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If the Exchange had been nothing more than a meeting- 
place for buyers and sellers of securities, and the borrowers 
and lenders of funds based on securities— a huge automatic 
dial to register vibrating values, and a legalized centre of 
speculation—it would even then have been worthy of an 
impor tant place in the national annals. But though created 
only for  these functions, it has come to discharge another 
and more striking one. In so  doing it has formed that con-
nection with the country’s development which may be reck-
oned the most valuable feature in its history.

— Edmund Stedman and Alexander Easton1

Well- functioning stock markets benefit investors, publicly traded 
companies, and the financial intermediaries who bring them 
together. They help individual investors become involved with 

large- scale commerce without requiring them to be involved in any details of 
the com pany, and they vastly expand firms’ access to capital. Stock markets, 
however, have the potential to expose investors to financial mismanagement 
or outright fraud from the com pany selling shares or from any number of 
financial intermediaries. Fraud not only harms the investors who lose, but 
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it scares away  future investors and reduces the pool of capital and business 
opportunities for legitimate enterprises and financial intermediaries that serve 
them. How can the good aspects of markets be encouraged and the fraudulent 
schemes or lesser forms of self- dealing be reduced? Most  people assume that 
the only or best way to deal with fraud is with government rules or regulations. 
University of Chicago professors Rajan and Zingales2 maintain that “market 
transactions require a central authority to enforce them promptly and at low 
cost” and “politics— for better or worse— lays the foundations for markets, 
and thus for prosperity.”3 Such thinking is also  behind  those who have advo-
cated more government regulation of markets with the 2002 Sarbanes- Oxley 
Act (also known as the Public Com pany Accounting Reform and Investor 
Protection Act) and the Dodd- Frank Wall Street Reform and Consumer 
Protection Act of 2010 (Dodd-Frank).

Yet if one looks at the history of all the world’s first successful stock mar-
kets one can see that they  were regulated in a very diff er ent way— privately. 
In seventeenth- century Amsterdam, eighteenth- century London, and 
nineteenth- century New York, government officials commonly viewed stock 
markets with suspicion and passed vari ous laws that made most of the sophis-
ticated transactions in stock markets unenforceable. Despite government not 
enforcing entire classes of contracts, trading in stock markets continued and 
actually thrived. Rather than relying on government, market participants 
relied on vari ous private enforcement mechanisms, or private governance, to 
mitigate fraud and facilitate exchange. Stockbrokers  adopted private rules 
and regulations, not  because they  were required to, but  because they wanted 
to make the markets more attractive for themselves, companies, and investors. 
The regulatory environment can best be viewed as open and competitive with 
diff er ent broker groups experimenting with diff er ent types of rules in order 
to attract business to their market.

Relying on the market to regulate the market was not a short- lived his-
torical anomaly. Instead private rules and regulations underpinned all of the 
world’s first stock markets for hundreds of years.4 Studying the history of pri-
vate rules and regulations helps us see how markets can operate without gov-
ernment oversight and how market incentives have led markets to find ways 
to reduce fraud and facilitate trade. Rules ranged from rules about trading, 
which help ensure contractual compliance among brokers, to rules about 
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listing requirements for publicly traded firms. A system of competitive and 
private regulation offers an attractive alternative to one- size- fits- all and often 
heavy- handed government regulation advanced in recent years. Economists5 
describe exchange- created rules as the microstructure of markets; Mahoney 
refers to the role of the exchange as regulator; and Romano outlines how 
such competition encourages exchanges to create rules that investors trust.6

A 2007 McKinsey and Com pany report sponsored by former New York 
City Mayor Michael R. Bloomberg and Senator Charles Schumer interviewed 
fifty financial ser vices CEOs and surveyed hundreds of  others and found that 
burdensome government regulations are making American financial markets 
much less competitive than they could be. Five  percent of Americans work in 
financial ser vices, and the sector represents 8  percent of GDP,7 not to mention 
all of the private enterprise made pos si ble  because of financial intermedia-
tion and other financial ser vices. Yet many suggest that government rules and 
regulations have gone overboard and are bogging down markets. Bloomberg 
and Schumer state:

The findings are quite clear: First, our regulatory framework 
is a thicket of complicated rules, rather than a streamlined 
set of commonly understood princi ples, as is the case in 
the United Kingdom and elsewhere. The flawed implemen-
tation of the 2002 Sarbanes- Oxley Act (SOX), which pro-
duced far heavier costs than expected, has only aggravated 
the situation, as has the continued requirement that foreign 
companies conform to U.S. accounting standards rather 
than the widely accepted— many would say superior— 
international standards.8

Respondents told McKinsey that compared to London, New York is lacking 
on the following issues: “government and regulators are responsive to business 
needs,” “fair and predictable  legal environment,” and “attractive regulatory 
environment.”9 Policymakers appear to have gotten us into this problematic 
situation by overestimating the efficacy of government rules and regulations 
and ignoring many costs. Unfortunately, legislators and regulators who write 
statutes and regulations that end up costing investors and provide negligible 
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benefits receive  little market feedback and are not penalized for any harm they 
impose on investors, companies, or financial intermediaries.

