly and other smaller exchanges. Exchange management, market users and investors all appear to accept the benefits of increased consolidation and operational linkage. This is partly for higher earnings and reduced cost savings reasons but also to create more integrated trading with multiple asset options (especially with cash and derivative market link-ups) and to benefit from more efficient technological support. These advanetsg mist nevertheless be considered against the anti-competitive effects of increased consolidation in the exchange area. 
2.142
Other exchanges had considered possible mergers. The Sydney Futures Exchange and the Australian Stock Exchange announced their integration in March 2006. Negotiations had begun days after the abandonment of the earlier Maquarie Bank bid for the LSE. While this consolidates the position of the two markets, their combined capitalisation was still only A$5.3 billion (US$3.75 billion) which makes them potential target for larger acquirers. The Chicago Mercantile Exchange (CME)
 has been in separate discussion with a number of other exchanges while other mid-sized exchanges have had to reconsider their positions. The Spanish Bolsas y Mercados Espanoles (BME) and the Borsa Italiana in Milan have been considering whether to demutualise. The advantage is, of course, greater capital although the effect is to make them easier targets for larger bidders.

2.143
The SWX Swiss Exchange confirmed its independence policy after rejection of a full merger with Deutsche Börse and has been pursuing various asset and technology links with other markets. This includes the creation of a joint venture with Deutsche Börse to trade securitised derivatives. All of these smaller exchanges are nevertheless constrained by earnings limitations without large numbers of major blue-chip stocks on their books. Despite their lower running and management costs and significant potential technological advantages, they are restricted by inherent liquidity and earnings limitations. This may become even more serious with the further removal of other existing competitive advantages following the implementation of the EU MiFID and MiFID.

2.144
Even if exchanges do not move towards full mergers or consolidation, it is expected that increased cooperation and trading linkages will be proposed although further difficulties can again arise in this area. A number of more cooperative initiatives have already been taken forward. These included the creation of the Inter-Borse/Stock Exchange Data Information System (IDIS) to be set up to disseminate common share prices on the floors of a number of European stock exchanges although this was subsequently abandoned due to technological limitations in the late 1970s.

2.145
The Federation of Stock Exchanges in the European Community (FSEEC)
 has attempted to develop a common information network and price information project for Europe (PIPE).
 The Euroquote system to be developed by PIPE was then replaced by the European Wholesale Market (EWM) and Eurolist proposals to cross-trade and list major European securities. Both were subsequently abandoned.

2.146
Many of these linkages are technology driven as exchanges attempt to benefit from improved trading and clearing and settlement support systems. Exchanges have thus had to make massive investment in IT development in recent years. This has been necessary as national and then global electronic trading has continued to expand since the late 1980s onwards
 which has also been matched by intra-firm investment.
 Exchange investment had been particularly necessary with the substantial increase in the number of orders placed by investors including by hedge funds and ‘algorithmic’ traders using automated buy and sell programmes both within and across asset classes.
 LSE attempted to develop an integrated platform with such exchanges as Archipelago to extend their inter-asset trading capability. Exchanges have also been looking at the development of common protocols to allow them to cross-trade. The CME, OMX and Singapore Stock Exchange have, for example, been using FIX which may emerge as a major industry standard format. Technological advances are also driven by increased regulatory demands such as with the new pre- and post-trade transparency requirements introduced under the EU MiFID (and Regulation NMS in the US).

2.147
Despite the setbacks experienced in a number of cases, it is expected that such linkages and co-operative ventures will continue to be pursued with a view to creating common information and trading platforms or other supporting information and clearing and settlement systems between major and more minor exchange players. This may be regarded as particularly necessary in the absence of further consolidation especially between the smaller exchanges. It is also useful for larger exchanges to extend their operating scope and potentially sell their information, trading and other support services outside their own markets.

Exchange governance
2.148
Exchanges must ensure that their internal governance arrangements are sound and credible. One of the difficulties that arose with exchanges operating as mutual or cooperative organisations was that governance may not have been fully non-transparent, weak in many instances and favoured members’ interests rather than those of market users or the more general public. Access and pricing rules may also have been anti-competitive with the exchanges’ ability to raise capital being limited.

