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Abstract

The purpose of this study is to examine the imgihiees of demutualization for Dhaka Stock Exchang8E).

And this is done by examining the existing literatfor the stock exchanges that have already been
demutualised. The result of the study indicates alicbenefits that go with demutualization are applicable

for Bangladesh. Rather the benefits are continggah some factors unique to Bangladesh. So inrtbeeps of
demutualization the authorities concerned shoutdisoon those factors from which optimum benefits ba
derived. However, demutualization is not withoskriSo along with benefits risk should be focusedo that
appropriate policy can be formed that will ensuwiecessful implementation of demutualization. Thigdyg is
important to investors, academics and policy makers demonstrates what benefits demutualizatiirbving

and what challenges it will create. Since demutadilbn is a very new concept in Bangladesh, théyséxtends

the literature by demonstrating its pros and carthé context of Bangladesh.

Key Words: Demutualization, Mutual Organization, Corporatev&mance.

1. Introduction:

A dramatic shift in the economic and power struetaf the securities industry is currently in prage
Although competition to traditional markets froneetronic trading markets may be the precipitatingse of
this upheaval, more than technology is driving ¢hebanges. The worldwide rise in stock exchangdiriga
volume, global integration of the capital marketsd acompetition for trading profits are leading to
disintermediation at a rate that the securitiesketarhave not experienced since the unfixing of m@sion
rates. Decimalization, which is now underway, ulither cut the conventional trading increment foeany or
less. Futures exchanges similarly have been bdffbtetechnological change and global competitione O
important response to these challenges is demuatiain.

The demutualization of stock exchanges is a reaent phenomenon in the economic world with a histafry
approximately 20 years, meaning that till the edr®90s; most of world stock exchanges were nonitprof
mutual organizations with monopoly power, ownedthgir members. Their most important characteristia

very strong and close identity between the ownéithe stock exchange and its clients, final conggneé its
trading services, because usually, the ownerstateasame time its clients, sharing the profitshef company

in accordance with the level of their participationthe ownership. Due to the recent years’ teabmyl
improvements and competitive environment changew, opportunities alongside with new threats aratec:

for stock exchanges. As an answer to these nevatthitock exchanges began to change their ownership
organizational form.

Demutualization by some key foreign exchanges hasegded at a faster pace, demonstrating someeof th
challenges that demutualized exchanges face iryt®daw competitive climate. This trend is recéltie first
exchange to demutualize was the Stockholm Stock&nhge in 1993, but by the end of the year 2000 nonse
additional stock and futures exchanges had demméwklincluding the Amersterdam Stock Exchange, the
London Stock Exchange, the Paris Bourse and the .GMEFebruary 2, 2011 the authorities of Dhaka IStoc
Exchange (DSE) has decided to demutualise the maf&m with a view to curbing the influence of keos.
The decision came following the finance ministelkegations that those operating the brokerage dwougre
business and also leading the DSE. Dhaka bourseersywmoreover, were forced to form a ten-member
committee headed by Md Fayekuzzaman, managingtdire€ Investment Corporation of Bangladesh (ICB),
recently on demutualization of exchange under th@eénse pressure of the government. The Financestdini
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said that there is no alternative to demutualizaiod it must be completed with the tenure of goigernment.
This committee and Dhaka bourse authorities haee Inging to select a model based on internatipredtices
and setting a time frame to complete the proces& &n be said that demutualization is likely BBE.

2. Objectives of the study:
The study has the following objectives -

* To discuss what demutualization is and the fadeading to demutualization

» To provide a trend of demutualization of stock exudes all over the world over time.

» Todiscuss the general advantages and disadvarghdemutualization for stock exchanges

* Todiscuss the advantages and disadvantages oftulglination for Dhaka Stock Exchanges (DSE)
* To explore the challenges for DSE in the procesteafutualization and

» To provide a recommendation whether DSE shoulddmeudualised.

3. Methodologies of the study:

The data collected for this study is mostly secopdata, which was originally collected for othéudies. This
data includes both qualitative and quantitativeadahe quantitative data was collected mostly fdifferent
journals and web sites. Qualitative data colledtedthe study was predominantly from academic kgi@and
books containing the relevant debates consistehttive pros and cons of demutualization.