An alternative to the heavy- handed approach of government is to move 
back to the system that enabled all the world’s first successful stock markets 
to thrive: allow investors and their agents to opt into or out of competitively 
provided regulatory regimes that cater to investor wants. A system of private 
regulations encourages market participants to search for rules and regulations 
that help investors.  Those that fail to offer basic assurances to investors or 
have rules and regulations that are onerous and provide few benefits  will lose 
market share, and  those that offer better protections gain. Instead of subjecting 
every one to government mandates regardless of their efficacy or costs,  there 
is the option of moving back to a system of freely  adopted private rules and 
regulations that made all the world’s successful stock markets pos si ble.

LESSONS FROM THE HISTORY OF STOCK EXCHANGES  
AS PR IVATELY GOVERNED CLUBS10

Pr i vate Rules and Regulat ions in  Seventeenth- Centur y Amsterdam
Although most  people believe that commandments like “Thou shalt not steal” 
are just and  ought to be followed, exactly how a market deals with prob lems 
like underper for mance or nonper for mance of a contract are open questions. 
What should the repercussion against nonper for mance be? Should a market 
have retribution, restitution, or  simple expulsion for underper for mance, 
default, or fraud? Should an unintentional defaulter be treated the same as an 
intentional defaulter? If fines exist, should they be flat or graduated, and who 
should determine them? What should happen when a defaulter has no funds 
to pay? If market participants rely on expulsion, should expelled members 
ever be let back in, and if so  under what circumstances?  These are all tough 
questions that could long be debated in legislative chambers, regulatory hear-
ings, courts of law, and academic journals, but instead the private governance 
in stock markets left the judgment to the market. The broker who reported 
to customers, “I  didn’t think about our counterparty default risk, and I  don’t 
actually have the shares that you paid for,” would be at a severe disadvantage to 
brokers who traded in venues that minimized such prob lems. As such, market 
participants had incentive to search for rules that would make their market 
more orderly and more attractive.
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Companies with transferable shares may date back to ancient Rome,11 
but the first stock market with a considerable secondary market was in 
seventeenth- century Amsterdam. The Dutch East India Com pany, created 
in 1602, was originally intended as short- lived endeavor, but by 1609 the 
com pany directors made it an ongoing venture. The modern notion of hav-
ing shares in a com pany evolved gradually, starting as “ ‘paerten,’ ‘partieen,’ 
or ‘partijen,’ the word being taken over from the practice of ‘participation’ in 
the shipping business,” and was eventually referred to as an “actie” or share 
by 1606.12 Investors wishing to sell their shares had to go with a buyer to the 
com pany’s offices and pay a fee to have the shares transferred.  There is nothing 
inherently wrong with  going to headquarters to transfer shares, but imagine 
having to go to Redmond, Washington, anytime you wanted to buy or sell your 
Microsoft shares. The East India Com pany charged transfer fees and did not 
have a streamlined pro cess. Neal describes the pro cess:

The transfer books  were available 4 or 5 days a week and 
recorded the ledger entries for both the seller and the buyer, 
the amount of stock transferred, and the names of two wit-
nesses and the clerk. A very small transfer fee was charged 
per share. Delays did occur due to the sloppiness of the 
clerks in recording entries and the necessity of checking to 
make sure the seller had at least the number of shares being 
sold to his or her credit in the main ledger.13

Over time, however, an in de pen dent secondary market for shares emerged.
Brokers who had specialized in trading in commodities or other financial 

instruments began specializing in trading shares and would keep track of their 
transactions and  settle at rescontre dates established  every three months.14 At 
settlement time, brokers would net out the shares they owe and could  either 
hand over shares for cash or  settle using payment of differences. For example, 
suppose you make a contract to buy a share from me for 3,000 guilders in three 
months, but at settlement the current price turns out to be 3,300. I (with a short 
position) could procure the share for 3,300 and give the share to you (with a 
long position) in exchange for 3,000 guilders. An easier way of settling such 
a trade would be to have a payment- of- differences contract, where I would 
simply pay you 300 guilders and we would call it even. Contracts with  future 
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settlement dates,  whether with delivery of shares or payment of differences, 
eliminated the need to go to the com pany’s office  after each trade and pay 
fees. But moving away from the equivalent of a spot market with immediate 
settlement introduced the possibility for unintentional default or intentional 
fraud come settlement date. If I owed you 300 guilders but at settlement date 
I simply did not show up, what would you do?

A modern reader may assume that you need to take the defaulter to court to 
get your money back. But as Petram points out, “lawsuits that  were ultimately 
brought before the Court of Holland could take anywhere between three- and- 
a- half and twelve years.”15 More impor tant, however, a three-  to twelve- year 
trial was not even an option for the majority of transactions. In 1608 shares in 
the East India Com pany fell by 35  percent and officials believed that outlawing 
short selling would prevent further price drops.16 Officials passed ordinances 
against short sales, prohibiting selling “in blanco” (selling something you  do not 
own) as well as “windhandel” (trading in wind). The new ordinances required 
that only  owners of shares could make sales and that sellers had to actually 
transfer their shares within a month.17 In the following de cades official pro-
hibitions continued; additional ordinances  were passed in 1621, 1623, 1624, 
1630, 1636, and 167718 that outlawed all but the simplest transactions. Many 
contracts had uncertain  legal status while  others such as short sales  were out-
right prohibited.

