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Abstract
In a well-functioning stock market, issuing firms publicly disclose all relevant information to investors and prices approximate the true value of those firms. This disclosure generates liquidity as investors large and small engage in trading. While it is tempting to take this “good equilibrium” for granted, the current banking crisis suggests a “bad equilibrium” in which disclosure is suspect so banks stop lending to each other and small investors flee the market.  

In this paper, we argue that a good equilibrium was in place when the New York Stock Exchange (NYSE) operated as a non-profit organization.  We argue that far from being an outdated and elitist holdover, the mutual form allowed underwriters, who dominated NYSE membership, to extract hostages from managers of firms listed on the NYSE.  That is, managers were expected to invest personal funds in shares of other listed firms, including new issuers (“IPOs”).  

Since the hostage arrangement was tied to the non-profit form of the NYSE, we predict a decline in information quality after the NYSE became a for-profit firm in March 2006.  By comparing the bid-ask spread before and after demutualization, we show that information quality did indeed decline.  This finding holds after controlling for market-level variation measured by the bid-ask spread of the NASDAQ National Market.  We believe our results can help shed light on the current banking crisis, which originated in areas of the financial system that lack a hostage structure.

Introduction

Explanations for the recent meltdown in global credit markets that destroyed tens of trillions of dollars of financial wealth are as plentiful as the sub prime mortgages that are often blamed for the crisis.  A short list would include: complexity, size, de-regulation, derivatives, bad financial models, black swans, ratings agencies, fraud, greed, CEO pay, originators, investment banks, com​mercial banks, and more.  The problem is not that any of these is right or wrong; it is that they lack a systematic institutional framework to help parse out good explanations from bad.  And without solid explanations, good policy responses are impossible.
We propose examining a related financial system, equity markets, that had what we describe as a “good equilibrium” – one in which large and small investors were willing to invest long term because there was a secure mechanism for generating high quality information about the financial instruments offered for sale. We argue that this mechanism was driven  by an unusual and little studied institutional structure, the nonprofit member organization. We describe a “hostage” mechanism within the nonprofit New York Stock Exchange (NYSE) before it demutualized in March 2006, and find empirical evidence for the presence of this mechanism using bid-ask spreads as a measure of information quality. We then argue that this mechanism, was absent from the mortgage backed securities market where the credit crisis likely started, possibly because the type of protective institutional structure that could have prevented financial disaster is difficult to replicate.

The “good equilibrium”
During its 200-year history, the NYSE solved an enormous “lemons problem” in the market for equities. A “lemons problem,” as conceived by Akerlof (1970) emerges because of information asymmetries between buyers and sellers.
  Sellers always know more about the condition of the offered product and buyers may not have a means of discerning among high and low quality goods.  Thus, sellers of high quality goods will be unable to impose an appropriate higher price for their goods since buyers, burned once too often by “lemons,” will refuse to pay.  That causes sellers of high quality goods to withdraw from the market leaving only lemons.
If firms wishing to raise equity faced a similar problem, the quality of securities offered for sale would deteriorate.  That is, buyers would stay away and good quality firms would be unable to raise capital.  Interestingly, the NYSE escaped this fate.  Certainly the Exchange over a 200 year history went through periodic crises: the boom and busts of the late 19th century, the 1929 Crash and subsequent overhaul of securities regulation by the New Deal, the so-called “back office” crisis of the NYSE in the late 1960s when ballooning trading volume overwhelmed the paper-dominated clearance and settlement system, and most recently, the Grasso executive pay scandal.  But the fundamental accomplishments of the exchange, to provide liquidity and achieve high valuations for issuing firms, has been remarkably effective and stable over many decades.  How did the NYSE overcome the “lemons problem”?