4. Demutualization:

Demutualisation is the process of converting exgkarfrom non-profit, member-owned organizationote
profit, investor-owned corporations. More specificdDemutualization” in the context of a stock dyange,
means separating ownership from the right to useetkchange’s trading system. In the mutual ownprshi
model, a broker seeking to trade on the exchandditsh to be approved as an owner. Conversely bridkers
who wished to trade on the exchange would be agporas owners. If a broker resigned from the exchamg
left the business, its membership (ownership) waglgise. Demutualisation separates these rolesasorth no
longer need be a shareholder (owner) to be graméelihg privileges and one can be a shareholddrowit
being a broker.

Demutualization, a change in the corporate govematructure of an exchange, is not an end inf.itSéle
exchanges that have demutualised have done so dsetiaey found that their mutual governance stregtur
which once served them well, had become a hindréamgeositioning themselves competitively in a globa
trading environment.

The traditional model of an exchange as a puretipnal, or even local, entity organized on a mutuasis by
market intermediaries is on its last leg. The baping houses are now global and have no loyaltgnty
particular market or exchange. And their big clgrthe institutions, no longer need brokers to &lrtheir
orders to exchanges: in an electronic environniemgstors can access trading systems directly. keisns that
the exchanges must change their business modeélgntd survive. First, the concept of “membership”
irrelevant with electronic trading—the marginal to$ adding an additional trader to an electroratwork is
rapidly declining toward zero, meaning that onlgnsaction based charging can survive. Second, egeha
cannot afford to have their strategic focus dictaby brokers, who are naturally determined to pmeve
disintermediation of their services. Demutualizatidss imperative—not to raise capital, which is a
smokescreen—but to disenfranchise the members whok lrading system expansion and innovation.
Providing direct remote access for investors, fpredand domestic, is increasingly essential to etitrg, and
even keeping, their business

5. Factorsleading to Demutualization:

All major exchanges are facing increasing competifrom other exchanges and/or alternative tradirgjems.
Moreover, the development of technology has mehat services once offered exclusively by the local
exchanges are now available elsewhere, creatingetition for order flow and listings.

Old member-owned association structure fail to hevhe flexibility and the financing needed to qate in
today’s competitive environment. Consensus decisiaking is slow and cumbersome and frequently l¢ads
decision grid lock as competing interests atteropghfluence the strategic direction of an exchawéh the
separation of ownership and trading privileges, ex@hange will achieve greater independence from its
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members with respect to its regulatory functionke promise of demutualization is that shareholdérthe
newly demutualized exchanges will provide a newpooate governance structure that is far more éffedn
managing conflicts among market participants. Tolowing factors are very visibly responsible lezglito
demutualization.

5.1 Rapidly changing marketplace:

With technological developments in information gessing and transmission, the exchange as a physica
location has lost its meaning. Access to tradingas restricted by geographical location and trentiers
between markets and investors have collapsed. Acoaus policy of fostering integration of financiabrkets

as in Europe has liberalized market access forseasrcompetitors.

Multiple listing of securities in exchanges cuttiagross national boundaries and the near rounctltdok
trading offer choice of trade execution to investavho can trade in foreign markets as easily e do in their
domestic markets. All these have fostered compatitietween securities markets. Technology hashatsaght

in competition from non-exchanges, especially ivel@ped markets. Initially popular among institatid
investors for trading among themselves, Alternatading Systems (ATSs) have become integral to theken
and are competing with exchanges. They provide sacte trading at a much less cost with anonymity an
convenience of time. As in 2000, ATSs had cornenezt 30% of the total share volume in NASDAQ se@si
and 3% of share volume of listed securities.

Exchanges have to be efficient and be nimble ireotd survive in this environment. They are no kmng
organizations to serve the interests of the inteliarg; they have to offer value to investors. Membeners
who derive profits from non-member transactions mesist technological and institutional innovatithat
would reduce their intermediation role, even if lstinnovation would enhance the economic value ef th
exchange and cater to the larger interests of tavesChoice of trade execution results in liquiditoving to
the most efficient exchange amongst the same tadscThere is thus a pressure on exchanges toosts,
reduce the risk of trading and pass on the gaireffiiency to investors. Intermediary owned exdeshave
no motivation to do so.