Despite the unenforceability of most contracts, trading in such transactions 
continued and actually thrived. In addition to forward contracts with long and 
short sales, brokers developed many other sophisticated transactions includ-
ing options, hypothecation (where  people can pledge stocks as collateral for a 
loan), and other derivatives that enabled  people who could not purchase a full 
share to trade. How is that pos si ble? One seventeenth- century stockbroker, 
de la Vega (1688),19 wrote a book describing the market and throughout he high-
lights the unenforceable status of most of  these contracts. But he also describes 
informal private mechanisms that brokers used for encouraging contractual 
per for mance. Consider Adam Smith’s commentary on why  people would fol-
low through on an unenforceable contract:

Of all the nations in Eu rope, the Dutch, the most commer-
cial, are the most faithful to their word. . . .  This is not at all 
to be imputed to national character, as some pretend. . . .  It 
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is far more reduceable to self interest, that general princi ple 
which regulates the actions of  every man, and which leads 
men to act in a certain manner from views of advantage, and 
is as deeply implanted in an En glishman as a Dutchman. A 
dealer is afraid of losing his character, and is scrupulous in 
observing  every engagement. When a person makes 20 con-
tracts in a day, he cannot gain so much by endeavouring to 
impose on his neighbours, as the very appearance of a cheat 
would make him lose.20

Trading never takes place in a vacuum, and  those who want to conduct 
business must persuade  others to deal with them. Parties can cheat, but when 
they do so, they not only sour the relationship with their victims, but they sour 
their relationship with every one  else who finds out.

Greif 21 refers to this as a multilateral reputation mechanism, and in many 
circumstances it takes the place of formal enforcement. Even if two parties 
have never interacted before and have no intention of interacting again, both 
 will think twice about damaging their reputation for a short- run gain. Many 
passages in de la Vega illustrate the importance of reputation and the need to 
follow through with one’s word to remain in business.22 As de la Vega explains,

He states, “[To be sure,  there is widespread honesty and 
expedition on the Exchange. For example,] the business 
in stocks and the bustle of the sales which are made when 
unforeseen news arrives is wonderful to behold. Nobody 
changes the decisions which he makes in his momentary 
passion, and his words are held sacred even in the case of a 
price difference of 50 per cent; and, although tremendous 
business is done by the merchants without the mediation of 
brokers who could serve as witnesses, no confusion occurs 
and no quarrels take place. . . .  Such honesty, co- operation, 
and accuracy are admirable and surprising.”23

How successful was this market? De la Vega describes how  people talked 
about the market for shares all over the city. By the end of the seventeenth 
 century the Dutch East India Com pany had 20,000 employees, over 300 ships 
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traveling between the East Indies and Eu rope,24 and some estimate that it had 
the equivalent market capitalization of $7 trillion in modern US dollars, mak-
ing it the most valuable com pany in history. The East India Com pany helped 
make the Golden Age pos si ble, and it financed Henry Hudson’s voyage where 
he charted Manhattan in 1607. The Dutch West India Com pany also founded 
New Amsterdam (New York) in 1624, so the influences of the Dutch stock 
market are long lasting. None of this would have been pos si ble without a mar-
ket for secondary shares, and that market was only made pos si ble  because of 
the informal rules and regulations on  these markets.

Pr ivate Rules and Regulat ions in  E ighteenth- Centur y London
The world’s second major stock market developed in London starting at the 
end of the seventeenth  century, and, as in Amsterdam, government officials 
 were hardly supportive of it.  Eng land’s first major joint stock com pany was the 
“Mystery and Com pany of Merchant Adventurers for the discovery of regions, 
dominions, islands, and places unknown,” founded in 1551 (and  later known 
as the Muscovy Com pany, chartered in 1555), and other major En glish com-
panies included the Levant Com pany, the En glish East India Com pany, and 
the  Virginia Com pany, chartered in 1581, 1600, and 1606, respectively.25 By the 
end of the seventeenth  century the number of joint stock companies increased 
and  people began specializing in trading stocks.26

In 1696, however, the government passed an act “To Restrain the Number 
and the Practice of Brokers and Stockjobbers.” Stockbrokers  were prohibited 
from trading at the Royal Exchange, so instead congregated by “Change Alley 
around Cornhill and Lombard streets.”27 Especially  after London prohibited 
them from congregating on the street in 1700, their main trading venues 
became Jonathan’s and Garraway’s coffee houses. One broker had put out the 
following advertisement in 1695 in Collection for Improvement of Husbandry 
and Trade: “John Castaing at Jonathan’s Coffee House on Exchange, buys and 
sells all Blank and Benefit Tickets; and all other Stocks and Shares.”28 Another 
successful stockbroker was described by his peers as “the leader and oracle of 
Jonathan’s Coffee House.”29

Government officials always looked down on this trade, as Sir Robert 
Walpole made clear in 1716: “ Every one is aware how the administration in 
this country has been distressed by stock- jobbers.”30 In addition to passing 
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rules restricting stockbrokers, the government all but outlawed the formation 
of new joint stock companies in 1720 with the passing of the  Bubble Act. This 
1734 bill, “[t]o prevent the infamous Practice of Stock- jobbing,” also banned 
options, forward contracts, and margin trading, and government animosity 
 toward stock traders persisted for well over a  century.31

The government considered most contracts with  future settlement dates as 
illegitimate. In his 1766 Lectures on Jurisprudence, Adam Smith wrote:

