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Abstract:

This paper looks at two possible policy ramifications of abandoning the self-regulatory organization (SRO) model that governs the New York Stock Exchange, Inc. (NYSE). In terms of overall impact on corporate governance, this Article asserts that stock exchanges are far better positioned to regulate securities, and thus it would be detrimental to the overall quality of corporate governance to force the NYSE or other exchanges to divorce their business function from their regulatory arm. This first part of this Article illustrates that the current SRO model (termed a “quasi-SRO”) is the best-case system, combining the benefits of a pure self-regulatory model while at the same time addressing the shortcomings of self-regulation.  Some systemic enforcement biases nonetheless remain; biases that the quasi-SRO system cannot completely eliminate.  This Paper argues that heightened competition in securities listings makes these inherent shortcomings of marginal importance.  However, even if one believes that these biases are not marginal, a government regulator should at most only interfere in the enforcement of corporate governance rules, and not in the rulemaking and surveillance functions.      

In terms of impact on international stock exchange competition, this Article shows that the Securities and Exchange Commission’s (SEC) lawyers and policymakers should pay close attention to the importance of self-regulation to the NYSE’s competitiveness.  Control over self-regulation is central to the NYSE’s brand name and its ability to attract listings, one of the Exchange’s key product offerings.  The type of SEC-led reform this Paper addresses harms the NYSE’s market position and its image as the “gold standard” in corporate governance protection. The NYSE’s ability to leverage this quality image in competition with other exchanges is consequently diminished.  The consequent loss of listing business (along with the trading volume that accompanies it) damages not only the NYSE’s revenue stream but also the SEC’s global influence. 
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SHOULD REGULATION BE TAKEN AWAY FROM THE NEW YORK STOCK EXCHANGE?

 WHAT INCREASED SECURITIES AND EXCHANGE COMMISION REGULATION MEANS TO INTERNATIONAL SECURITIES COMPETITION AND THE HEALTH OF CORPORATE GOVERNANCE

Following recent public furor over the Richard Grasso pay controversy
 at the New York Stock Exchange (NYSE
), many scholars, analysts, and practitioners
 have suggested that the Securities and Exchange Commission (SEC) must reign in the NYSE and establish corporate governance of securities as the province of only one independent government regulator.  In effect, these voices call for the abandonment of the status quo self-regulatory organization
 (SRO) that has been the regulatory cornerstone of the world’s largest stock exchange, the NYSE, for the past seventy years.  Although many experts and practitioners have resisted abandoning the SRO model,
 control of the NYSE’s regulatory function remains an electric policy debate among scholars, business and legal practitioners, and lawmakers.  This paper focuses on the international dimension of the debate over forcing the NYSE to abandon its SRO structure.  It focuses particular attention on two aspects: the impact abandoning the status quo SRO model will have on the quality of corporate governance overall and the impact such a move would have on international stock exchange competition.  

On the first point—quality of corporate governance overall—this paper supports the

position that stock exchanges are better positioned to regulate securities, and thus it would be detrimental to the overall quality of corporate governance to force the NYSE to divorce its business function from its regulatory arm.  Furthermore, this article illustrates that the current SRO model (termed a “quasi-SRO”) is the best-case system, combining the benefits of a pure self-regulatory model while at the same time addressing the shortcomings of self-regulation.  That being said, this essay does acknowledge inherent enforcement biases with the SRO model; biases that today’s quasi-SRO system cannot, in theory, eliminate.  In response to these inherent biases, this paper asserts that, first, ever-increasing competition in securities listings makes such biases of marginal importance, and second, even if one believes that these biases are not marginal, a government regulator should at most only interfere in the enforcement of corporate governance rules, and not in the rulemaking and surveillance functions.      

