Disruptive Innovation — Global
Opportunities for Technology — Driven
Exchanges

The Trinity

Innovation, Globaliza-
tionand Technologyare
the Holy Trinity of the
21t century that is
driving the World
economies. Tosurvive
in the current century
ofthe Third Millennium,
no nation can really
affordtoignore anyone
entity of this Trinity. To
be sure, the three are
not mutually exclusive,
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ate of the present era.

Had it not been for technology, globalization would
have remained a distant dream. In fact, no one would
have even thought of it. Technology developments in
transportandtelecommunications, the latter especially,
has brought the world closer. Geographical distances
have been cut down for travel, and the speed of
communication, interpersonal as well as mass media,
has probably surpassedthe velocity of light. Technology
implies innovation too. The use of technology has
usheredininnovationin every sphere of human activity,
work as well as leisure.

The Trinity has beentransforming speedilythe global
economies. With its entry, the old order changeth,
yielding way to the new one. Nowhere is such
transformation sodiscernible asinthe market places or
exchanges, inwhichthetraditionaltrading practicesand
systems are being replaced swiftly by the technology
drivenonesthatareimproving astonishingly the marketing
and pricing efficiency.

OpenOutcry

Fortoolong, exchanges, bothfor physicaland derivative
tradingin securities, commodities and currencies, have
remained static with the conventional systems suitable
to the old conservative capitalist system in vogue all
along. Marketswere largely national, if notactually local
orregional. True, security and commodity exchanges
areinexistence formorethan century and ahalfinmost
ofthe developed countries like the USA and the UK, as
alsoindeveloped countries like India. Butthese catered
mostly tothe locals. The outstation traders doing business
onthemwerefewandfarbetween. The overseasplayers
were, by and large, conspicuous by theirabsence.

The trading system atthese exchangesforalongtime,
andinquite afewofthem even presently, hasbeenfloor-
based through public open outcry. Under this system,
floor brokers andfloortraders gather onthe trading floors
(or‘rings’ astheyare calledinIndia) ofthese exchanges,
and transactions in commodities and securities are
entered into through open outcry. The open outcry
systemessentiallyinvolves open auctionwhere boththe
buyers and sellers onthetrading floors make their bids
and offersthrough hand signs aswell as by yelling loudly
for all to hear and notice. In the system, all those who
trade onthefloor ofthe exchanges are auctioneers and
bidders at differenttimes, and often simultaneously.

The floor brokers and floor traders are connected to
theirmain broking and trading offices through telephones
orleasedlines. The ordersforbuyandsellreceived by
their main offices are passed on to the floor operators,
who, in turn, make the necessary bids or offers, as the
case may be, on the trading floors of the exchanges.
When the bid of one trader is matched by an offer of
anotherinterms of quantity and price, the transactionis
struck. The floor operators immediately exchange
betweenthemselvesthe requisite transaction slips, and
report the deal to the exchange supervisor, who then
arranges to display the price on the exchange's price
ticker board for all the floor participants to view.

As more and more securities, commodities and
currencies, and their diverse derivative and option
contracts beganto enterthe trading lists of the exchanges;
separate spaces were allotted on the trading floor for
each commodity, security and currency, and thus
emergedthe trading pits onthe trading floors.

Debilities of Open Outcry
While the trading systems of these exchanges served
wellthe limited needs of the market functionalitiesinthe
19 and 20" centuries, these are altogether unsuitable to
meetthe growing challengesthrown by globalizationin
the New Millennium. The debilities ofthe traditionalopen
outcry mode oftrading far outweighits alleged benefits.
For one thing, the number and types of securities,
commodities and currencies, and their wide ranging
derivatives, thatare beingtraded onthe exchanges have
increased manifoldinrecentyearsandthetrading floor
spaceisproving desperatelyinadequate. Asaresult, the
exchangesare perforcetorestrictentry intotheirtrading
pits. Membership ofthe exchangesis severely controlled
That has affected the competitive character of the
markets, however. Afterall, aperfectmarket, ineconomic
parlance, presupposes free entry and exit for all.. The
needforsuchliberalentry/exitoptionisallthe moreinthe
contemporary growing world economies, where new