Prior to its back door
 route to “going public” in 2006, the New York Stock Exchange was a non-profit mutual benefit corporation.  Thus, its members – those who purchase seats and thus a right to trade on the floor of the exchange – governed the organization directly.
   While over time the precise governance structure has shifted slightly, it remained, in essence, a private self-governing club from its establishment in 1792
 until its demutualization and initial public offering (IPO) in 2006.  Gaining entry to the club required sponsorship by two current members in addition to the purchase price of a seat which could trade for as much as $4 million (Shell 2006).  Even the 1929 Crash and subsequent Depression did not provide SEC Chairman William O. Douglas sufficient clout to make more than minor changes to the overall governance of the NYSE (Teweles and Bradley 1998).


How did this “club” – considered “archaic” as far back as 1937 (Teweles and Bradley 1998) – create such a viable trading platform?  We hypothesize that the investment banks that controlled the seats in the Exchange also controlled access to the much-prized listing on the Exchange. As gatekeepers to the Exchange, bankers could allocate IPO shares to the CEO’s of firms that were already listed (DeLong 1990).  These CEO’s became members of a club within a club.  By purchasing shares in newly listing firms with personal funds, they signaled to a newly listing CEO that the management of—and disclosure about--his firm will impact the personal wealth of the other CEOs. If a CEO fails to make disclosures, other CEOs who own shares in his firm will be personally affected and the reputation of the bad CEO would be tarnished, perhaps permanently. The  resulting high level of disclosure by listed firms allows the Exchange to generate  liquidity and transparency , i.e. overcome the ‘lemons problem”. 

Hostage systems

The idea of using hostage exchange to align incentives in a business context was originally suggested by Williamson (1996).
  In Williamson’s model, the buyer and seller offer each other hostages to guarantee against cheating.  If the buyer cheats, the seller may keep the hostage posted by the buyer; if the seller cheats, the buyer keeps the hostage posted by the seller.  Examples of hostages have, in practice, been hard to find, especially in a buyer-seller context.  However, Kuan (2005) offers evidence of hostage exchange among venture capitalists (VCs) in the early period of venture capital activity on the east coast.  In that setting, a lead VC’s role as the manager of an investment in a start-up places him in a position to cheat a less-informed fellow investor.  A VC who has a close or proprietary relationship with an entrepreneur can use the resulting asymmetry to cheat through shirking or misrepresenting information.  In this case, Kuan finds that the incentive to cheat fellow members of a VC syndicate is mitigated by a reciprocal investment that places the lead investor in a follower position in a subsequent start-up with fellow VCs.  That is, in the first start-up, one VC is the leader and the other VC is the follower.  In the next start-up, the VCs swap roles.  This swapping of leadership roles provides each VC the opportunity to punish cheating.  The result of the hostage exchange is deterrence.

In the VC setting, the lead VC is an active manager of his start-up whose efforts influence business outcomes; if a lead VC shirks, the start-up suffers..  At the NYSE, CEOs and other top insiders influence the outcome of their firms and have material information about their firm’s prospects, so it is they from whom a hostage must be extracted.


Allocating IPO shares to other CEOs allows investment bankers to achieve two goals.  Price stabilization is the first, but creating mutual dependencies is the other.  Like interlocking directorships, IPO allocations create personal and business connections among issuer insiders.  In a rare public disclosure of this practice, Citigroup, the parent company of investment bank Salomon Smith Barney (SSB) (now called “Citi Smith Barney”), provided a description of the IPO allocation process to the U.S. House of Representatives in response to a subpoena issued during a Congressional investigation in 2002.  One bank document lists the allocations made to more than two-dozen people, many of them CEOs at publicly listed firms (Sherburne 2002).  In another rare example of disclosure, the Wall Street Journal provided a short list of some of the recipients of shares in Goldman Sachs, the leading investment bank on Wall Street, when it conducted its IPO in May 1999.  The recipients included Michael Eisner, CEO of Disney, Barry Sternlicht, CEO of Starwood Hotels & Resorts, and William Clay Ford, a director of Ford Motor (Smith 2002).
Under ordinary (non-bubble) circumstances, these CEOs would hold onto their IPO shares, thus becoming partial owners of the newly listed firm.  The CEOs are then vulnerable to drops in share price caused by insider shirking or fraud.  This vulnerability places the new firm under increased scrutiny by fellow CEOs.  Also, to the extent that fellow CEOs can punish each other for transgressions, perhaps through foreclosure of any future dealings, this creates an incentive to disclose information.