The results of the BTA survey reaffirms this pasitias 75% of mutual exchanges that respondedvbdlidat
they are not free to pursue optimum commercialomsti And hence the emphasis is on separation ofi@ip

and the right to trade and reducing the controlintérmediaries over the management of the exchange.
Significantly, exchanges not facing competition é&&een slow in responding to changes.

5.2Expansion and technology investment:

Expansion and investment in technology are ctitwaurvive in this environment. This requiresaases of a
substantial magnitude. The willingness and abitifythe members to fund expansion and technologipal
gradation in a mutualized exchange is rather lighite sharp contrast, demutualised organizatides ATSs
take investment decisions faster and have accessds from a large pool of investors. Traditioeathanges
have to explore new funding avenues and hence deitizdtion and the subsequent listing of shares tiiem
the market image and access to funds from a wigetspn of investors. Though compulsive, the above
argument has its detractors. Raising capital, d@rgued, is more likely a secondary aim, as marghaxges
have no need for fresh capital. Amsterdam, in fastd the demutualization opportunity to returnessccapital

to members.

5.3Conflict of interest:

A mutualized exchange is subject to conflict ofenetst. Decisions of the exchange could affect tadirg
interests of members, individually or collective8o their ability to protect investor interest axdorce rules is
viewed with suspicion. Worse still, members enedswith regulation attempting to derive gains frémair
position are not uncommon. Indian capital market Withessed many such instances. Such instancasoare
uncommon even in developed markets. The NYSE, fstance, has been reported to have failed to enforc
federal laws and NYSE rules against unlawful pretary and discretionary trading by floor brokers.
Institutional and foreign investors are weary @afding in markets where enforcement is perceiveldetdax.
Cross border alliances and mergers between exchamngdeasible only if the partners in the alliafexd that
member interest in the other exchange would notrimeecommon interests and that issue would bet et

in a fair and transparent manner. A demutualiseth@xge with the management free to decide on apeaht
issues is perceived to be effective and fair irnsx@ment.

6. Trends of Demutualization in theworld over the Years:
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Starting in the early 1990s, stock exchanges ardh@dvorld have been undergoing major organizatiand
operational changes. In 1993, the Stockholm Stoat&nge became the first exchange to demutuatizead
followed by several others, including the HelsiBkock Exchange in 1995, the Copenhagen Exchang@96,

the Amsterdam Exchange in 1997, the Australian Brgk in 1998, and the Toronto, Hong Kong, and Lando
Stock Exchanges in 2000. A study conducted by tirEWdetermined that more than 70% of WFE exchanges
had transformed their legal structure into comnargusinesses and changed drastically their cotpardture

to adopt more business-oriented and customer-fdcpeBcies. This high percentage indicates thafiphas
also become a goal for a large majority of exchangene new commercial approach adopted by most
exchanges has also obliged most of them to pay mattemtion to issuers and customer needs, buttalso
concentrate on their owners’ expectations of ineedasshareholder value, especially in the case lafgbylisted
companies. The study also found that “listed exgkanwere by far the most profitable exchanges”. &or
complete list of the exchanges that have demutedligee Table 1.

7. Advantages of Demutualization:

Global competition and advances in technology castscausing stock exchanges around the worldamige
their business models and become more entrepraheMiany exchanges have responded by demutualizing,
which is bringing about major shifts in ownershimlacorporate governance structure.

By converting member-owned, non-profit organizasiomto profit-driven investor-owned corporations,
demutualization will give exchanges access to aehffilat can be used both for investment in newrteldyy
and for participation in the ongoing consolidatafrthe industry. In the process of providing thelanges with
capital, demutualization is also expected to stieythe corporate governance of the exchanges.

Exchanges develop and enforce market conduct rililesse rules encourage a fair and transparent inarke
which in turn attracts market participation and @amtes liquidity. Market conduct rules include phitibns on
market manipulation, front running of clients amgider trading as well as the accurate markingadds to
honor the allocation method used on the exchangeexthange may also develop and enforce busineks an
sales conduct rules, which govern the relationbkigveen the client and the dealer.