businessenterprisesare seeingthelighteveryday

Secondly, the exchanges trading through the open
outcry systemvirtually operate literally like private social
clubs, catering mostly to the interests of theirmembers;
and, worststill, the hardened groups oftheir floor brokers
and floor traders, who call most of the shots from the
trading pits. Notsurprisingly, thesetraditional exchanges
function as monopolies ofthe Chosen Few, and are far
from ‘perfect’.

Thirdly, the secrecy ofbuyers and sellersis altogether
lost on the trading floors and, as a consequence, most
traders shy away from suchexchanges, upsetting further
unfavorably their volumes and market efficiency in both
price discovery and pricerisk management.

Fourthly, trading in the open outcry system is
necessarily restricted to a few day time hours, for the
inevitable manpower constraints andthe requisite back
office activitiesthatneedtobe completed afterthe close
oftrading and itsreopening onthe nextday. There are
alsophysicallimitstotrading by hand signs and shouts
inthe pits by the floor traders and floor brokers. Noman
can ceaselesslyfunctioninatrading pitformorethana
few hours, without getting exhausted physically and
mentally.

Mostexchangestherefore confine tradingto atbest4
or 5 hours a day, to the exclusion of Saturdays and
Sundays. The business in the physical markets for
commodities, currencies and securities does not stop,
however. With the communication network in place all
around the Earth, business goes on round the clock.
Factorsinfluencing the demand and supply conditionsin
physical cash and forward markets also are never static,
but change night and day, affecting all the time the
commodity and security prices and the currency values.
Forbusinesses, 24x7 trading is therefore a mustin the
presentday globalised world. Butitisindeed too much
for the open outcry to meet this absolute need.

Of late, commodities and their derivatives have also
emerged as an asset class attracting both retail and
institutionalinvestors. Forthe physical commodity market
functionaries, theinvestmentdemand (as distinguished
from the consumption demand) for commodities was
prevailing all along. Commodity derivatives are most
cost effective in meeting such demand, since they
absolve the merchants and stockists from incurring
onerous warehousing costs. Commodities also serve as
hedge againstinflation. That has paved the way for retail
andinstitutionalinvestmentinthem andtheir derivatives.

Securities and currencies, of course, were always
viewed asvaluable assetsattractinginvestmentattention
from individuals as well as institutions. The new
institutional investors like mutual funds and hedge funds
have surfaced rapidly in recent years, seeking better
investment opportunities in diverse commodity and
financial assets. The pension funds are also seeking
investment opportunitiesin securities and commodities
andtheirderivatives. These newinvestors are wary of
the clubby and claustrophobic atmosphere prevailingin

the trading pits under the open outcry trading floor
system of the traditional exchanges.

True, itis believed that since marketinformation flows
speedily on the trading floors of the exchanges, price
discoveryis perhaps hastened, and conceivably more
efficient too, through open outcry. That may be so fora
few commodities, in which the physical markets are
presently shrouded in secrecy. Butwith e-commercein
offing, eventhis probable advantage willbe soonlost..
Moreover, withtherapid spread ofinformationtechnology,
exchangescangatheranddisseminate marketinformation
far more quickly than the brokers and traders on the
trading floors of the traditional exchanges.

On-line Trading

It is for these diverse reasons that exchanges have
steadfastly shifted to the new technology of electronic
on-line trading through the satellite channels.. The
impersonal electronic on-line tradingmodus operandi,in
whichthe central computer matchesthe bids and offers
automatically, instantaneously and anonymously, isnot
only more transparent, but also a superior and much
more efficient form of trading than the age old open
outcry system.