This interpretation of IPO allocations is, of course, exactly the opposite of what those allocations came to represent, namely a perk.  In the dotcom/telecom bubble of the late 1990s a significant increase in the price of IPO shares during the first few days of trading was almost guaranteed.  The most notorious recipients of these unusual allocations were the so-called “Friends of Frank,” a circle of prominent CEO’s and other senior insiders in Silicon Valley who regularly received IPO shares from prominent investment banker Frank Quattrone of CSFB (Joshi, 2003; Smith and Pulliam 2002; Smith 2002).  Because tech boom era stocks consistently exhibited significant price hikes in the immediate post-IPO period, these allocations were viewed as more akin to a bribe to win new clients than as a hostage aimed at ensuring quality disclosure from issuers over a longer period of time.
But note that this perversion of the IPO allocation process eliminated “lock-ups”, the period of time an IPO allocation recipient was expected to keep the stock (usually a year or more) so that buyers could sell their shares immediately, a practice known as “spinning”. Also, the use of IPO allocations as perks or bribes exploited the lack of information about newly listing firms, which caused price spikes and caused issuers to question whether their IPO was underpriced. This lack of disclosure about firms, as evidenced by price spikes, is anathema to the hard-won disclosure practices at the NYSE and is further evidenced in bid-ask spreads for the period discussed below.
A consumer-owned model of non-profit organization
While much of the scholarly literature on non-profits mirrors the popular notion that they are inefficient, we apply a model that shows how non-profits can be economically efficient, even achieving first-best efficiency (Kuan 2001).  In this model, the highest demanding consumers of a non-rival good organize to produce the good.
 Because “high demanders” are able to organize, they also have more information about demand than a for-profit entrepreneur. This informational advantage allows more efficient price discrimination and is the source of economic efficiency. The following is a simple numerical example to illustrate the basic idea, which we suggest explains the success of the pre-IPO NYSE.

Suppose a non-rival good of a certain quality costs $1000 to produce. (Assume higher quality costs more, lower quality less).  Demand consists of two “high” types and ten “low” types. High types have a high willingness to pay; in this case, both high types are willing to pay $500 each for the good. Since the good is non-rival, their combined $1000 is exactly enough to pay for the good.  Low types have a low willingness to pay; in this case, each low type is willing to pay $10. Together, the low types are only willing to pay $100.

Assume that a profit-maximizing entrepreneur knows the demand curve, i.e. two high types willing to pay $500 each and ten low types willing to pay $10 each, but he cannot distinguish high types from low types. According to canonical price discrimination models, the entrepreneur must either produce a lower quality product that sells at a price all can afford, or produce two goods, a high quality-high priced good and a low quality-low priced good.  In either case, the entrepreneur makes a profit, and the high types come away with some consumer surplus. That is, the entrepreneur and the high types share the surplus.

Assume also that high types know the demand curve; in particular, they know that they are the only two high types.  Now suppose that the two high types have the ability to work together and produce the good themselves.  Together, they put in $500 each and produce a $1000 quality good.  Since the two high types know each other and their willingness to pay, they also know that the other ten consumers are low types. That is, they have perfect information about demand, something the entrepreneur did not have. They charge the low types $10 to consume the good, which they then keep.  They get the entire surplus, in this case, $100 in total or $50 each.  Observe that this firm has the appearance of a non-profit firm.  Revenues for the good are $120 ($10 each from 12 consumers).  The cost of producing the good is $1000. The high types make up the difference, or $880.  This amount appears to be a donation when, in fact, it comes from the high types’ willingness to pay.