This practice of buying stocks by time is prohibited by gov-
ernment, and accordingly, tho’ they should not deliver up 
the stocks they have engaged for, the law gives no redress. 
 There is no natu ral reason why 1000£ in the stocks should 
not be delivered or the delivery of it enforced, as well as 
1000£ worth of goods. But  after the South Sea scheme this 
was thought upon as an expedient to prevent such practice.32

Palgrave describes that time bargains referred to any contract that did not 
involve immediate settlement, and that includes long and short forward con-
tracts and options contracts:

Time bargains are contracts entered into between two par-
ties for the transfer at a fixed price of a certain quantity of 
a commodity, security, or right from one to the other on a 
specified  future date or within a specified time from the date 
of the contract. In colloquial language they fall  under two 
heads, viz. (1) sale or purchases for “ future” or “forward” 
delivery; (2) options.33

 These advanced contracts  were pervasive, as Palgrave explains: “on the 
stock market all contracts are for  future delivery  unless other wise specified.”

Another in ter est ing distinction that government officials made, most likely 
due to a poor understanding of economics and finance, was between trades 
with settlement involving (1)  actual delivery of the stock in return for money 
versus (2) cash settlement or payment of differences between the previously 
agreed on price and the market price on settlement date. Leaving aside the 
major transaction costs of handing over the shares or other contracted item, 
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contracts with physical or cash settlement have near identical economic effects 
on each party and the market as a  whole. Many British officials, however, 
considered a contract with physical settlement to be a “bona fide contract,” 
whereas a “time bargain for payment of differences” was a form of “gaming or 
wagering.”34 The same was true in Amer i ca, and Freedman35 describes how 
in the latter half of the nineteenth  century the Chicago Board of Trade helped 
promulgate the argument, likely with hopes of having government restrict the 
activities of its “bucketshop” competitors.

Although British officials made most contracts that occurred on the 
exchange illegal, Smith wrote that the law “proved ineffectual.” Contracts  were 
unenforceable but not punishable, so stockbrokers engaged in them anyway:

In the same manner all laws against gaming never hinder 
it, and tho’  there is no redress for a sum above 5£, yet all the 
 great sums that are lost are punctually paid. Persons who 
game must keep their credit,  else no body  will deal with 
them. It is quite the same for stockjobbing. They who do not 
keep their credit  will be turned out, and in the language of 
Change Alley be called lame duck.36

Stockbrokers initially relied on the discipline of repeat dealings and reputa-
tion mechanisms similar to brokers in Amsterdam. Calling someone a lame 
duck sounds pretty damaging!

Over time brokers began to create more formal private rules and regulations 
to deal with unintentional default or intentional fraud. To do this brokers deci ded 
to transform coffee houses into private clubs. In 1761 Thomas Mortimer wrote, 
“The gentlemen at this very period of time . . .  have taken it into their heads that 
some of the fraternity are not so good as themselves . . .  and have entered into an 
association to exclude them from J——’s coffee- house.”37 In 1762, one hundred 
and fifty brokers formed a club and contracted with Jonathan’s Coffee house to 
use it exclusively. Creating this exclusive club, or privatizing the commons, was 
not without controversy. A 1772 letter in Town and Country Magazine writes 
critically that “the brokers at Jonathan’s admit none but their own fraternity into 
their coffee- house, which to prevent strangers intruding amongst them.”38 One 
excluded broker ended up  going to government and suing to break up this newly 
formed club. Government intervened and declared that Jonathan’s Coffee house 
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did not have the right to exclude outsiders. In 1773, as an alternative strategy, 
brokers or ga nized and purchased a building for their own use. This new build-
ing was known as New Jonathan’s and was open to anyone who paid the daily 
admission fee, which covered expenses such as rent.39 In 1773 the Gentlemen’s 
Magazine reported, “New Jonathan’s came to the resolution that instead of its 
being called New Jonathan’s, it should be called The Stock Exchange, which is to 
be wrote over the door.”40

Brokers experimented with diff er ent rules and regulations, and docu-
mented many of them in their first rulebook in 1812. The stated resolutions 
 were “but an attempt (the first indeed that has ever yet been made in this 
House) to reduce into a regular method the rules and regulations, by which so 
very impor tant a class of society is to be governed.”41 Although the Committee 
said some disputes can be settled within the exchange using “the known Laws 
of the Land,” they added that “many  others (which, form their nature and 
extent, preclude the possibility of forming any general laws on the subject, so 
as to meet  every contingency) may also be adjusted by the known custom and 
practice of the market.”42

To give an idea of how their rules worked, consider a few of the Committee’s 
1812 resolutions passed for “the safety and protection of the property and 
interests of the members of the Stock- Exchange.” The Exchange had rules in 
the following categories:

Admissions (14 resolutions)
Bargains (10 resolutions)
Clerks (8 resolutions)
Committee (18 resolutions)
Failures (12 resolutions)
Partnerships (1 resolution)
Puts and calls (1 resolution)
Passing of tickets (3 resolutions)
Quotation of prices (5 resolutions)
Settling days (3 resolutions)