Theonline routine order matching systemalso maintains
the utmost secrecy and confidentiality of buyers and
sellersandtheirtrading volumes at differentprices. The
system enablestraders as well asinvestors to operate
easily from their offices and homes, and even while
traveling through laptops and mobiles. As aresult, the
technology driven exchanges, while witnessing huge
trading volumes, assistin efficient price discovery and
low cost risk management. High capital costs
notwithstanding, consequent upon the phenomenal
tradingturnoverinthem (whichwouldhavebeenotherwise
unthinkableinthetraditional floor-basedtrading system),
andtheresultanteconomies of scale, the modernon-line
exchangeshavereducedradicallythetransaction costs
for both for the market operators as well as for the
exchanges, ensuinginavirtuous circle of liquidity and
improved price discovery..

Whatis more, with the introduction of newtechnology
trading, thetrading systems atthe exchangesthe world
over have almost become uniform, facilitating trading
instantaneously at any exchange from any part of the
world. Not surprisingly, the exchanges are no longer
localized as in the not so distant past, but have also
veritably become globalized, enticing market players
from across the borders, and even from distant lands.
They are facilitating easy flow of capitaland goods, and
are providing global opportunities forinvestmentas well
as risk management. The worlds over markets are
gettingmore and moreintegrated, helpingto bringabout
relative price stabilization. Consequently, they are
facilitating the growth of world trade and promoting
investment opportunities, encouraging, inthe process,
the all round development and improvement in
employment,incomesandliving standards.




TechnologyPenetration

The technology is not restrained to the trading system
alone.lthas nowbeenextended by the modernexchanges
to all their operations — clearing, settlement, delivery
mechanism, marketsurveillance and datadissemination.
It has penetrated the front and back offices of the
exchanges andthe firmstrading inthem. Asmostofthe
business firms are already technology equipped, with
technologysavvyemployees,thenewtechnologydriven
exchanges are preferred by them to the traditional
exchangeswiththe outdatedtrading pitsand openoutcry
system.

Smallwonder, the stockand currency exchangesall
overtheworld have goneinforthe modernon-linetrading
technology, the sole exception being the New York
Stock Exchange, which has perhapsremained the last
bastionofthe old conservative financial community, and
may evenbe preservesasarelic of history ofexchange
trading. In commodities, the New York Mercantile
Exchange (NYMEX), the ChicagoBoard of Trade (CBOT)
and the Chicago Mercantile Exchange (CME), which
have still stuck totheirtraditional pitbased trading, have
atlonglostthrowninthetowelandintroduced the side-
by-side electronicon-linetrading, which extends beyond
thenormaltrading hours.

What has given a further boost to the technology
driventradinginthe U. S. exchangesisthat CBOT and
CME have recently gone public, infusing huge capital,
fromnon-members,intheirdiversedevelopmentprojects

and activities. NYMEXhas alsoannounceditsintention
to come out with an IPO soon. As the member-based
ownership exchanges convert into public exchanges
with shareholder capital, they can no longer afford to
remaininthetraditional shells or pits. They tendtocome
outand become more marketfriendlytodrawmore users
ontheirtechnology driven trading platforms.

The Future

The future of the world economy clearly now rests with
the technology driven exchanges. The trading and
commercial practices are increasingly becoming
technology oriented. With the spread oftechnology, the
globalexchangesare spreading theirwings acrossthe
continentsthroughtie-ups and collaborations, both atthe
technicalandfinanciallevels. If Indianexchangeswere
to survive this global competition, the authorities must
speed up the reforms in derivative markets for
commodities,andopenupthelndianeconomywithfree
Rupee convertibility on capital account to develop
currency derivative trading atthe earliest. Thatway the
technology driven national exchanges can seize the
opportunitiestogoglobal, attracting overseasinstitutional
and individual investors with their comparative low cost
advantage; lest, the international exchanges from the
developed countries settheirshopsinIndia, driving our
nascent national exchanges to the walls. Surely, the
country should not miss the bus now.