Since the high types have perfect information about demand, they reap the total surplus and can never do better by buying from a for-profit entrepreneur.  What are needed for a non-profit organization, however, are both: 1) non-rivalry in the good and 2) the ability of high types to organize themselves.  If the two high types did not know each other, or could not come together to pool their resources, then the non-profit firm would not arise. In practice, these obstacles can be enormous.  In the model derived by Kuan (2001) wealthy members of “Society” who socialized regularly produced operas and used age-old rules of etiquette to extract contributions.  Note that these social pressures were essential to financing production and to economic efficiency, and a for-profit entrepreneur, who would have been an outsider, could not have used them.  Thus, even if the entrepreneur had a list of wealthy individuals, he would still need a mechanism for extracting payment. Society members can apply social pressure; entrepreneurs cannot.

In the context of the NYSE, we posit that “high types” first came together around the Buttonwood Tree in 1792 and helped begin the process of generating a high quality good, namely, information about listed firms.  They were careful both about the types of members they allowed to join the Exchange – they wanted other high types – and about the kinds of issuers they were willing to allow to list.  “From 1817 on, the [New York Stock and Exchange] Board became an exclusive organization.  Members were voted in with great reluctance; three blackballs kept out an applicant from among the many applications.”  The Exchange showed growing concern for the quality of listed issues as well, allowing other exchanges (there were several operating in New York city alone during the Civil War period) to absorb more speculative ventures such as trade in gold in wartime (Teweles and Bradley 1998).
One of the competing exchanges opened up in a room next to the NYSE so that it could trade “on what news it could get from the leading exchange.”  This suggests, anecdotally, that the NYSE was considered the high quality exchange.  The NYSE itself established an Unlisted Department from 1885 to 1910 to trade the many newer industrial companies that emerged with the post bellum Industrial Revolution, again emphasizing that it controlled access to the main Exchange itself based on quality (Teweles and Bradley 1998).  Over time, the larger investment banks came to dominate the Exchange’s membership as they bought up the specialist and other firms that had held a majority of the seats.  With the banks came the modern form of IPO allocations that we believe generated a stable hostage exchange system.

Empirical strategy

 
To test the theory that bankers created a hostage system at the nonprofit NYSE, a first impulse is to examine the actions of bankers. We have already suggested that the allocation of shares of initial public offerings (IPOs) is a useful place to look for hostage implementation in part because IPO shares are only available from the underwriting investment bank. The hostage arrangement we describe would expect investment bankers to sell shares of a new firm to the managers of a listed firm in order to pressure the managers of the new firm to disclose information.

 
The problem with using IPO allocations as evidence of a hostage system is suggested above. Not only is the information private and thus unavailable, but IPO allocations can be interpreted in two opposing ways. On the one hand, we have argued that owning shares in a start-up is an obligation fraught with risk because of the paucity of information associated with untested new firms.  But during the 1990s, the share prices of Internet start-ups regularly shot up after the IPO so that the opportunity to buy shares in an IPO became to be regarded as a gift.

 
Instead of observing banker behavior, which can only be interpreted ambiguously, we propose a widely used approach in the literature, to use the bid-ask spread as a measure of information asymmetry or adverse selection
  Because the hostage system induced disclosure, we predict that demutualization will result in a decline in disclosure. The growing information asymmetry between managers and investors will produce a rise in the bid-ask spread.

 
The bid-ask spread is used to measure information quality in a variety of markets, including electricity (Mansur and White, 2007) and used cars on eBay (Lewis, 2007), as well as in financial markets (including the effects of both early federal securities regulation (Daines and Jones, 2007; Mahoney and Mei, 2007) and the 2002 Sarbanes-Oxley Act (Jain et al, 2006).  Bacidore and Sofianos (2002) also use bid-ask spreads to show that information asymmetry is greater for foreign stocks traded on the NYSE than for US-listed stocks.  Bid-ask spreads contribute to the empirical financial literature that seeks to estimate the effects of disclosure regulation.  Stigler (1964) and Bentson (1973) use stock price improvements to examine the Securities Exchange Act of 1934, Greenstone et al (2006) use excess returns to measure the effects of the 1964 amendments to federal securities laws that required firms listed on the NASDAQ to meet the same disclosure requirements as those on the NYSE, and Begley et al (2007) use variance in financial analyst forecasts to estimate the effects of the 2002 Sarbanes-Oxley Act.