A shift from not-for-profit mutual organization for-profit organization with ownership separatednfraccess
to trading may allow the exchange to respond mffextévely to competitive pressure and to act sefey
from the interests of individual members therebgating a more streamlined and market-oriented exgdha
Some of the advantages of demutualization are gredmw-

e Mutual exchanges often lack focused strategic geal$ business purposes and tend not to have clear
accountability. This is in part because most amgcttired as not-for-profit organizations for whicteating
shareholder value is not a priority. It is ofteraesarbated by a potential disconnect between theemaand
the exchange. The members may be more concernad #i®r business interests as brokers than the
exchange’s interests as a whole. Members in a uto&for-profit organization will not have the ma
view as shareholders in a corporation becausenlieyot directly benefit, through a higher shangcp or
dividend stream, from the exchange’s growth (algfouhey may benefit indirectly through lower
transaction fees). Management’s (and the organiza)i interests are more easily aligned with shaldgrs
than with members.

¢ Mutual exchanges also can become mired in attetoptsild member consensus on issues before bringing
them to a conclusion, slowing the decision-makingcpss considerably. The members may not be of one
mind on many or most issues.

e The governance structure of a mutual exchange seowdy one stakeholder: the stockbroker. Listed
companies and investors, whose participation isiatto a successful market, have no role unlepsiaped
as “public” or “independent” members of the boafdwectors. They may see the exchange as a “@rivat
club” either opposed to their interests or notimed to treat their concerns as a priority.

¢ Mutual entities cannot tap the equity markets fapital. Their inability to access equity marketsynadso
limit their ability to access debt markets on thene terms as comparable corporations. This maysexiine
members to levies to cover expenditures or shistfas the exchange has no other financing opitiosome
exchanges the members’ liability is limited but é@her exchanges it is unlimited.
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¢ In the new competitive environment, the promisel@futualization is that, along with the capital essary
for investments in technology, the shareholdershef newly demutualised exchanges will provide a new
corporate governance structure that is far momcgffe in managing conflicts among market partiotpa

¢ In addition to raising equity capital, demutualisea¢thanges can use their stock as currency in sitiqus
and mergers and to facilitate strategic allian@&sck option and purchase plans can also be signifi
compensation mechanisms for management and staffaulalization in Hong Kong and Singapore
facilitated the merger of stock and futures exclean@emutualisation of the Pacific Stock Exchari@K)
facilitated an alliance with Archipelago, an altine trading system that operates the PSE’s ndly-fu
automated equity market and which, it has just baemounced, is to merge with the New York Stock
Exchange (NYSE).

8. Challenges of Demutualization:

Demutualization is not a legal project, but is altivdisciplinary issue. As exchanges demutualisgnyn
challenges come to the fore. The commercial natfréhe exchange, namely profit maximization, may
contradict with its role as a public entity providi a service. The challenges that the demutuakseck
exchanges usually face are as follows -

Self-regulation: A mere conversion from a not-for-profit organizaib structure to a for-profit structure would
neither ensure better regulation nor would it lhstivestor confidence. A for-profit enterprise oedh and
operated by members distributing the surplus earmen different from a mutual not-for-profit orgaation.
The Deutsche Borse and the Paris Bourse prior g@optiblic offering in 2001 were structured as foofjir
companies owned almost exclusively by members. ©9&6 of the shares of the Borsa Italiana are atithed
by Italian intermediaries. Operationally, such exufles are no different from a mutualized exchange.
Demutualisation can be successful only if the egeof investors, issuers and other stakeholderefaprime
concern to shareholders. A demutualised exchamgeiséd on profits, may not take its self- regulataie
seriously. The benefits of effective regulation ao visible, while the expenditure on regulatisnAllocation
of resources for self-regulation, both human anchetary, may be compromised. If this indeed happthes,
fundamental objective of separating ownership aaja would be defeated.