2.149
It was partly for these reasons that many exchanges decided to demutualise and become public corporations.
 In so doing, they have had to strengthen their internal governance arrangements and make themselves more transparent at the same time as introduce external reporting obligations to shareholders and the general public. With this, the nature of exchange management has changed with boards and executives within exchanges becoming more professional and having to act in the exchanges’ interests rather than solely in those of its members. These issues were, for example, considered within the LSE in 1996 before and after the dismissal of its then Chief Executive, Mr Michael Lawrence, and the subsequent enquiry by the Treasury Select Committee of the House of Commons.
 The issue of governance was subsequently discussed with the Exchange’s proposal to develop a new public limit order book either in parallel or instead of its then existing quote-driven market-making system.

2.150
The organisational structure adopted by an exchange may have a significant effect on the interests of dealers using the particular market.
 In practice, more complex organisational structures have had to be adopted within exchanges to balance all of the relative interests concerned (including management, investors, issuers, trading members and the general public) and the multiple objectives to be pursued by the exchange. These may include establishing and operating the dealing and trading systems that make up the market, ensuring the provision of any supporting clearing and settlement systems, providing any other ancillary services (including information provision, custody and nominee services) as well as imposing membership and financial obligations on members. Other objectives may include ensuring good conduct, disciplining rules’ breaches or misconduct, carrying out assigned regulatory functions and maintaining appropriate compensation arrangements.

2.151
The functions of an exchange may also require producing rules for market activity, admitting intermediaries to trading, ensuring the ability of the exchange to monitor members’ positions and enforce market rules, admitting securities to listing, ensuring ongoing disclosure of corporate information, establishing adequate IT and communications systems, disseminating market information more generally, trading and surveillance, providing prompt and final clearing and settlement of orders and maintaining supporting securities registries, transfer agents facilities and depository activities.

2.152
In managing the business of an exchange, the following more specific operational functions will also have to be considered. These include improving staff operations and competency, rewriting rules as market practice and technology change, improving IT and telecommunication systems, establishing external links and connections, enhancing surveillance and control functions, improving information and data disclosure, supporting improvements in governance arrangements within listed companies, promoting national and cross-border competition at the same time as investing reserves strategically, ensuring a good return on capital and organising education and training programmes for market users.
 Exchange management will have to attempt to balance all of these possibly conflicting priorities and objectives and ensure that the exchange is run in a professional, competent and sound manner at all times.
 This issue of balance then becomes of particular importance where merger and acquisition is considered between major public exchanges.

2.153
Two further issues also arise on the demutualisation of an exchange. The first is whether the exchange can continue to act as a competent authority for listing and for regulatory purposes. Admission to listing is distinct from admission to trading. Admission to listing is concerned with examining and approving prospectuses and other offer documents with a view to allowing them to be admitted to a list of securities that can be promoted to the general public. Admission to trading is only concerned with qualifying for entry to the stock list maintained by the particular exchange. It had originally been intended that the LSE would continue as the competent authority for listing in the UK after the coming into effect of the FSMA. The Chancellor of the Exchequer nevertheless announced on 4 October 1999 that responsibility for listing would be removed and transferred to the FSA. This was considered necessary in light of the LSE’s decision to demutualise and convert into a public company.
 Managing a public company in the interests of its members and shareholders was considered incompatible with carrying out a public regulatory function in connection with listing.

2.154
The other issue that arises on demutualisation is whether an exchange should continue to act as a self-regulatory authority in connection with the activities of its own members. The supervisory roles of some exchanges have been removed and transferred to independent bodies following their corporatisation. Many exchanges nevertheless remain responsible for the implementation, oversight and enforcement of their own rules although a separate regulatory agency (such as the FSA or FCA in UK) will oversee the operation of the securities laws more generally including those with regard to insider dealing and market abuse as well as possible listing.

Exchange conduct
2.155
A range of market conduct rules will be imposed on exchange members under the exchange’s own rules. These are designed to ensure that the trading systems maintained operate in a fair and transparent manner. These will be supported by enforcement powers on exchange members subject to appropriate complaints and review procedures.