Data and Analysis

We perform two estimations, both of which make use of a control group of stocks from the NASDAQ, which trades a broad cross section of stocks and is also US-based. NASDAQ data are useful because they allow us to control for trends in the market at large, and to test the hypothesis that spreads at the less closely owned and governed NASDAQ will be higher than at the pre-demutualized NYSE.  Moreover, we predict that spreads at the NYSE will converge with spreads at the NASDAQ after demutualization.

 
For our trend analysis, we compile daily closing information from the NYSE and NASDAQ.  To address stationerity problems, including seasonality and any regular variation over the course of a week, we average one week’s data for the common stock of each US-based firm on the NYSE or the NASDAQ and sample only from the same week each year, March 6-13, the week in 2006 when the NYSE demutualized. We also show data from the last four months of 2008, the most recent data available, to include events of the banking crisis.

 
We define the bid-ask spread as the highest asking price minus lowest bid price that day divided by the closing price. Closing bid and ask prices could also have been used with similar results.  Roll’s (1984) specification for the bid-ask spread, which some of the other studies listed above use, was less appropriate given the long time period and weekly sample in this study.

 
The means for the NYSE and the NASDAQ are plotted in Figure 1.  As predicted, the bid-ask spread at the NASDAQ is consistently higher than on the NYSE.  Figure 2 shows the difference between these spreads.  It is unclear by inspection that the bid-ask spreads are converging. A trend analysis estimates the trend line for the period before demutualization and again for the entire period including the post-demutualization period. If demutualization has degraded disclosure at the NYSE, then the post-demutualization trend line should be more negatively sloped than the pre-demutualization trend-line. The data points for the trend are obtained by regressing exchange (NYSE = 0, NASDAQ = 1) on price-normalized bid-ask spread, controlling for price-normalized earnings and industry. That is,

bid-ask spread = a + b1 (exchange) + b2 (earnings/price) + industry dummies. (1)

Table 1 shows the series of coefficients obtained for the 13 years in our data set.
 
We find the trend line for the b1 series, first omitting the post-demutualization data (2007 and 2008) and then including the post-demutualization. Our hypothesis is that the slope of the trend will be more negative after demutualization. Regression results are not statistically significant because of the small number of data points. That said, the direction of the trend is supportive of our hypothesis, going from a small positive slope before demutualization (i.e., the NASDAQ bid-ask spread is greater than the NYSE spread) to a smaller slope after demutualization and a negative slope if the latest data (from September 2008) are added.  The change in trend line is more easily seen in Figures 3, 4 and 5, which show the data in Table 1 plotted with a trend line.

A difference in differences estimation is performed using a subset of the total market. We use the S&P500, which contains the 500 largest firms as measured by market capitalization and is largely regarded as representative of the market. We use the same closing data as before for March 7 of each year, 2001-2008. We use the global industry classifications (GIC) used by S&P to control for industry rather than the standard industry classifications (SIC) used in the trend analysis.

We estimate the equation:

bid-ask spread = a + b1 (exchange) + b2 (after demutualization) +
b3 (exchange*after) + b4 (earnings/price) + industry, year dummies. 
(2)

Results show that the bid-ask spread his higher for Nasdaq (b1 >0), that spreads increased after demutualization (b2 >0), but that the difference in spreads declined after demutualization (b3<0). Regression results are reported in Table 3.
Conclusion: 
Implications for the current crisis

Superficially, the trading floor of the NYSE epitomizes the impersonal exchange of the market, which in its ideal form is the polar opposite of a hierarchical firm. With its many anonymous buyers and sellers, it is easy to take for granted the tremendous obstacles presented by the lemons problem and to overlook that fact that the NYSE is a complex firm with the many unwritten rules of a tight-knit club. Yet this paper has posited just such a view of the NYSE. Unfortunately, evidence for the underlying “hostages” logic of the Exchange can be found only in its demise, as we look for and find a decline in information quality after demutualization in March 2006.