Divesting the exchange of its regulatory role anttiesting it to a separate organization, eitheepahdent or a
subsidiary of the exchange, has also been mootedairome this apprehension. However, the extenthich
such an independent organization would be subgcthé authority of market regulator, the efficacly o
centralizing regulation and the confidence thatsaic arrangement would generate among investorssues
of concern. Such a move may weaken investor piliotects another thought. The limited experiencehwit
demutualised exchanges has not revealed instarfceacdficing regulatory responsibilities. With éntse
competition, any exchange that compromises onreglitation and which is perceived to be lax in ecément
may eventually lose the patronage of investors.sTihua competitive environment, self-regulatioreigected
to be stronger.

Self-listingAn entirely new conflict arises if the exchangedlists shares on itself. The exchange derives
advantages by listing its shares — enhanced \itygilzihd reputation, accountability, transparency amarket
discipline, to name a few. But can an exchangersgiilate itself? Does this conflict with other quating
companies that are also listed on the exchange? cbnflict is apparent not only in satisfying ligjin
requirements continuously. There could be conflictsthe corporate objectives of the exchange amd it
regulatory role. A classic case was the bid madéhbyself listed Australian Stock Exchange (ASX) fioe
shares of the Sydney Futures Exchange. A countebpiComputershare Ltd., another listed compangt ca
doubts about the obligation of the exchange torerftisting rules. Some attempts have been madesislving
this conflict. The Australian Securities and Invesits Commission has been made responsible for
administering listing rules in the case of the ASXhen the London Stock Exchange decided to chatsge i
ownership structure in June 1999, its regulatofg f the primary market was transferred to theaRaial
Services Authority. The Monetary Authority of Siqgae is authorized through a Memorandum of
Understanding to monitor compliance with listingjugements of the Singapore Exchange. Yet, sdlfis
would remain an area where adequate safeguardstbdve evolved as experience with demutualizat®n i
gained.
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Transferability of sharesLike any other company, would the shares of tilsted exchange be freely
transferable? And if so, what would be the conseqges, if after a hostile takeover; the interestshef new
shareholder are not aligned with the role of theherge as a public entity? Exchanges that have tdieiaed
have been sensitive to this issue. A limit on tharsholding has been imposed to prevent conceortrati
holding and the consequent transfer of controlmiyst of the cases, the shareholding limit is 5%epk the
ASX where it is 15%. The Stockholm exchange dodspnescribe any limit, but has the powers to astess
qualification of the proposed shareholder who idterio hold more than 10%. It can also require any
shareholder who has excess holding, to bring Hdifpto less than 10%.

Governance: Another concern is whether demutualization aral dhive for profits would compromise the
position of stock exchange as a public entity. Awprapriate governing structure balancing the irstisref
shareholders and the public at large is a possdnedy. Inclusion of outside Directors on Boardéove as a
check and promote integrity in the decision malofghe Board could reduce this risk. Statutory elsitinay be
imposed on such public directors. A wide ownershigy also create public ownership and check excegsal
to profit. Regulatory restrictions on the appointrnef senior executives in the exchange may enhateright
persons are appointed and that they act in puliticést, apart from being responsible to sharehsalde

Financial concerns: A demutualised corporate structure provides aroplgortunities to diversify and set up
other business operations. There could be conffichterest due to such diversification. Methoddl&al with
such conflicts and the internal segregation betwesmous business interests have to be evolvedhén
meanwhile, greater regulatory oversight may be s&ag to spot such conflict situations. Continuedrfcial
viability of the exchange is of paramount impor&an©ther commercial activities of the exchange khoot
expose it to financial risk. From this perspectiwdether it is advisable to impose capital adequamyns on
the exchange is a critical issue. If such normsfawned necessary, should it be applicable to trehamge per
se, or made applicable also to the holding companging the exchange is unclear. While the corporate
ownership structure may not justify imposition afck norms on the holding company, the risk of faiah
instability of the latter should not impact the bange. No firm view has evolved on this issue. iRgic
decisions of the exchange in this scenario maynly¢hang, but logical. Improving the market shareynaiaive
the exchange to price its service uneconomicatlgreby impacting the quality of regulation. Yet, mopoly
status or the lack of adequate competition angthssure to generate profits may induce it to phieeservice
at a high level. As per the FIBV, demutualised exajes recorded the highest return with an averetgenr of
45% in 1999, sharply increasing over the 37.4%rnetaached in 1998 and the 17.7% in 1997. It ischexdr if
such a growth in profits is due to efficiency gaorsthe exchanges have taken advantage of theiopaiyn
status. If it is the latter, designing a suitablarket structure that would foster a healthy envitent with
adequate disincentives to prevent exchanges fremgadvantage of their market position is the netthe
hour.