2.156
More general laws concerning market abuse will in practice support these market specific rules. These will include insider dealing laws, issuing misleading statements and practices or more general market abuse prohibitions such as those maintained under ss118 and 397, FSMA in the UK.
 The objective in each case is to ensure that all market participants conduct themselves with sufficient integrity and propriety and that the interests of investors and the general public are not otherwise undermined. The relevant UK conduct rules are supported by the extended enforcement regime maintained under the FSMA.
 Regulatory responsibility for market conduct was to be transferred from the FSA to the new Financial Conduct Authority (FCA) to be set up in 2012/2013 following further amendment of the FSMA.
  
2.157
Trading members will also be required to maintain sufficient financial resources under the exchange rules as well as to make margin payments to cover derivatives transactions, where appropriate. Margin is usually set at between 15% and 20% although this may vary on a daily basis. The use of margin provides for a partial pre-payment which reduces credit risk and acts as an disincentive to excessive gearing.

2.158
These financial requirements will often be complemented by a more general compensation scheme that will provide payments to investors in the event that an investment firm collapses. Compensation is, for example, provided for in the UK under the Financial Services Compensation Scheme set up under Part 15 of the FSMA. The relevant rules are set out in the COMP section of the FSA’s Handbook of Rules and Guidance.
 Payment levels were increased following the financial crisis in 2008-2009.
 The current rules in the securities sector provide for the payment to eligible claimants where a relevant firm is unable or likely to be unable to meet claims against them up to £50,000 (from 1 January 2010) and formerly £48,000 (including 100% of £30,000 and 90% of the next £20,000).
 All of these laws and other provisions have to be considered in attempting to construct any more complete and coherent regulatory framework for market and exchange operations.

Market and Exchange Evolution
2.159
Markets and exchanges have experienced significant change and growth in recent years. It is expected that this will continue for the foreseeable future. Further structural adjustment and market and product development are also expected in response to the continued pressures of capital growth and appetite, technological advance, deregulation, capital mobility and the more general globalisation of trade and financial services. More specific lessons are also being learnt following the global financial crisis and, in particular, the need to insulate markets more effectively and to prevent the increased dangers of contagion and contamination that arise with the continued integration of financial markets, platforms and systems. 
2.160
Markets will continue to be dominated by restructuring and financial innovation. Within this, a number of clear trends are already identifiable with increased automation, diversification (of service provision), competition, financial and product innovation and structural or operational integration and consolidation. This may result in continued revisions having to be made to trading practices (including price disclosure, order routing and execution), information collection, processing, management, protection and dissemination, increased use of electronic and digital processes and greater application of straight through processing (for the trading, clearing and settlement within and across asset classes). Increased linkages and co-operative connections are inevitable. All of this has resulted in significant cost savings and increased speed, reliability and security over time although these advantages have to be considered against the increased levels or connection and dependence created.

2.161
Despite the progress achieved, a number of key residual issues remain to be resolved. These include management of the relationship between more traditional exchanges and new electronic platforms (including ATSs and ATPs, ECNs and MTFs), exchange ownership, governance, functionality, competition and cooperation and financial market and financial system stability more generally. Reference has already been made to the other more specific issues that arise with regard to recognition and regulation, market trading, market structure and ownership, market governance and market conduct.

2.162
The key objective from a regulatory perspective remains to ensure that all relevant risks are properly identified and managed. This will include financial and settlement and delivery risks as well as operational and legal risks and exposures.
 Authorities must accordingly revise their responses to the changes that continue to take place within the exchange industry. A new common framework is beginning to emerge but only slowly and selectively. Some of the main residual challenges that have to be considered include continuing digital competition and financial innovation, the increased importance of capital markets and private investment in modern financial planning and markets and the need to ensure essential financial security and stability within an increasingly complex, integrated and interdependent new global financial order. These are considered in the following sections.
Digital competition
2.163
One of the main pressures for change in the exchange area comes from the significant competition generated between more traditional regulated markets and new ATSs, MTFs and ECNs as well as internalisation and other OTC practices. This will remain the most immediate threat to the competitive positions of older exchanges with three levels of market operator emerging, (full regulated (and recognised) markets, new alternative electronic platforms and internal order book systems). The result should be to create improved choice and lower transaction and service costs for market users and investors. The transfer to electronic and digital systems should also improve speed and reliability as well as security of trading and supporting clearing and settlement systems. The relative advantage and disadvantage of the three main market options will nevertheless to a significant extent be conditional on continued developments in technological progress and efficiencies including in risk management systems and practices.