On the second point—the impact forcing the NYSE to abandon its regulatory function will have on international stock exchange competition—this paper argues that any move granting the SEC control over status quo NYSE regulation undermines the Exchange’s governance trademark and thus hurts the Exchange’s ability to compete with other international stock exchanges, particularly the London Stock Exchange (LSE).  It remains unclear whether direct competition between the NYSE and LSE, the Big Board’s most prominent international competitor, would change much directly from abandoning the SRO system.  It is nonetheless clear that control over self-regulation is key to the NYSE’s brand name and its ability to attract listings, one of the Exchange’s key product offerings.  Consequently, the SEC’s further encroachment on the NYSE’s regulatory domain harms the Big Board’s market position as the quality corporate governance provider and its ability to leverage this quality image in competition with other exchanges.  The consequent loss of listing business (along with the trading volume that accompanies it) cuts the NYSE’s revenues and dampens its economic outlook.  The NYSE’s losses, however, are not an end in themselves.  These losses, especially a long-term shift in listings and trades from the NYSE, undermine the SEC’s global influence on corporate governance since the NYSE represents the SEC’s main contact point with foreign firms.   The SEC’s extraterritorial influence on foreign firms to a large extent depends on the attractiveness of listing on the NYSE since its rules directly apply to corporations listing on the Exchange.  Consequently, the reform explored in this paper—granting the SEC complete power over stock exchange regulation—in fact undercuts the influence, at least internationally, of the same government entity it sponsors as a solution. 
ARTICLE OUTLINE


Part I of this article—titled “What this article is not about”—quickly discusses several topics that are beyond the scope of this paper but are regularly discussed as periphery issues.  The point of this section is to expose other issues that are often discussed in the same breath as stock exchange regulation and are important enough to introduce to the reader.  A full discussion of these topics, however, would add layers (and pages) of complexity that will unduly burden this essay’s coherency.


Part II—titled “Definitions and Assumptions”—addresses some key terms that are so central to this paper’s core thesis that they cannot be addressed individually and require early and thorough attention.


Part III attacks the first question raised by this essay: what impact, if any, would forcing the NYSE to abandon its regulatory arm have on corporate governance overall?  As a whole, this section provides the theoretical foundation underpinning the pro-SRO thesis.  Part III supports the position that stock exchanges are better positioned than the government to regulate securities, and thus it would be detrimental to the overall quality of corporate governance to force the NYSE to divorce its business function from its regulatory arm.  Section III-A illustrates the numerous advantageous of self-regulation that power the pro-SRO engine.  Section III-B highlights the negative impact of growing government regulation in the securities industry.  Section III-C discusses the shortcomings of self-regulation, mainly lack of competition and biased enforcement.  This section does grant that eliminating biased enforcement, even if it is at the margins, is not completely possible.  Section III-D introduces the status quo solution to the shortcomings of the pure SRO system—the quasi-SRO concept.  Section III-E concludes that even if one is not satisfied with the status quo SRO solution to the inherent enforcement biases of the pure SRO system, two factors still support leaving securities regulation as the primary province of the NYSE.   First, the ever-increasing competition in securities listings reduces the likelihood of enforcement biases, one of the key shortcomings of the SRO system.  With this shortcoming greatly reduced and even further marginalized, the argument for leaving the NYSE at the regulatory helm is even more persuasive.  Second, even if one believes that increased competition does not eliminate or marginalize the shortcomings of self-regulation, this Article suggests a scalpel-like rather than a wholesale approach: a government regulator should only play a greater role in the enforcement of corporate governance rules, and not in the actual rulemaking and surveillance functions.