The current financial crisis begs the question whether anything we understand about the old NYSE can inform our grasp of the current problems in banking. Since the NYSE created a liquid market for risky securities, our analysis may shed some light on some recently proposed regulatory changes.

First, it has been proposed that trades in complex derivatives go through a central clearinghouse. Our analysis suggests that clearing agents arise endogenously to meet demand from a large number of buyers and sellers. The demand for transaction settlement exists when information quality is high, as was the case with the nonprofit NYSE. Since demutualization and the credit crisis, lower quality information has already driven out many small investors (Dugan, et al, 2008). Information quality is an even bigger problem for complex derivatives, such that the number of transactions and participants will never support a clearinghouse.

A second proposal for fixing markets is to require issuers of complex derivatives to hold some of those derivatives. This solution resembles a hostage, but issuers already do this and the holding of these derivatives has contributed to the problem not alleviated it. A numerical example helps fix ideas. Suppose “Shady Commercial Bank A” takes in $60 in liabilities ($40 in ordinary deposits and $20 in short term money market loans or subordinated debt from “Good Bank B”) as well as $40 in equity from investors.  It now has $100 in cash on the asset side that it can lend borrowers.  Suppose it lends $70 to subprime borrowers, $20 to Alt-A borrowers and $10 to commercial real estate borrowers.  The $70 loaned to subprime borrowers is then packaged into a collateralized debt obligation (CDO) with a senior AAA tranche paying 5%, a Mezzanine tranche paying 6.5%, and an equity tranche paying 15%.  The Senior and Mezzanine tranches are sold to institutional investors while Shady Bank A keeps the smaller Equity tranche.

The equity tranche looks like a “hostage” because it is the first to stop paying out if the original borrowers began to default on payments. Unfortunately, this equity tranche was created using money borrowed from Good Bank B, which has no information about how Shady Bank A spends its loan.  Thus Bank B is unaware that Bank A has created risky CDOs or that it kept the riskiest equity tranche directly on its own books.  Thus, the risky equity tranche is not a hostage; if risk has been underpriced, the equity tranche is a way for Shady Bank A to overstate its profits.

As in equity markets, investment banks underwrote CDOs, working with originating banks like Shady Bank A to bundle mortgages. . But similarities with equity markets end there. The packages of mortgages were transferred to a separate firm, or special purpose vehicle (SPV), which then sold the securities to investors. Given the poor information about the quality of the CDOs, only large buyers and sellers interacted infrequently in what are called “dark pools”. Clearly, no true hostage system is functioning in CDO market.

A system analogous to the NYSE hostage system would have originating banks selling CDOs to the CEOs of other banks that had already created and issued CDOs or to CEOs of lending banks. The originating banker would then know that he was being watched by other CEOs, and if the borrowing bank wished to remain on good terms with lending banks it would be careful about disclosing the risks associated with the SPV’s products.

That said, there is no organization to govern and maintain a hostage exchange in the sub-prime market, perhaps because there are no “high types” to organize such an entity. But without hostages, information becomes suspect. When doubts began to surface in 2006 and 2007 about the creditworthiness of the original home buyers mortgages had been packaged and structured, CDS prices began to increase as did short term interbank lending rates, suggesting the increased risk of lending to other banks. Figure 6 shows the TED spread, or the difference between the LIBOR (London Interbank Offer Rate, the rate large banks lend to each other short term) and US Treasuries. Observe that the LIBOR jumped 50% in August 2007 from 4% to 6%.