2.164
The continued growth and expansion of more traditional exchanges and alternative electronic or digital based platforms should not, however, be regarded as being totally exclusive. Many of the earlier improvements in the development of electronic systems were taken forward by the main markets including, for example, the TSX and LSE.
 Various new alternative electronic markets and sub-markets were often based on different trading and dealing methodologies developed by some of the larger more traditional markets.

2.165
The main competition in the US has arisen from the establishment and subsequent development of NASDAQ with the NYSE having attempted to hold on to its more traditional floor trading and then hybrid dealing model.
 If more traditional exchanges wish to retain their existing market positions, they will have to ensure that they can compete on speed, efficiency and cost bases with the new electronic alternatives available. The older markets will often have the necessary capital and investment capability although their higher fixed costs (including locational and premises expenses) as well as legacy computer systems can often inhibit progress. Appropriate policies must nevertheless be found to ensure that they continue to provide meaningful and cost-effective services as alternative systems are developed around them over time.

2.166
The main issue that will determine the future competitive relations between exchanges may be liquidity. The larger markets have a clear advantage over new operators in terms of the volume of available counterparties to trade. This is important both with regard to the range of securities on offer for daily trading purposes as well as the ability of the market to absorb larger or unusual sized contracts. Smaller electronic systems may have initial advantages in terms of speed and cost savings although if they cannot generate sufficient trading volumes within a short period they will not be able to offset their own operating costs and develop to a sufficient member size. If new entrants cannot produce sufficient trading volumes and liquidity within an early period, even if it is only in a niche market area, they may have to cease operations.
2.167
One important recent innovation in this area has been the development of ‘Dark Pools’ or ‘Dark Liquidity’. Dark pools allow large volume transactions to be carried off a formal exchange. This can be carried out through crossing networks without routing the transaction through the main exchange or through separate proprietary systems or specific facilities on the main markets. These create a range of Dark or other ‘Grey’ pool options. The principal advantage of dark pools is that large blocks of securities may be dealt with without public disclosure of the purchaser or seller and the volume and price of the stock involved. This prevents the market price from being damaged by the large volumes transferred and protects the anonymity and trading strategies of the firms involved. The disadvantage is that the quoted market price on public markets becomes inaccurate and does not reflect all trading volumes on the market. A number of major firms operate their own dark pools with other specialist platform services being provided. Some exchanges also offer other dedicated facilities including their own dark pool or other options, such as ‘Iceberg orders’. Icebergs involve the trading of large volumes of trades in a number of smaller displayed amounts with the balance of the order having to return to the end of the queue after each portion is settled.  
2.168
IOSCO has examined the effects of market developments on exchanges in a number of recent documents. An important paper on the impact of technological changes on market integrity and efficiency was published in July 2011.
 The report examines the main technological changes that have occurred in the markets and related micro-structural issues that can impact market structure, participant behaviour, price discovery and formation and liquidity availability and accessibility. Specific changes examined include algorithmic trading, market fragmentation and dark liquidity, direct electronic access, co-location, tick (trading) sizes and fee structures  (Chapter 2). The nature of High-Frequency Trading (HFT) is examined separately (Chapter 3) with relevant strategies (such as market making, arbitrage and directional or event