9. Demutualization in the per spectives of DSE:

The above discussed advantages for demutualizdtiarot necessarily go with all demutualization. 8ese it

is not the only panacea that will automaticallyotes all the problems. Specific situations or fastbring
different advantages for demutualization for défer countries. The following are the benefits of
demutualization in the context of Bangladesh.

9.1 Spreading Ownership RisRemutualization, assuming the shares are widelg hptl freely transferable to
non-members, would achieve the objective of sprepdiwnership risk which currently lies solely withe
members of each exchange. However, in reachingsthettion, DSE would need to make it more attvacts
investment opportunities. However, if the sharethandemutualised exchange are issued only to thabars,
they become the sole shareholders and retain ¢mftthe company which acts against the followirenéfit;
i.e. that of making the exchange less susceptibMdmbers’ vested interests. There are a numbsoalels of
demutualization that have been used to counterinblading distributing a proportion of the sha@mongst
other stakeholders. This has been successfulljedaout in situations that do not involve “seatdowever, a
“free” distribution to other stakeholders would inappropriate in these circumstances. One optionldvbe to
have an IPO from the outset. However, this wouldcbatrary to the listing regulations which requae
company to have a track record. A second optionldvba to offer a proportion of the shares in newmpany
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to institutional investors. The difficulty here wdube in determining the proportion and the issuieep
Furthermore, if the objective is ultimately to It company on the exchange, this pre-placindhafes could
damage the success of any future IPO. Ideally|RiEwould take place once new company has estakliah
adequate track record for listing purposes and evdad carried out by existing members disposing tof a
minimum 75% of the holdings in new company. Limdas should be put into the Articles of Associatimin
new company on the amount of holdings that canebe by any single person or persons acting in aarftas
should be capable of being waived by the SEC shomtdimstances permit — e.g. in the case of a talee-
where SEC determines that this is in the publiergxt).

9.2 Making the exchanges less susceptible to Meshkiested interestsDSE has gone some way towards
improving its governance structure by the additdmon-members on the boards. However, the peei
that the boards are still susceptible to membeested interests. This is further evidenced by tben@ittee
structure that exists in the exchange and theselathe drastically reduced. In order to furtheritimembers’
vested interest in the area of supervision, thén&xges should establish Regulatory Review CommsittEbe
committee should give an independent assessmenhether or not the exchange is fulfilling its regfolry
function giving greater comfort to the SEC that thehange is properly carrying out its SRO dutiEse
committee would set policy and direction in apptyiregulatory function, review the policies and pdares,
provide reports and express opinions, receive grgneports etc.

9.3 Providing greater access to capitaDemutualization would enable the exchanges toHapeguity market
if they needed capital rather than the more rdsttioptions open to them currently of selling neading rights
or selling land.

9.4 Providing greater speed and flexibility in d#oh making:With boards of 24 and 25 directors respectfully
plus their various committees below that, decisimaking must be a cumbersome affair. A streamlineakd
together with fewer committees and a more profesdiapproach to management of the company ratlaer th
looking after members’ interests would lead toatnéning of the decision making process.

9.5 Diversifying into other markets and servicé&eing a “mutual” does not prevent an exchange from
diversifying into another market or to ffer otheergces. There are numerous examples of product
diversification amongst the exchanges of the wdkiol. example, the Colombo Stock Exchange, and déistD
Securities Trading System (DEX) — whilst existinggmbers opposed demutualization and an extension of
membership to newcomers they approved the creafi@nseparate category of membership for the tgpdin
government bonds on the exchange; and indeed, dhddn Stock Exchange did this with membership of it
London Traded Options Market twenty years ago.

However, the advantage of being demutualised it tthe exchange company has a much broader range of
options available to it e.g. the New York Stock Exige’s plans for the acquisition of Archipelagdditags.

This could not be achieved without the NYSE's casian into a public for profit entity.