Part IV answers the second critical question this article poses: would forcing the NYSE to separate its regulatory arm from its greater business entity impact international stock exchange competition?   Overall, this section concludes that any move granting the SEC control over status quo NYSE regulatory functions undermines the NYSE’s brand name and consequently its ability to compete with other international stock exchanges, particularly the LSE.  Section IV-A provides an array of evidence illustrating the competition between stock exchanges not only exists but is booming.  Section IV-B argues that the ability to tailor corporate governance standards, the crux of the SRO system, allows the NYSE to charge a “governance premium” that is central to its ability to compete with other exchanges.  The Exchange’s premium governance position follows the so-called bonding thesis exactly: companies who list on the NYSE signal that they have met extremely high governance requirements and are thus much more attractive to investors.  Furthermore, this section shows that the NYSE’s governance system is its most potent weapon in international stock exchange competition.  Without this weapon at hand, the Big Board’s special regulatory niche (which allows it to charge twice as much as the LSE for a securities listing) will be destroyed and it will lose its most vital competitive advantage.  Section IV-C presents several counter-arguments to the branding/bonding position, using the British regulatory system as the core example rejecting the importance of self-regulation to international stock exchange competition.  This final part of Section IV-C responds to these counter-arguments.  These responses illustrate two reasons why the LSE’s non-SRO status does not prove that self-regulation is not central to competition.  First, the LSE has inferior listing value (a listing on the NYSE is twice as expensive) and therefore the London Exchange’s regulatory regime does not prove that self-regulation is not central to competition.  And second, it is still too early to convincingly argue what impact Britain’s government-dominated regulatory landscape has on the LSE since the current regulatory regime only fully started in 2000.   The final section, IV-D, outlines some of the direct impacts that undermining NYSE’s governance role will likely have.  These impacts mainly include short-term and long-term revenue loss at the NYSE associated with less listings; these losses, however, will likely erode the SEC’s long-term global influence in corporate governance rulemaking, an influence American policymakers highly value.

Part I: What this article is not about.

Many of these topics are oftentimes discussed as part of the overall stock exchange competition and regulation literature.  Although all are important in their own right and color the discussion around the NYSE’s regulatory function and its impact on international competition, they are outside the scope of this paper and detract from this essay’s focus.  I nonetheless felt inclined to introduce them for, one, the interests of the reader, and two, so that they do not get confused with the regulatory issues this paper tackles.

1) The Big Board’s board of directors composition and independence.
  The NYSE’s 

interim chairman, John Reed, has focused his attention on this issue and has made it his key reform initiative for the NYSE in the aftermath of the Grasso controversy.  Although the Exchange’s board composition will have important consequences on the NYSE’s future course, including its regulatory role, it does not directly effect the regulatory and competition questions posed by this paper.

2) The recently enacted Sarbanes-Oxley Act.
  I leave Sarbanes-Oxley out of this

paper for two reasons.  First, the Sarbanes-Oxley Act deserves several treatises in itself; addressing it here would clearly detract from the focus of this paper.  Second, the Act itself does not answer either policy questions posed by this paper.  The fact that the Act passed so quickly and is so far-reaching does not mean that further government encroachment in the corporate governance arena is justified.  In fact, the book is still wide open on the wisdom of Sarbanes-Oxley.

3) The SEC’s statutory authority to control listings.
  Many commentators respond to 

the questions posed by this paper by arguing that the SEC, in light of limitations set upon it by court decisions, would not be able to take control of the SRO regulatory functions under the current securities laws.  I chose to leave this issue out of this paper’s discussion for two reasons.  First, it has no relevance to the policy issues raised by this paper.  And second, I take it for granted that if the NYSE loses the policy debate, the SEC would be able to successfully force the NYSE to abandon its SRO status either under the current legal regime or through new legislation.

4) The specialist system at the NYSE.  This is not a paper on whether the NYSE

should become an electronic rather than a floor-based exchange, or whether the trade-through provision remains legitimate or not .
  Although the role of specialists and the inability to regulate them effectively is often brought as evidence against the NYSE’s enforcement capabilities, I leave this issue out for two reasons.  First, it is a thorny issue that involves discussion of business judgment aspects, such as which technological applications to adopt, which are outside the scope of the regulatory thrust of this paper.  In short, whether or not specialists are kept or not, affects little whether regulation should remain the under the aegis of the NYSE or not.  Second, even if one holds that specialists are a detriment to the trading public, this argument only suggests that they should be further regulated and not that the SRO system should be abandoned wholesale.   

5) Demutualization, a process of converting from a non-profit, member-owned entity

to a for-profit corporation; usually as a precursor to doing an IPO.
  Many regulatory issues, including the policy questions raised here, are intertwined in an exchange’s decision to demutualize and than to IPO.  This process, however, only indirectly impacts whether abandoning the SRO system makes policy sense.  An exchange can demutualize and IPO while still remaining a SRO. 

Part II.  Definitions and Assumptions.