strategies) and market risk issues (including with regard to efficiency, fairness and integrity and stability and resilience). Regulatory tools are considered in terms of other IOSCO initiatives including with regard to dark liquidity principles, direct electronic access, screen-based trading systems, error trades and ‘trade halts’ and market closures (Chapter 4 ). 
2.169
IOSCO’s principles for dark liquidity were attached to the July 2011 paper on technological impacts (Annex 1) although these were originally released in May 2011 following an earlier consultation paper in October 2010.
 The objective is to limit the adverse impact of the increased use of dark pools and dark orders in transparent markets on price discovery by generally promoting pre-trade and post-trade transparency and encouraging the priority of transparent orders. Information transparency and consolidation should mitigate the effects of any fragmentation of information and liquidity. Regulators should have access to adequate information to monitor the use of dark pools and dark orders for market monitoring and surveillance purposes and to allow appropriate regulatory responses to be adopted as markets change. Market participants should have all necessary information to allow them to understand how orders will be handled and executed. Six principles are developed on general market transparency (subject to national discretion), transparent (market) order priority, regulatory reporting, handling and execution disclosure and periodic monitoring. 
2.170
IOSCO has separately issued with the CPSS twenty four principles on financial market infrastructures in March 2011.
 Financial market infrastructures are defined as any multilateral systems used for the purposes of recording, clearing, or settling payments, securities, derivatives, or other financial transactions. These include central securities depositories (CSDs), securities settlement systems (SSSs), central counterparties (CCPs) and trade repositories (TRs).The principles  cover organization (principles 1-3), credit and liquidity risk management (4-7), settlement (8-10), central securities depositories and exchange of value systems (11-12), default management (13-14), business and operational risk management (15-17), access (18-20), efficiency (21-22) and transparency (23-24). These follow the earlier CCPS Core Principles for Systemically Important Payment Systems (CPSIPS) and Recommendations for Securities Settlement Systems (RSSS) in 2001 as well as CPSS and IOSCO Recommendations for Central Counterparties (RCCP) in 2004.
        
2.171
The alternative to competing directly with other markets is either to consolidate through mergers or acquisitions or to develop new alternative relations or linkages. New linkages have, for example, been established between a number of trading and clearing and settlement systems.
 Clearstream merged with Deutsche Börse Clearing with a further alliance to be set up with the French SICOVAM. CREST Co was to link with Deutsche Börse Clearing and the Swiss SEGA InterSettle AG (SIS). Austraclear established a link with Euroclear and Clearstream in 1999. The Paris Bourse announced the creation of Clearnet with the MATIF developing the ACN format. CREST Co now provides dematerialised trading in UK money markets instruments and gilts. All systems are also generally moving to reduce settlement times from T+3 to T+2 and T+1 or to full real-time settlement.

2.172
This increased competition within the exchange industry has generated considerable benefits in terms of improved client service. This has produced significant advantages in terms of improvements in speed and reliability as well as lower transaction and service costs. This has then placed considerable pressure on more established exchanges to revise and update their business plans and strategies and operational capability and structure. This has also promoted further restructuring and consolidation within the exchange area. While this may reduce the number of venues available for listing and trading, this may still further improve service capability and provision. Where consolidation is not possible, exchanges are developing improved operational linkages and relations that should specifically result in the increased cross-trading of stock and shares on more than one exchange and in more than one asset class. Market users should accordingly benefit from the combined effects of increased competition, consolidation and operational linkages which should also promote and further stimulate financial innovation in technological support and product and service provision in the exchange area.

Financial innovation
2.173
Further financial innovation is inevitable especially with the continued technological advances that are expected to take place. Telecommunications and computer advances have already allowed massive improvements in the speed, reliability and security of data processing and order routing. Significant achievements have been possible in the areas of information services, electronic trading, order flow management and electronic linkages with further advances anticipated in the coming years.

2.174
These advantages have, in particular, led to the closure of many more traditional trading floors and the emergence of screen-based trading on older exchanges and then the development of new purely electronic dealing platforms. Technology has also led to significant dis-intermediation within exchange functions with investors being able to access and place orders directly on the new trading systems that have been launched. Trading costs on the NYSE and NASDAQ have been estimated to have been 28–33% higher than through non-intermediated ECNs.
 It has also been estimated that European trading fees could fall by an enormous 70% if European exchanges moved to a full ECN governance model.
 Some of these savings could have been realised under the new regulatory infrastructure to set up under the MiFID, which included with the introduction of MTFs, and which will now be further revised under MiFID II.
 Europe nevertheless still operates through over 31 clearing systems whereas the US only has three. This necessarily imposes increased costs on market users and investors in Europe.