9.6 Adopting Clearer and Simpler Governantarge boards and large numbers of committees witiesl and
responsibilities that inter-relate have the effgfatreating an environment that often results imagement time
and resources servicing the board and its comrittather than getting on with the job of managihg t
business.

Decisions by exchanges to demutualise are basdtieorecognition that the old member owned assaciati
structure fails to provide the flexibility and th#nancing needed to compete in today's competitive
environment. Over the long run, for-profit exchasigan by entrepreneurs and disciplined by pro&kéaeg
investors will produce better-financed organizadiavith greater ability to respond quickly to presethe value

of their franchises. Besides helping exchanges taap fast-changing marketplace, demutualizat®mlso
expected to promote the exchanges’ efforts to Eyeitheir brand values by expanding into new bsse®
Equipped with better financing, more flexible démms mechanisms, and heightened accountability (to
shareholders), demutualised exchanges are emeggnéeaner, more competitive, and more transparent
organizations.

9.7 Greater flexibility in negotiations with otherf a mutual exchange wishes to enter into a cohtnath
another exchange or supplier of services, it aidd options as to how it would pay for the seevir how it
would negotiate on the contract. Payment will gitigve to be in cash or in kind or a share of raeamsulting
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from the new service. Demutualization opens uppitgsibility of paying through an issue of sharegramting
an option on the shares of the exchange company.

9.8 Bringing market disciplineManagement and more particularly the board willelmeouraged to, in fact,
must adopt a more proactive and business- likeaggprto the running of the exchange company. Uader
mutual structure, board and management can abhftea fall into the civil service mentality becaubere is no
profit incentive. Mutual exchanges are not-for-firahd although board and management will wishgerate
to budget, they know that budget variations willdmeeptable. Senior management is accountablestbaard
but the board is (only) accountable to the memlers®nly” because mutual exchanges are “clubs” aen,
few club members criticize their peers. In a shal@dr owned environment, shareholders will criticif the
company fails to perform and directors and managémeay risk losing their positions as a result.

9.9 Incentivizing Managemeny and large, managing directors of stock excharjged the writer once was
one) were not incentivized by financial reward butthe position they held. Historically, managirigedtors or
chief executives of exchanges were appointed frathinvand the post was one for life if the incumben
desired. Very rarely were the MDs of stock exchanggcked or “asked to resign”. However, in receary
that has changed. Only one CEO of the London Skoalhange has resigned voluntarily in the last 2&rye
CEOs of major exchanges are now very rarely apedifitom within. Most are in fact appointed becaase
their business acumen rather than their knowledgeaurities markets. Running a mutual stock exghada a
major undertaking. Running a demutualised stockamge is big business and requires very differilis SAt
this level, position is very important but moneyddmancial reward come more to the fore. Many canips
have found that management and workers are moentinzed if they have a share in the business trey
working for and more importantly, helping to builthis cannot happen in a mutual exchange.

9.10 Facilitate MergerAs stated earlier, the demutualization of the Dhakd Chittagong stock exchanges will
simplify the process by which a merger of the twolenges can take place.

10. Risk Associated with Demutualization for DSE:

There is no doubt that demutualization resolvesynwdrihe problems faced by the mutual organizati®umt it
does not mean that demutualization necessarilyesadll of the problems. It is not without risk. Sowf the
risks that might be involved in the process of demlization of DSE are as follows -

¢ Although demutualization has many benefits, it @ without risk. One is that once ownership and arse
decoupled, brokers may not feel any loyalty in tharket and may easily turn to alternatives (doroesti
foreign markets or alternative trading systems)eyimay develop alternative trading systems to Iatiéze
their order flow rather than send it to the exclangowever, in some markets (e.g. the London Stock
Exchange and Nasdaq) this occurred before demedtiain and the need to compete with these newrmgste
itself became a catalyst for demutualization

¢ The second is the exchange’s ability to transfotself. Once it demutualises, it must become a profi
oriented, competitive organization accountable tsoshareholders. If the exchange also becomes kc pub
company (as many have), it will also become sulj@dhe disciplines of the market, having to reéehad
news as well as good, meet financial and pericgfiorting obligations and meet market earnings eatieas.
Many exchanges adopted a two stage demutualizatmaess where the shares initially issued to theless
were not transferable for a period of time. Thisuw@give the exchange time to change its intesukilire.