As one analyst put it:  “Banks would only lend money into the wholesale interbank credit market - essential to keeping the whole credit system working - at exorbitant rates to protect themselves.  It was this loss of basic trust, and the rising cost of using the credit system, which intensified until it came to a head in the debacles of September and October this year. Risk, in bank jargon, was being ‘repriced’ upwards, with a vengeance,”  (Chinnery 2008).
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Table 1: Coefficients of Bid-Ask Regressors

	year
	Exch Code
	EC Std Error
	RE/price
	RE Std Error
	N

	1995
	0.0043
	0.0012
	0.0006
	0.0015
	30,777

	1996
	0.0072
	0.0010
	-0.0320
	0.0027
	32,142

	1997
	0.0121
	0.0010
	-0.0076
	0.0011
	34,398

	1998
	0.0139
	0.0008
	-0.0144
	0.0015
	33,934

	1999
	0.0157
	0.0009
	0.0196
	0.0072
	31,596

	2000
	0.0313
	0.0009
	0.3505
	0.0205
	30,224

	2001
	0.0227
	0.0011
	-0.1424
	0.0038
	28,217

	2002
	0.0166
	0.0009
	-0.0239
	0.0034
	25,122

	2003
	0.0098
	0.0008
	-0.0205
	0.0020
	23,212

	2004
	0.0197
	0.0006
	-0.3292
	0.0095
	21,984

	2005
	0.0169
	0.0005
	-0.1371
	0.0130
	21,675

	2006
	0.0122
	0.0004
	0.0451
	0.0113
	21,233

	2007
	0.0091
	0.0005
	-0.1320
	0.0104
	20,989

	2008
	0.0082
	0.0010
	-0.1109
	0.0053
	20,610




















Table 2: Trend lines before and after demutualization

	
	pre-demutualization

(Mar 1995-Mar 2006)
	post-demutualization

(Mar 1995-Mar 2008)
	post-demutualization

(Mar 1995-Dec 2008)

	Slope
	0.0006

(0.0006)
	0.0001

(0.0005)
	-0.0003

(0.0005)

	N
	12
	14
	15


Table 3: Difference in Differences estimation

Dependent Variable = (ask-bid)/price
	Independent Variable
	

	After Demutualization

(y=1)
	0.012***
(0.0015)

	Exchange 

(NYSE = 1, NASDAQ = 3)
	0.005***
(0.0005)

	After Dem * Exchange
	-0.007***

(0.0008)

	Earnings/Price
	0.81***

(0.15)

	F-Statistic for year fixed effects
	150.74***

	F-Statistic for industry fixed effects
	35.69***

	R-Squared
	0.2855

	Number of Observations
	4020


Notes: The symbol + indicates that the estimated coefficient is significantly different from zero at the 10 percent level, * indicates that is significant at the 5 percent level, and ** indicates significance at the 1 percent level.
Figure 1: Mean Bid-Ask Spread, NYSE and NASDAQ (1995-2008)
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Figure 2: Difference in Bid-Ask Spreads (NASDAQ – NYSE), 1995-2008
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Figure 3: Trend in Difference in Pre-Demutualization Spreads (NASDAQ, NYSE), 1995-2006
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Figure 4: Trend in Difference in Pre-Demutualization Spreads (NASDAQ, NYSE), 1995-2008
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Figure 5: Trend in Difference in Pre-Demutualization Spreads (NASDAQ, NYSE), Mar 1995-Dec 2008
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Figure 6: TED spreads (Jan 2007 – Oct 2008)  
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� Akerlof started his work when he noticed that used car markets seemed to be made up of low quality cars, or “lemons.”


� The NYSE merged into Archipelago Holdings, Inc. the owner of an electronic trading platform, which was already public.  The newly formed merged company was the NYSE Group, Inc.  The exchange itself became the New York Stock Exchange LLC, a wholly owned subsidiary of NYSE Group.  NYSE Group became NYSE Euronext when it merged with Euronext, itself a merger of several European exchanges in 2007.





� The NYSE was organized as a Type A not-for-profit corporation under New York law, an island of “socialism” in a sea of capitalism.