2.175
In terms of service innovation, technology has already permitted the introduction of automatic telemachines, point-of-sale purchases, telephone deposit transfers, cash dispensers, internet banking and online trading. Financial instruments have evolved from basic term loan and government bond transactions to euro-syndicated loans and euro-bonds (as well as shorter duration euro-notes and commercial paper, foreign bonds, junk bonds, credit link notes and convertibles), certificates of deposit, financial futures contracts, financial options and swaps as well as repurchase agreements (repos), warrants and other hybrid instruments. US and European markets have developed a number of new investment facilities including money market deposit accounts (MMDAs), NOW accounts, market index deposit accounts (MIDs), zero coupon treasury bonds (strips), certificates of automobile receivables (CARs), certificates of amortised revolving debts (CRADs), money market mutual funds, municipal bond mutual funds, municipal bond unit trusts and federal agency mutual funds.
 A range of new structured products have also been developed including collateralised bond obligations (CBOs), collateralised mortgage obligations (CMOs) or collateralised equity obligations (CEOs) and with more general mixed collateralised debt obligations (CDOs) as well as a number of new credit derivatives including total return swaps (TRSs), credit spread swaps (CSSs) and credit default swaps (CDSs).   
2.176
US ECNs have extended investment opportunities (including through Archipelago, Posit,  E*Trade, Datek, Instinet, Inet (formerly Island), and Brut (later acquired by NASDAQ).
 Charles Schwab developed cheap internet banking followed by a number of other US and UK and European banks and insurance companies (such as with Prudential’s ‘Egg’ in the UK). Millions of customers now carry out online banking and investment on a daily basis through internet facilities, which usage is expected to rise further over time.

2.177
Risk management practices within firms have also evolved enormously in recent years. Ever complex and sophisticated risk identification, measurement and control processes have been introduced in the largest financial institutions. One consequence of this has been the development of correspondingly more sensitive and accurate regulatory requirements especially in the areas of capital adequacy and more recently liquidity and leverage. The Basel II Framework was partly designed to reward the improvements achieved within the market in terms of improved risk management and risk control with the consequent regulatory attempt to spread the benefits of these advances across the financial industry as a whole from the larger firms down.

2.178
Basel II was, in particular, based on the three new pillars of a revised minimum set of requirements (including credit risk, market risk and operational risk charges), supervisory review and market discipline (through mandatory market disclosure). This has been imported into the EU under the Capital Requirements Directive (CRD) and was to be implemented in the UK under the revised final prudential sourcebook (PRU) and then final BIPRU sourcebook for banks and investment firms.
 The Basel II framework has since been revised and extended with the further reforms adopted in 2010-2011 under Basel III following the global financial crisis which have included significantly higher core tier 1 capital levels, two new liquidity ratios (Liquidity Coverage Ratio (LCR) and Net Stable Funding Ratio (NSFR)) and a leverage limit for the first time.
   
2.179
All of these technological advances are expected to continue with consequent further improvements in market automation, diversification, competition, innovation, integration and consolidation as well as supporting regulatory revision and amendment.

Capital role and private investment
2.180
Exchange expansion and restructuring have been driven by, but have also supported, the continued development of the capital markets in national and international financing. Country and corporate debt has increasingly been raised through securitised bond and equity offerings rather than by bank loan options. This has occurred as part of a larger process of securitisation of financial debt and claims while more specific securitisation markets have emerged in many countries to provide for the issuance of tailored bonds through special purpose vehicles (SPVs) to support trading in managed pools of asset-backed receivables and other assets. The capital markets have accordingly assumed a new importance in national and international investment management within which formal exchanges, electronic trading platforms and OTC market activities carry out a crucial function.

2.181
The WFE noted that equity market capitalisation increased by 179% between 1990 and 2005. Trading volumes grew by 516% with over 41,400 foreign and domestic companies being listed on major exchanges by 2003. International capital market lending has subsequently continued to grown.
 The WFE estimated that global equity market capitalisation on regulated exchanges was around US$54.8tn in 2010 which was below its US$60.8tn high at end-2007.
 Traded derivatives had reached $425 trillion and the nominal value of OTC derivatives exceeding $285 trillion by end-2005.
 This had grown to $708 trillion by the end of June 2011.
 All of this confirms the dominant role that exchanges and parallel capital markets have come to assume in modern finance.

2.182
As well as continuing to provide a wide range of funding options for governments and corporate bodies, the capital markets have assumed an increasingly important role in terms of private investment support and pension planning. Pension firms and insurance companies have always been among the largest investors in stock markets. The importance of this investment function has nevertheless increased further as more individuals have taken out privately managed savings and investment plans, insurance (including life assurance) packages and other pension schemes. These may either be operated through a professional manager or collective investment schemes, such as unit trusts, although individuals are also increasingly buying and selling stocks and shares directly. A number of facilities have then been developed to support the expansion of the retail investment market including in connection with regulated and unregulated collective investment schemes and, most recently, hedge funds and possibly private equity funds.