Regulation: This is the key concept in this paper and is referred to so often that it

may confuse the reader in the many forms this paper references it.  This paper defines securities regulation as a combination of three separate processes: rulemaking, surveillance, and enforcement. 


Rulemaking:  I broadly define rulemaking as any rule, standard, or guideline promulgated by an exchange regarding its members and their business, businesses engaged in the securities industry, which includes companies listing on an exchange.
  “Listing requirement”—the asset, revenue, shareholder provisions, board composition, or share-price standards required for listing on an exchange—fall under the rulemaking category.

Surveillance: surveillance entails monitoring all market participants that fall under an exchange’s rulemaking power in order to ensure compliance with the rules established by the exchange.
  Surveillance most often involves establishing procedures to scan the market, using technology, for rules violations.


Enforcement: enforcement entails levying punishment for any rule violation.
  Means of enforcement include public warnings, fines, delisting of the stock from the exchange, and civil and criminal actions.


The key assumptions this paper makes regarding regulation generally is that it a) has some value, either negative or positive, to the corporations undergoing regulation, b) that its aforementioned parts—rulemaking, surveillance, and enforcement—are divisible, and c) that there is a theoretical level of regulation that produces the optimal or best result—a level that gages the correct amount of governance protections demanded by the market and consequently promulgates rules accordingly.  In essence, a point at which investor welfare is maximized. 

The terms “corporate governance” and “governance” in reference to the securities industry and stock exchanges are used, depending on the context, interchangeably with “regulation.”  

The NYSE’s three practical corporate governance roles include: 1) Listed companies governance and disclosure, 2) Surveillance of its own markets.
 3) Operational compliance and disciplinary action against its market participants and the companies that list on the exchange.

The two main goals of securities regulations are to enhance efficient access to capital markets while securing investor protections.

Part III. What impact would abandoning the SRO have on corporate governance overall?   

This section illustrates that abandoning exchange-based self-regulation would have a negative impact on overall corporate governance.   It first builds a case for maintaining SROs by highlighting the many advantages of SRO regulation vis-à-vis government securities regulation (III-A).  It then marshals more evidence regarding the SEC’s inability to effectively handle the administration of the complex securities sector (III-B), with a look at the detrimental burden placed on the NASDAQ since its abandonment of self-regulation.  It then considers the possible shortcomings of exchange-based regulation (III-C).  It then introduces the best-case solution to these shortcomings: the quasi-SRO system (III-D).  And finally, this section presents an alternative to the regulatory reform questioned in this paper (III-E). 

III-A. Advantages of self-regulation.  

This section highlights the advantages of self-regulation.  Paul G. Mahoney
 is the main present-day advocate of exchange-based securities regulation.  Professor Mahoney argues that regulation is most effectively achieved by granting more regulatory authority to the securities exchanges themselves.
  This section looks at some of the arguments supporting Mahoney’s pro-SRO position, as well as other advantages of SRO regulation not mentioned by Mahoney.  Many of these categories of advantages overlap, but are nonetheless distinct advantages of exchange-based regulation.  These advantages entail: market flexibility and expertise (III-A-1), shifting financial costs from the public to the market (III-A-2), private access to regulatory capital (III-A-3), speed of action (III-A-4), greater level of securities expertise and ability to adjust to complexities (III-A-5), differentiated access to capital via regulatory competition (III-A-6), superior market price discovery (III-A-7), reduced risk of litigation due to no private cause of action (III-A-8), and greater immunity from political interference (III-A-9).  

III-A-1. Market Flexibility.

Exchanges adjust rules and enforcement mechanisms that best calibrate governance rules and enhance investor welfare.  This flexibility and sensitivity to market information represents one of the most essential benefits of SROs running the regulatory machine.  The conventional theory remains simple: market incentives spur efficient product development.  The efficient market hypothesis includes securities.  Securities are products not unlike others; other products in many ways surpass securities in complexity.
  Exchanges closely mirror a market-driven private entity that drives to most efficiently manufacture, distribute, and market its products. 