� Famously, the NYSE was first organized under a buttonwood tree in lower Manhattan where the first members of what would become the Exchange gathered to trade securities.  On May 17, 1792, 24 members signed the “Buttonwood Agreement” and committed to trade only with each other and to charge a fixed commission of 0.25%.  Their names are still listed on the NYSE website (http://www.nyse.com/pdfs/originalnysemembers.pdf).





� Adam Shell, New York Stock Exchange shares jump in debut, USA Today, Mar. 8, 2006.





� There Disclosure is often attributed to regulatory oversight, however there is a vigorous and longstanding debate about the whether regulation improvesimpact on information quality, with several studies  of regulatory measures such as the mandatory disclosure regime imposed by the New Deal’s Securities Act of 1933 and Securities Exchange Act of 1934.  Two recent studies suggest showing the impact of those two pieces of legislation was minimal (.  See Daines and Jones,  (2007;) and Mahoney and Mei,  (2008).)  While, if correctNevertheless, other studies , these papersdo not explain why regulation did not causeimprove good disclosure, they do notnor offer an explanation for what did bring about good disclosure.


.


� Williamson credits political scientist Thomas Schelling for the core idea.  Schelling (1966) applied hostage theory in the context of national security issues.  The general problem was that while the cessation of some form of bad behavior by an enemy may be a genuine accomplishment, sustaining the good behavior presents a different problem.  Thus, “the compellent threat requires some commitment, pledge, or guarantee, or some hostage, or else must be susceptible of being resumed or repeated itself.”  Schelling, in turn, cites Thucydides, and Lord Portal’s account (1937) of Great Britain’s behavior towards “the villages of recalcitrant Arab tribesman.”  In this case “literal hostages, people” were taken and fines imposed “apparently partly to permit subsequent enforcement without repeated bombing [also literal], partly to symbolize, together with the fine, the tribe’s intent to comply.”  An analogous set of problems arises in the NYSE context.  It is one thing to get a newly listing firm to cough up good quality information initially.  That may, in fact, be what the federal securities laws are good at.  Investment banks also exercise a “gate keeping” role.  See Diamond and Kuan (2007) ).  But it is another problem to insure ongoing quality disclosure as the new firm encounters problems in its own market.  For that, another institution is required.





� A non-rival good is one where one party’s use of it does not diminish its value to others.


� In the IPO process, investment bankers underwrite the issue by purchasing the shares being offered and selling them to a list of clients who have pre-ordered shares. The process of creating the client list is known as “book-building”. Several studies have argued that when large blocks of shares are being sold, book building produces better outcomes than fixed price offers or auctions (Sherman, 2000), and floor and electronic trading (Grossman, 1992; Burdett and O’Hara, 1987).





� Huang and Stoll (1997) decompose the bid- ask spread into three components: inventory holding costs, transaction costs, and adverse selection. For our purposes, we compare bid-ask spreads before and after an event. We think it is reasonable to assume that inventory holding costs are unaffected by the event, and that transaction costs would remain unchanged or decline after the event (de Fontnouvelle, et al, 2003). So our analysis would detect any changes in information asymmetry, i.e., adverse selection.


� A variation of this is to use loaned funds to purchase credit default swap (CDS) protection against the packages of loans kept on the balance sheet. This “synthetically” moves those loans off Shady Bank A’s balance sheet. Also, investment banks that received the loans could use CDS protection to create purely synthetic CDOs based on a reference portfolio of loans that they did not ever create or own.





� A variation of this involves synthetic CDOs, in which banks keep a slice of the so-called Super Senior Tranche, which was largely unfunded, i.e., the buyers of this tranche of a CDO did not provide cash up front as did the buyers in the previous example, but they did promise to make good on the credit default swap (CDS) protection in case of default on the underlying reference portfolio of bonds.  This enabled the originating bank to claim, for purposes of satisfying regulatory capital requirements, that they had shifted the risk of the portfolio off their books.








PAGE  
32