2.183
The supporting role of exchanges and parallel trading systems within the investment and occupational pension market can again only be expected to continue to grow and expand further over time.

Financial security
2.184
As the pricing, trading, order flow, clearing and settlement systems within exchanges have become increasingly complex, they have had to be supported through the construction of appropriate security and continuity planning measures. This has always been an important aspect of internal control systems and IT design and development within financial institutions. This attracted even more concern and attention prior to the millennium with the possible Y2K collapses threatened although almost all of this was managed effectively

2.185
The need for effective continuity planning has nevertheless become of even more importance subsequently with the new threat of terrorist attack especially following 9.11.2001 in the US, 7.7.2005 in the UK, and similar atrocities. The New York markets were able to recover quickly in 2001 following the terrorist attacks while only absolutely minimal overall damage was inflicted on the international trading system.

2.186
A considerable amount of work has since been carried out in the US and elsewhere to improve security and emergency support systems. This issue had, for example, been examined by a specialist task force which was set up in the UK in February 2003 to examine the need for a legislative response to deal with the threat of major operational disruption in the financial system.
 The final report was published on 3 December 2003.
 This identified a number of improvements that were taken forward although no overall fundamental changes were considered necessary in terms of current practice.
 The Joint Forum issued a subsequent paper on High-Level Principles for Business Continuity in August 2006 which covered such matters as board and senior management responsibility, major operational disruptions, recovery objectives, communications, testing and the carrying out of business continuity management reviews by financial authorities.
 The issue was considered again during 2011 and 2012 with the UK Treasury preparing contingency plans in the event of a possible collapse of the Eurozone and with the Bank of England advising UK banks to consider possible contingency arrangements. The US Congress considered the Cybersecurity Act of 2012 which would require the Department of Homeland Security to assess the risks and vulnerabilities of critical infrastructure systems to attack.
 This remains an important and sensitive area in which further work and attention will be required as possible further market threats evolve.

Financial stability
2.187
The stability of individual markets and exchanges and national, regional and global systems must also be considered. All markets require dealers to maintain adequate financial resources with separate margin payments also being imposed on futures and options exchanges. Markets have historically always been subject to the threat of crisis and collapse and exchanges have had to develop increasingly sophisticated monitoring and regulatory control systems to prevent future threats arising. A number of more minor perceived dangers were, for example, identified and corrected after the stock market crashes in 1987 and again in 1999. Markets were shocked again by the instability and collapse in prices that occurred after the events in the US in September 2008 and which led to majorrecession in large parts of the world during 2009-2010.  
2.188
The specific danger that materialized was that it was impossible to contain the spread of contagious instability across countries, markets and sectors due to the increasing linkages and inter-dependence that had been created between all of the separate markets and exchanges involved. The stability of one operator, or one market, can be threatened as a result of any single trigger event which can then spread violently to other institutions, exchanges and territories. Increased linkage and increased cross-market activity have generated benefits in terms of higher earnings, quicker processing speeds and more efficient portfolio management. This inter-dependence has nevertheless also increased the significant threat of inter-exchange and inter-market contagion. This also now operates not on a solely national but on a regional and global basis.