This private drive extends to the regulatory component of a securities listing.  In similar fashion to an automobile maker’s quality control system, the governance protections attached to a given listing constitutes an essential part of the whole listings product.  The requirements a company must meet in order to list on a given exchange are part of the product offering and cannot be easily separated, if at all.
  Exchanges, consequently, have a market incentive to guarantee the quality of stocks’ governance protections.  Exchanges, like private entities functioning in an open market of information, can adjust governance standards based on the optimal protections demanded by the market.  This market flexibility makes exchanges a first-best
 solution because exchanges internalize all relevant costs and benefits and consequently maximize listing efficiency, both in terms of company quality and in terms of governance protections.  

It is difficult to quantify which part of a listing is most efficient.  The market simply reacts to the whole product.  However, the next section on the international ramifications of exchange regulation shows that governance protections at the NYSE and other western exchanges add a significant premium to a company’s listing over other exchanges.
  Nonetheless, an exchange’s ability to flexibly adjust to market information makes it more likely to efficiently adjust the listing products on all fronts, including the regulatory component of the securities offering. 

III-A-2.  Shifting the financial burden to the private sector.

Exchanges, which are financially supported by their members,
 are private organizations that incur the costs of their own regulation under the SRO system.  This exchange-based regulation advantage is straightforward and has been routinely noted.
    

Exchanges incur significant costs in administering self-regulation.  For example, a recent study forecasts that shifting regulatory authority from the LSE to the FSA could cost as much as $310 million per year.
  These costs would be multiplied many hundreds of times in the case of the NYSE.  Shifting the NYSE’s regulatory operations to a government regulator would cost taxpayers hundreds of millions of dollars.

III-A-3. Private access to regulatory capital. 

An exchange’s ability to access its capital reserves when the market requires greater regulation represents yet another advantage of the SRO model.  A government regulator is hostage, in many ways, to its legislatively allocated budget.  First, obtaining legislative approval of additional expenditures is a time-consuming process.  This legislative/bureaucratic time freeze is simply not an issue with private exchanges.  Second, a failure to acquire, due to legislative logjams or bureaucratic wrangling, the necessary funds devastates regulatory activities.  Many former SEC officials have highlighted this reality: they complain that the agency is severely short of the staff and money it needs to play even its limited regulatory role in the securities industry.
  This same risk is once again simply non-existent with a SRO.  SROs have financial reserves that government regulators can never attain.
  

This advantage, however, can turn into a disadvantage during a market downturn.  The argument holds that an exchange is just as likely to cut regulatory expenditures when its business side suffers as it is to raise regulatory expenditures when its business is robust.  This argument misses the point however—SROs tailor their governance protections to the market demand for such protections, not to the overall economics of their business.  It is perfectly feasible to imagine a scenario in which the overall economy is down (and consequently also an exchange’s listing business) but an exchange has a market incentive to adjust its listing protections higher.  In fact, the current business cycle (Summer 2000 to the present) represents exactly such a scenario.  Exchange revenues are sharply down relative to the boom years of the late 1990s, yet SRO regulatory efforts have expanded in reaction to market fears.
  An exchange’s total revenues thus have little to do with its ability to access the necessary regulatory capital quickly.  Exchanges much more quickly and efficiently raise the necessary regulatory capital in comparison to a government entity.     

III-A-4. Speed of action.


SROs adjust infinitely faster to market conditions and can make key decisions much faster than their government counterparts.  The recent onslaught of SRO rulemaking in the wake of the Enron and WorldCom implosions far outpaced the speed with which either the SEC or the United States Congress responded to these developments.
  This advantage mirrors classic arguments in support of privatization.  Private regimes are simply faster in assessing the market information (including the demand for regulation) and taking the required actions.

III-A-5. Market Specialization. 

Exchanges develop a specific expertise that fosters specialization in listings standards that are tailored for certain market needs.  Specialization among exchanges occurs in similar fashion to that among corporations in other industries.  A level of expertise/specialization develops over years of dealing with a certain stratum of companies that meet the demand of a given exchange’s market participants.
   This specialization best positions SROs to enact the standards that are most feasible for the type of companies that list with it (at the NYSE, these are usually the best established and largest corporations) as well as the traders and investors that participate on it.
  A single government regulator promulgating rules for the entire industry cannot develop the same level of expertise that dealing with only a certain stratum of companies affords a SRO.  This reduction in expertise leads to sub-optimal governance rules for those companies that would normally list only on exchanges that are allowed to tailor their listing requirements to the capital needs of a certain stratum of companies.   Listing on the NYSE, for example, signals to the market that a company has met certain requirements and makes available to the company capital sources that may not be available for companies that do not meet such requirements.
  Consequently, the NYSE develops a high level of specialization in dealing with the type corporations that meet its listing requirements.  