Without writing in a legalistic way, they stated they wanted to make the 
resolutions “as clear and comprehensive as pos si ble.”43 The need to attract busi-
ness made the Exchange act in a judicious manner.44
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How did the London Stock Exchange enforce its rules? Its main rule- 
enforcing body was the Committee for General Purposes, which had thirty 
members, a chairman, and a deputy- chairman elected by the members each 
year. The Committee would deal with “management, regulation, and direction” 
of the Stock Exchange. The secretary of the Committee would keep rec ords of 
applications and report “the name of  every defaulter that may have been declared 
in the Stock- Exchange, and insert the same into the minute book.”45 The 
Committee had “the right to expel any of their members from the Committee 
who may have been guilty of dishonourable or disgraceful conduct; or who 
may be other wise highly objectionable to them” provided they created a sub-
committee to vote on the  matter and two- thirds agreed.46

The Committee also dealt with membership applications, which had to be 
renewed each year. All new applicants had to be recommended by two mem-
bers who “have knowledge of the party and his circumstances”47 and could 
explain them to the admission committee. Anyone who objected to a new 
member could express that to the Committee for consideration.  People whose 
membership was not accepted could reapply  after thirty days, and if rejected 
again they would have to wait  until the next year. At any point in time, “ Every 
defaulter ceases to be a member” and “ Every subscriber, who  shall become 
bankrupt ceases to be a member.” Losing membership was not necessarily 
permanent if a defaulter rectified certain wrongs. The rules and regulations 
stated, however, certain actions could lead to expulsion: “ Every member, who 
may be guilty of dishonourable or disgraceful conduct, or who may violate any 
of the fundamental laws of the Stock- Exchange,  shall be liable to expulsion.”48 
The expulsion pro cess required a hearing before a committee where at least 
three- fourths of the members voting deci ded on expulsion.

Members could also request to have clerks admitted, and members  were 
required to assume responsibility for their clerks. A list of approved clerks 
and their employers “ shall be put up and remain in a con spic u ous part of the 
House.” To get permission the member “must send the name of such a clerk 
to the Committee for General Purposes for their approbation; without whose 
consent no such clerk  shall be admitted.”49 Clerks  were not permitted to trade 
on their own account and would be expelled if they did. Clerks  were gener-
ally forbidden to engage in time bargains (i.e., forward contracts or options) 
 unless approved by the Committee. They stated “a list of such clerks  shall be 
put up and remain in a con spic u ous part of the Stock- Exchange, together with 
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the names of their employers.” Given that time bargains involve considerably 
more risk, one can understand such a rule.

The Exchange had rules about settlement50 and what would go wrong in the 
event of a dispute. The rulebook stated that “[a]ll disputes between individuals 
(not affecting the general interests of the Stock- Exchange)  shall be referred 
to arbitration” and added “the Committee [for General Purposes]  will not 
interfere in such disputes,  unless that resource may have proved ineffectual, 
or  unless arbitrators cannot be found ready and willing to determine the case.” 
 Here brokers appear to have two levels of adjudication within the Exchange.

The Exchange also had vari ous rules about what would happen to default-
ers. All creditors whose counterparty defaulted  were required to report the 
default to the Committee for General Purposes. Any creditor who  violated the 
rule would have his name “affixed in a conscious part of the Stock- Exchange.”51 
Other rules specified the equivalent of rules for bankruptcy proceedings. If 
someone in default was scheduled to be paid money from another set of trades, 
the proceeds would go the creditors of the defaulter and split equally among 
them. This prevented a strategic defaulter from reneging on some contracts 
but collecting on  others. A defaulter would lose his membership but could 
reapply for membership if he furnished “his books of accounts and a state-
ment of the sums owing to him and owed by him in the Stock-Exchange” and 
met a few other conditions. A defaulter applying for readmission “ shall have 
his name fixed in a con spic u ous part of the Stock- Exchange, at least eight days 
previous to the application being considered during this Committee.” If any 
members reported “that the conduct of such defaulter has been dishonour-
able, or marked with any circumstances of impropriety,” readmission would 
be denied and the name of the person would be written on “the Black Board 
in the Stock- Exchange.”52

The Committee stated that “order and decorum”  were “so essentially neces-
sary to be observed in all places in this business” and that they needed to inhibit 
“rude and trifling practices” that would be “injurious to the best interests of 
the House.”53 The Exchange had fairly strict rules, but none of them seem dra-
conian. As long as defaulters repaid their debts (indicating they had not acted 
with bad intentions when they defaulted) they could be let back in. The rules 
seem to be  adopted to inhibit bad be hav ior and encourage good be hav ior. The 
rules have continued to evolve over time, and to this day the London Stock 
Exchange is experimenting with diff er ent levels of strictness between its 
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Main Market and its more flexible Alternative Investment Market (AIM). 
As the London Stock Exchange did a  couple hundred years ago, it has rules 
of conduct to retain membership and has procedures against  those who 
violate them.