2.189
The further difficulty that arises is that traditional central bank support systems are only designed to assist major banks rather than investment firms or exchanges directly. Traditional lender-of-last-resort theory provides for limited bank assistance in the event of a liquidity rather than insolvency event unless the collapse of one bank may threaten the stability of others and with it the financial system and systems or systemic stability as a whole. Such support has not historically been made available to investment firms or exchanges. Even if it could, it is unlikely that the necessary resources would be available to most central banks other than the largest such as the New York Federal Reserve. A large number of new facilities were introduced in the US on an ad hoc basis as the crisis unfolded during 2008, 2009 and 2010. Continued criticisms and concerns with the fiscal (taxpayer) costs of support operations have mean that the authorities have subsequently focused on trying to prevent a collapse, such as through imposing higher capital and liquidity charges and new and extended resolution regimes and macro-prudential oversight regimes.
 Effective market support must nevertheless be considered as forming a crucial component in any set of larger financial crisis management arrangements.        
2.190
The possible consequences of a major stock market crisis were confirmed during the crisis in 2008-2009. This confirmed that significant losses incurred on any electronic trading system, related derivatives market or supporting communications network can easily spread to other systems and markets and to other countries. It was assumed that the sophistication of modern trading systems and investment systems and strategies was sufficient to distribute or spread loss to where it could be most effectively localised and either contained or absorbed. This was then impossible against a full global collapse in market prices and market confidence.   
2.191
Earlier more limited scandals and crises have been manageable such as following the losses suffered by Long-Term Capital Management (LTCM) in September 1998 which resulted in a rescue package being put together by the Federal Reserve Bank of New York involving a re-capitalisation of US$3.65 billion. It was estimated that the total positions that would otherwise have to have been closed down could have exceeded US$200 billion with creditor banks losing more than US$14 billion. It was decided not to proceed with a separate rescue plan for Lehman Bros 10 years later in September 2008 which was considered to have led to possible total global losses in excess of $14 trillion.   
2.192
The dangers of capital mobility and flight had also been confirmed with the Asian financial crisis beginning with the collapse of the Thai Bhat on 2 July 1997. Although the Bhat recovered immediately, the consequences of the crash spread quickly to other major Asian economies and to stock market values in Hong Kong and then New York and London. One of the specific factors that contributed to the crisis was the short-term nature of much of the investment that had been made and the ability of creditors to withdraw funds quickly in the event of an investment threat arising. This confirmed both the advantage of increased global capital liquidity and mobility although the associated dangers of capital withdrawal and flight in the event of financial difficulties arising.

2.193
It has to be accepcted that in the event of a crisis spreading from the capital markets into the money markets with significant threats consequently being created to the stability of the financial system more generally, central banks in the major economies will have to intervene. Support can principally made available with high levels of liquidity being injected into the markets through the larger banks with direct assistance
 having to be considered in particular cases, such as with regard to Fannie Mae and Freddie Mac and AIG in the US.
 This may also involve the provision of wholesale lending guarantees, additional capital in some cases and possibly either a distressed asset purchase or asset insurance scheme. While securities markets are theoretically not subject to the same risk of instability as banking markets, this threat of inter-exchange and inter-market contagion  has to be carefully monitored and managed over time with the authorities considering the instability that could be created following the collapse of any Systemically Important Financial Institution (SIFI), Global SIFI (G-SIFI) and Global Systemically Important Bank (GSIB).

Financial integration and global contribution
2.194
The increased role of exchanges specifically and capital markets more generally in supporting the development of closer financial links and more substantial international trade is accepted. Capital market growth can be considered to have both supported and further stimulated globalisation more generally. Capital markets and exchangeshave become important components within the structure of the new global trading and financial infrastructure created.

2.195
This has the further advantage of allowing ever larger amounts of funds to be raised more quickly and cheaply for investment projects in both developed and developing countries. This is particularly clear with the ability of the major international financial institutions and donor bodies, such as the World Bank and regional development banks, to raise funds through the capital markets. These monies are then used to support a range of important infrastructure and development projects in many emerging economies either through loans, credits or donations. Capital markets have accordingly come to play an important role in the development process more generally as well as to assist the construction of stock markets and investment services within particular economies more specifically. It is important that all economies develop both a balanced banking and capital market infrastructure to avoid some of the most severe dangers such as those that arose during the Asian crisis in the late 1990s and global financial crisis in 2008-2009.

2.196
Markets and exchanges have accordingly come to assume an increasingly dominant role in all economies and all aspects of national and international finance. The potential benefits and advantages of this are clearly recognised. The possibility for this to improve further is also generally accepted especially with the further significant technological and processing advances expected. All of this must nevertheless be supported by parallel improvements in management, governance and regulation. Significant further economic and consequent welfare advantages may be generated although the potential threats of anti-competitive practices, systems’ failure, crises or collapse and consequent instability and loss must be taken into account. A number of basic standards have been produced in the areas of markets and exchanges specifically. Despite the work undertaken to date, a large amount of this still remains selective and partial and, arguably, incoherent and incomplete. This is an area in which further effort and commitment is still required. 
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