Furthermore, a SRO’s expertise advantage is a product of its structure.  A SRO is composed of, and interacts with, members of the securities industry and will thus be sensitive to the fine intricacies of the markets that it regulates and be able to adjust as needed.
  Exchanges’ daily interaction with market participants familiarizes them with the information necessary to process the market demand and make the requisite regulatory decisions.  For example, the NYSE’s vast “on-the-floor” presence provides it with a bird’s eye-view of its market participants’ business needs and trading sophistication.  This “structural proximity” to the market further improves SROs’ comparative advantage over a government regular in pricing and optimizing listings.
       

One consequence of this greater SRO level of expertise is more flexibility in adjusting to market stimuli and information, including information regarding the optimal level of regulation.  Expertise fuels flexibility.  SRO expertise widens the gap between the ability of government regulators to adjust to the market and that of a SRO’s.
  Stock exchanges, unlike a federal regulator, enjoy the expertise necessary to adopt innovative approaches to problems and modify ineffective solutions.  This exchange-based expertise, and the flexibility it further fuels, is essential in light of the market demands placed on participants in the securities industry.  The complexity of the securities industry demands quick and creative solutions, ones that a stodgy government regulator is unlikely to provide.  SRO’s inherent expertise and flexibility maximizes their ability to meet the complex issues of securities trading.

III-A-6. Access to capital.  

Regulatory competition among SROs maximizes access to capital for different types of firms.  Applying a single set of rules via a government regulator, rather than allowing the individual exchanges to establish their own, threatens access to the capital markets for many startups in critical stages of their corporate development.
  For example, Firm X is a domestic, closely-held corporation with 200 employees.  Firm Z is foreign registered, trades publicly on its home country stock exchange, and has 20,000 employees.  To say the least, the likely capital needs of these two entities are vastly different.  Why would an efficient capital market limit them both by the same capital and regulatory requirements?  The logical answer is that it would not.  A single government regulator would, however, do just that.  Government regulation promulgates rules for the industry as a whole and would thus limit differentiated access to capital markets.  

Regulatory competition fosters optimal capital access by allowing different SROs to tailor their rules in accordance to the echelon of firms they service.  SROs compete with other SROs in the regulatory field with respect to the needs of the capital markets.  A unitary government entity, on the other hand, can seal itself off from these capital market pressures and promulgate governance rules that deter optimal capital allocation.  The literature supporting this SRO-based advantage, specifically, and the regulatory competition/issuer choice doctrine, generally, is numerous.  Professors Choi, Guzman, and Romano, among others, forcefully support the issuer choice/regulatory competition thesis.
  However, some early empirical evidence rejects the validity of the issuer choice model, at least in Europe.
  The debate over the benefits of regulatory competition in many ways mirrors the debate over the benefits of interjurisdictional corporate law competition in the United States.
  This paper can add nothing of further value to either debate.  However, the benefits of issuer choice, and the optimization of capital markets access it establishes, clearly applies to stock exchanges.
  SROs are vehicles of regulatory competition; each tailors the optimal regulatory guidelines for its market participants and competes with other SROs for listings.     

III-A-7. Better market price discovery.


 Exchanges, particularly ones with immense liquidity such as the NYSE, provide the central laboratories for market price discovery.  Market price discovery constitutes the informal process by which all available public information is reflected in the price for a given securities offering.  This discovery process is a public good in itself.
  Optimal market price discovery generates better prices which consequently translates into a more efficient capital allocation system.  In essence, the NYSE (as well as other exchanges with significant liquidity) foments optimal price discovery.  Studies confirm that price discovery in the United States occurs predominately on the NYSE and not on the regional exchanges.
  The NYSE largely remains the main Petri dish for market price discovery.