London was the financial capital of the world, at least  until World War I, 
and the London Stock Exchange, with its system of private regulation, played 
a crucial role. In 1877 one government report stated that the Stock Exchange’s 
rules “had been salutary to the interests of the public” and that the Exchange 
acted “uprightly, honestly, and with a desire to do justice.” It concluded saying 
that the Exchange’s private rules  were “capable of affording relief and exercis-
ing restraint far more prompt and often satisfactory than any within the read 
of the courts of law.”54

Pr ivate Rules and Regulat ion in  Nineteenth- Centur y New York
Similar to its Eu ro pean counter parts, the New York Stock Exchange (so named 
since 1863) evolved over time and also was privately governed. The earliest 
available written agreements between brokers date to 1791, when signato-
ries agreed to fourteen rules about trade, and 1792, when twenty- four bro-
kers signed the Buttonwood Tree Agreement, where they agreed to “solemnly 
promise and pledge ourselves to each other.”55 An association of merchants 
created the New York Tontine Coffee House Com pany between 1791 and 1792, 
and opened the Tontine Tavern and Coffee House in 1793 “for the purpose of 
a Merchants Exchange with 203 subscribers at $200 each.”56 In 1794 one com-
mentator wrote,

The Tontine Tavern and Coffee House is a handsome, large 
brick building; you ascend six or eight steps  under a portico, 
into a large public room, which is the Stock Exchange of 
New York, where all bargains are made.  Here are two books 
kept, as at Lloyd’s, of  every ship’s arrival and clearing out. 
This  house was built for the accommodation of the mer-
chants, by Tontine shares of two hundred pounds each. It is 
kept by Mr. Hyde, formerly a woolen draper in London. You 
can lodge and board  there at a common  table, and you pay 
ten shillings currency a day,  whether you dine out or not.57
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Brokers  adopted a “Constitution And Nominations of the Subscribers To 
The Tontine Coffee- House” as early as 1796, and by 1817 brokers created a 
more formal membership club and trading venue, the New York Stock and 
Exchange Board.58 The 1817 “Rules to be  adopted and observed by the ‘New 
York Stock and Exchange Board’ ”  were quite  simple and included “fines for 
non- attendance at the calling of the Stocks” and guidance on how “any mem-
ber refusing to comply with the foregoing rules may have a hearing before 
the Board, and if he  shall still persist in refusing, two- thirds of the Board may 
declare him no longer a member.”59 Members added diff er ent resolutions over 
the years, and by the 1860s, in addition to blacklisting  those who did not 
follow through with their contracts, they had rules prohibiting “indecorous 
language” (suspension for a week), fines for “smoking in the Board- room, or in 
the ante- rooms” (five dollars), and fines for “standing on  tables or chairs” (one 
dollar), as such rules made sure every one was proper.60 By 1865 the initiation 
fee was $3,000 and by 1868 one’s membership seat became a valuable property 
right that could be sold to potential members.61

In 1899, accounting author David Keister62 reported, “The rules of the Stock 
Exchange are very strict; a high standard of integrity is maintained, and all 
disputes are settled by a committee of arbitration.” In 1922 an economist for 
the New York Stock Exchange stated,

The regulations of the Stock Exchange relating to the busi-
ness conduct of its members go beyond the common law in 
the earnest attempt to maintain “just and equitable princi-
ples of trade,” and that  these regulations are immediately and 
thoroughly enforced. From the inherent nature of the trans-
actions which take place in an or ga nized securities market, 
such a high and ethical spirit of legislation is necessary. The 
general recognition of this necessity by Exchange members, 
in fact, is responsible for the severe and instant punishment 
to which they have voted to make themselves liable.63

In addition to having rules of membership, the New York Stock Exchange 
started having rules about the securities that could be listed. Letting any “enter-
prise,” including likely fraudulent ones, approach investors had the potential 
to create a tragedy of the commons situation where the fraudulent ventures 



tHe Past and  Future oF excHanges as regulators

240

crowded out the good. To deal with this prob lem, the Exchange  adopted listing 
and disclosure requirements to make the market more transparent.

By 1865 the New York Stock Exchange had two lists of securities, the regu-
lar list and the secondary list, and the first list would be called at the “First 
Board.” Similar to over- the- counter or pink sheet stocks in modern times, 
the secondary list did not have strict listing requirements. The stocks traded 
on the regular list had more liquidity, and members had to attend the morn-
ing session for their trading. To be on the first list, companies had to give 
their “applications for placing of Stocks on the regular list, [which]  shall be 
made directly to the Board, with a full statement of capital, number of shares, 
resources, &c.”64 The financial journal Bradstreet’s reported, “The New York 
Stock Exchange has, to a certain extent, taken upon itself an impor tant public 
duty in requiring companies, whose securities are to be placed on its lists, to 
make much fuller statements of their organ ization and affairs.”65

The New York Stock Exchange  later  adopted stricter listing requirements 
and required companies to maintain a transfer agency and registrar that is 
approved by the Exchange66 to obtain permission from the Committee on 
Stock before issuing initial or subsequent shares;67 and to comply with vari-
ous rules of the New York Stock Exchange Governing Committee, which had 
the authority to suspend dealings or remove a com pany’s shares from the 
exchange.68 By the 1920s, the New York Stock Exchange69 (1925) required 
vari ous reports and disclosures from companies. Before the passage of the 
Securities Act of 1933 and the Securities Exchange Act of 1934, all firms listed 
on the New York Stock Exchange provided information about assets and lia-
bilities and  were audited by certified public accountants.70 Firms that no longer 
met the requirements would be suspended or delisted or, as they referred to at 
the time, “stricken from the list.”