¢ Third, the exchange can become a potential taketavget, although this can be managed through mshipe
limits. The London Stock Exchange lifted its limits facilitate a merger with the Deutsche Bérsejctvh
opened the door to a competing take-over bid by@wppen. Both bids ultimately failed.

 Fourth, the conflicts of interest that exist inafsegulatory organization may be exacerbated forarofit
environment. The exchange may adopt anti-competitiules (e.g. restricting the ability of trading
participants to trade elsewhere). A for-profit exebe may not adequately fund its regulatory aétivit
because there is insufficient return on investm&unversely, the exchange may view its regulatory
programme as a profit centre and begin to aggrelysfine trading participants for minor rule infteans.
Confidential information about trading participdnégtivities garnered for surveillance purposes|ddoe
leaked to the business side. Concerns about sutdhict® forced the Toronto Stock Exchange to sginits

3l|Page
www.iiste.org



European Journal of Business and Management www.iiste.org
ISSN 2222-1905 (Paper) ISSN 2222-2839 (Online)
Vol 3, No.12, 2011

market regulation functions into a new body jointhwned by it and the Investment Dealers Associatibn
Canada.

» Demutualization also brings new conflicts, as achexge pursuing business opportunities may fselfiin
conflict with one or more of its listed companieBhe Australian Stock Exchange competed against
Computershare, a listed company, in a take-over foidthe Sydney Futures Exchange (neither was
successful)

e The demutualised exchange’s ability to quickly mspto new pressures and opportunities may be tadiar

if it is still subject to excessive regulatory osight, with lengthy periods required for rule araligy changes
to be approved, while alternative trading systearsimplement changes overnight.

11. Conclusions and Recommendations:

The fundamental problem with the Dhaka Stock ExgeafDSE) lies with the issue of corporate govereanc
The authorities have embarked on a series of ref@mad made a good progress. However more can a&us ne
to be done to reform the capital markets. Demuiradi of DSE is a crucial step in bringing abouttdret
governance to the stock exchange. The succesdfulfatemutualization will result in many benefits the
Bangladesh economy and the people. It will spurgbenomic growth by increasing the amount of Fareig
Direct Investment (FDI) , increase domestic congiimnpas the public becomes more confident in trenemy
and is more willing to spend. There will also b@eaw wave of job creation as new industries suchredit
rating industry, investment banks, accounting sifen will experience a surge in demand for theivises.
Capital markets will also be seen as additionare@wf funding for mainland enterprise. This is exsplly
important for the sustaining growth of the economy.

The improvements to the Dhaka Stock Exchange (338Eh as improved regulatory framework, streamlined
decision making and operations and new busines®inedll also strengthen the domestic stock excbang
the face of strong competition from other exchand¥gh the increased confidence in capital market t
investors will also see the benefits in divertihgit savings into investment. The benefits aretjflérbut most
importantly it will create a more even distributiari income, thereby relieving the poverty pressars
increasing the living standard of majority of theople of Bangladesh. But it should be kept in mind
demutualization is not without risk. The most cealiing issue is to identify those risks and takerepriate
measure to mitigate those risks in the processafessful execution of demutualization.
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Appendix
Table 1: Exchanges Privatization/Demutualization
Demutualized Exchanges Proposed Demutualizations
Stockholm Stock Exchange 1993 NYMEX
Helsinki Stock Exchange 1995 International PetroldExchange
Copenhagen Stock Exchange 1996 Chicago BoardaafeTr
Amsterdam Stock Exchange 1997 Chicago Board ob@pExchange
Borsa Italiana 1997
Australian Stock Exchange 1998
Iceland Stock Exchange 1999
Simex 1999
Athens Stock Exchange 1999
Stock Exchange of Singapore 2000
Hong Kong Stock Exchange 2000
Toronto Stock Exchange 2000
London Stock Exchange 2000
Deutsche Borse 2000
Euronext 2000
London Stock Exchange 2000
The Nasdaq Stock Market 2000
Chicago Mercantile Exchange 2002
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