Although each listing and disclosure requirement involves costs to listing 
firms, requirements can bestow certain benefits to investors and listing firms 
alike.71 One can think of the New York Stock Exchange as solving a collective- 
action prob lem between individual investors and firms. A listing firm nomi-
nally bears the costs of compliance, but it willingly does so  because the rules 
increase the value of its stock. If investors value transparency through listing 
or disclosure requirements, the New York Stock Exchange can require them. 
That means individual investors need not visit a com pany’s offices if investors 
know that a stock exchange and auditors have reviewed the com pany’s books.72
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Adopting stricter rules had the potential to attract more market participants 
or it had the potential to push them away to less strict competitors. The New 
York Stock Exchange always had to compete for business and throughout the 
years faced competition from the Open Board of Brokers, which merged with 
the New York Stock Exchange in 1869;73 the Curb Market and its more for-
mal outgrowth, the New York Curb Exchange (founded in 1921 and renamed 
the American Stock Exchange in 1953); the Consolidated Stock Exchange of 
New York (founded in the 1880s, it included many mining companies); and 
regional exchanges including the Boston Exchange and Philadelphia Stock 
Exchange (founded in 1834 and 1754, respectively, the latter in London Coffee 
House). Investors also could have focused on “the Coal and Iron Exchange, 
the Coffee Exchange, the Cotton Exchange, the Maritime Exchange, the Metal 
Exchange, the New York Insurance Exchange, and the Leaf Tobacco Board of 
Trade,”74 to name a few.

 Those  running the New York Stock Exchange made a lot of good choices, 
and by World War I, the New York Stock Exchange surpassed the London 
Stock Exchange as the most impor tant exchange in the world. The New York 
Stock Exchange with its system of private rules and regulations helped finance 
American industry to become the economic power house that it is  today.

LESSONS FROM HISTORY FOR  TODAY: LET T ING  PEOPLE OP T  
INTO OR OP T OUT OF DIF  FER  ENT REGUL ATORY REGIMES
Private governance of stock exchanges underpinned the world’s three most suc-
cessful stock markets for centuries when government officials  were unknowl-
edgeable about or uninterested in supporting stock markets. Although many 
 people assume that rules and regulations to underpin markets must come from 
government, the history of stock markets shows rules and regulations com-
ing from markets themselves. When rules and regulations enhance market 
transparency and the value of markets, market participants have incentives 
to search for them.

What are some potential policy implications? In modern times, a system of 
private regulation would allow stock exchanges to compete on vari ous mar-
gins to help improve the microstructure of their markets. Private rules and 
regulations could govern every thing from diff er ent ways of matching and fill-
ing  orders to what firms can become listed. Historically, exchanges bundled 
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 vari ous sets of rules, although  there is no reason that listing requirements 
and market design need to be deci ded by the same entity. A New York Stock 
Exchange or London Stock Exchange could compete to offer vari ous listing 
and disclosure requirements and  either require all of its listed firms to be 
traded on that exchange or allow some or all of its listed firms to be traded 
in vari ous exchanges such as Bats Global Markets, an electronic communica-
tion network founded as Better Alternative Trading System in 2005, or newer 
exchanges like IEX Group. Yale Law School professor Jonathan Macey, for 
example, has discussed how exchanges can offer a bundle of off- the- rack rules 
of corporate governance and serve as reputational intermediaries for listed 
firms, and more recently he has proposed having an increased number of stock 
exchanges be exclusive forums for listed stocks.75 Think of a stock exchange 
as acting like the Underwriters’ Laboratories to help set standards for, certify, 
and put a stamp of approval on member firms.

In each case a private regulator must offer a set of rules that is ultimately 
attractive to investors and the publicly traded firms that want to cater to them. 
For example, the London Stock Exchange’s AIM provides a much more flex-
ible approach for firms that want to go public and gives firms a “comply or 
explain” option for many rules that allows listed firms to give reasons why 
complying with a certain guideline does not make sense for them.76 Rather 
than having to pass a litany of bureaucratic rules, firms simply must have the 
seal of approval of a Nominated Adviser, a third- party financial com pany 
approved by the London Stock Exchange, to go public and remain publicly 
traded.77 For any potential rule for publicly traded firms, such as recent pro-
posals to require firms to rotate auditors, stock exchanges would be allowed 
to experiment with having or not having the rule.  Those that adopt rules that 
benefit investors would see an increased demand for their market, and  those 
that adopt onerous rules would see a decrease in demand. The pro cess of com-
petition would thus encourage stock exchanges to offer the set of rules and 
regulations that investors want. Recently proposed rules like auditor rotation 
need not be mandated for all firms.

For  those who believe that the current set of government regulations is 
always, or at least sometimes, beneficial, it would be quite easy to keep most 
regulations in existence but at the same time let investors opt out of them if 
they desire. Just as international investors are allowed to invest in (and have 
been investing in) foreign markets over American ones, and just as institu-
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tionally qualified investors are able to invest in companies that do not follow 
all of the rules for publicly traded companies, ordinary Americans need not be 
deprived of  those same liberties and investment options. For example, the US 
Securities and Exchange Commission’s 500- page Regulation NMS (National 
Market System) includes a set of provisions that mandate that all investors get 
the “best price” for  orders of publicly traded securities, but it neglects the wishes 
of investors who want to opt into venues that optimize on other margins. “Best 
price” regulations both undermine the time- tested specialist system of the New 
York Stock Exchange and act as a hurdle for newer exchanges like IEX attempt-
ing to devise systems to match  orders in a potentially more orderly way. My 
modest proposal would allow some exchanges to advertise that they are compli-
ant with Regulation NMS and  others to say they are not and offer the choice to 
investors. Such a setup would require stock exchanges to get approval from their 
customers (i.e., their rules would need to pass the market test), not the SEC, for 
offering a set of rules and regulations that differs from their competitors’. 

The New York Stock Exchange, now publicly traded as part of the 
Intercontinental Exchange Inc., is still tremendously impor tant and can be 
even more impor tant in the  future, but since 2000, prosecutors and regulators 
have stripped the New York Stock Exchange of much of its power to regu-
late its market. For example, before Regulation NMS mandated immediacy 
and “best price” of order execution over all other  factors, the New York Stock 
Exchange, NASDAQ, and other trading venues competed to offer attractive 
ways of executing  orders (e.g., the individual specialists in the New York Stock 
Exchange versus the plethora of market makers in NASDAQ), and the mar-
ket deci ded what venue was best. One- size- fits- all regulations like Regulation 
NMS, however, both undermine the specialist system of the New York Stock 
Exchange78 and preclude many other types of innovation and experimentation 
from competing electronic communication networks.79

Another way to move away from mono poly mandates would be to allow 
private regulatory organ izations like the Financial Industry Regulatory 
Authority (FINRA) to continue to do most of what they do, but not mandate 
their authority on all securities firms.80 To the extent that consumers want to 
deal with firms that comply with and are monitored by FINRA or another com-
petitor, firms  will opt into the system. A voluntary and competitive system 
would contrast with the current system that relies on society- wide mandates of 
previously untested but subsequently difficult-to-repeal government rules, no 
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 matter how bad they turn out to be.  Those who believe the existing set of regu-
lations are beneficial to investors can willingly comply with the Securities Act 
of 1933 and the Securities Exchange Act of 1934 or the thousands of pages of 
government regulations added since. If government regulations  were anything 
close to as good as public officials say, then safety and returns in  these markets 
would be superior and investors would flock to them. The fact that investors 
are not given this choice is, however, prima facie evidence that  these rules 
and regulations would be unable to pass any market test.81 A major advantage 
of private over government regulation is the former’s flexibility and ability 
to more fluidly evolve over time. Like generals preparing for previous wars, 
government regulators often devise plans to deal with old prob lems and do a 
poor job at predicting  future ones. Regulators are also often slow to eliminate 
antiquated and unnecessary regulations. Instead of having a set of rules and 
regulations to solve prob lems at hand, markets are often left with layers of 
legalistic mandates that offer few benefits for companies or investors.

Moving to a system of regulatory competition would allow investors to opt 
into sets of rules and regulations that they consider best, and competing stock 
exchanges to provide that option. In much the same way that car buyers do 
not need to evaluate each of the 30,000 parts in their car, investors need not 
evaluate  every single rule or regulation in the market they are opting into. 
Competing stock exchanges help provide an off- the- shelf package of rules for 
corporate governance, and the costs and benefits of that package become inter-
nalized within each exchange. And in much the same way that a competitive 
market for automobiles gives us far superior cars than if all cars  were produced 
by the government, the same was and can again be true with rules and regula-
tions provided through the market.
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80.  Because private regulatory groups like FINRA are state sanctioned and must comply with 
government rules, many  people infer that private regulation is only pos si ble  because govern-
ment ultimately enforces it. Historically, however, many private regulatory groups had rules 
that  were at odds with the laws of the land. As Neal points out, “the formal self- regulation 
of the London Stock Exchange evolved circumspectly to avoid state- regulation.”  Because 
government considered most of the trading on the exchange as a form of illegal gambling it 
is clear that  these private regulatory groups  were not made pos si ble  because of government. 
See Neal, “Evolution of Self-  and State Regulation,” 300.

Evidence from countries with more obviously less developed  legal systems is also reveal-
ing. For example,  after the fall of communism, the law often offered  little protection for most 
market participants; see Frye, Brokers and Bureaucrats. Although the outcomes  were far from 
perfect, stock markets in  these countries emerged and helped encourage the privatization 
pro cess. See Stringham, Boettke, and Clark, “Are Regulations the Answer?” But the amount 
of support from government is questionable at best. Consider the fate of Yukos Oil, which 
had its CEO jailed and $50 billion assets expropriated, or the holding com pany Sistema, 
which also had its CEO arrested and billions of dollars’ worth of oil assets expropriated (see 
Davies, Stubbs, and Escritt, “Court  Orders Rus sia to Pay $50 Billion”; Bashneft, “Bashneft 
Is Notified of a Change”). Cases like  these cast doubt on the claim that successful publicly 
traded companies are only pos si ble  because of government rules and regulations.

81. A more explic itly paternalistic argument posits that typical investors are not smart enough to 
understand what stock exchange is likely to offer them attractive sets of rules. But if one wants 
to push this line of thinking, how  will  these same  people be smart enough to select politicians 
with even a basic understanding of economics? While each investor has to bear the cost of his 
good or bad decisions, and thus has incentives to become more informed and make good deci-
sions, individual voters do not bear the full cost of voting for eco nom ically ignorant politicians; 
see Caplan, Myth of the Rational Voter; Caplan and Stringham, “Privatizing the Adjudication 
of Disputes.” If one assumes, as paternalists do, that the average person is ill- informed or even 
stupid, that is one of the best arguments for taking impor tant financial and regulatory deci-
sions out of the hands of the masses. Personally, I believe I am much more qualified to decide 
where to invest my money rather than being forced to have 12  percent of my lifetime income 
“invested” in an unfunded and actuarially unsound Social Security system.
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