Market price discovery is relevant to regulatory control since the regulatory component of a stock listing is part of the total stock price and cannot be separated.     SROs consequently allow market participants better access to the regulatory rationales and information underpinning governance protections so that the market can factor these rationales into the listing’s final price.  A government regulator fails to assist market price discovery for two reasons.  First, it remains structurally separated from the market action, unlike a SRO.  A SRO, which combines the business and regulatory parts of an exchange, tailors its information much better due to its constant proximity to actual trading.  And second, as noted earlier, a federal regulator simply cannot incorporate market information efficiently.
  Consequently, complete government control over regulation, particularly rulemaking, reduces the available contact market participants have with the regulatory information that is necessary for optimal market price discovery.  SROs, on the other hand, provide market participants closer access to such regulatory information, and therefore enhance market price discovery.   

III-A-8. No Private Causes of Action for Violations of SRO Listing Standards.

Private causes of action are not available for violations of SRO listing standards.   Courts have been reluctant to allow private claims based only on a violation of exchange listing rules.
  Although this is a very minor advantage overall, particularly since one cannot tell what causes of action will be available under a regime with a single government regulator, the current SRO system provides a shield of legal immunity for regulation-based activities.
 This SRO-based advantage reduces overall litigation costs or at least maintains a stable front protecting SRO rulemaking and regulatory activity.

Exchange-based regulation offers numerous advantages.  Overall, SROs are better attuned to the market, providing greater speed, expertise, and know-how regarding governance protections than a government regulator could ever provide.  These advantages all translate into the optimal result—rules and regulations that are more optimally attuned to market demand.  Furthermore, SROs channel regulatory information back to market participants, fostering a “give-and-take” that not only establishes better rules and procedures but also leads to correct pricing and a more efficient capital markets system.

III-B. The overall impact of government regulation in the securities industry.

The impact of government regulation on securities trading, although alluded to both directly and indirectly in the previous section, deserves heightened individual attention.  The general thrust of this section illustrates that at best, government regulation does not provide any better balance of property rights and competitive incentives than exchange-based regulation, and at worse, government regulation blatantly distorts the incentives that underpin efficient capital markets.  Section III-B-1 highlights the theoretical and historical dimensions of this argument.  Section III-B-2 provides contemporary empirical evidence of failures in government securities regulation.  

III-B-1.  Theoretical and historical discussion of government failure in securities regulation. 

Several factors suggest that government regulators are inadequate in the administration of the securities industry, particularly in the rulemaking function.  First, government regulators themselves are not attuned enough to distinguish between exchange rules that are appropriate property rights and those that are anticompetitive.
  For example, the fact that the Securities and Exchange Act of 1934 directly copies already existing NYSE regulations
 suggests that regulations were already best-case and that the SEC could not outdo the market information the NYSE already processed.  As the previous section made clear, Government regulation in ways fails to efficiently process the market data necessary for optimal rulemaking.

Second, a government regulator is not more resistant to pressure from exchange members and market participants than a stock exchange.  Lobbying efforts, particularly from wealthy securities institutions, influence government regulation of securities in many ways more so than they would a given stock exchange.
  Stock exchanges directly realize pressures from their many constituents.  A dissatisfied corporation can list elsewhere, a dissatisfied investor can buy on a different exchange, and so on.  These same “opt-out” pressures are simply not available with government-based regulation—the governance regime is not waiveable.  Government control of securities listings limits the number of channels available for market participants to influence the final regulatory outcome.  Although reducing the number of channels by which pressure can be exerted seems beneficial, it undermines the efficiency of the capital allocation apparatus for two reasons.  One, it leaves securities policy much more vulnerable to entrenchment by the powerful securities lobby against the interests of other constituencies (although much can be said about the burgeoning power of institutional investors).  And two, it once again blocks direct market information from being factored into an optimal securities price, the bedrock of the efficient capital market hypothesis.  Government securities regulation distorts the optimal pricing of securities, and thus derails the efficient allocation of capital.   

The historical divergence between capital market development in common law systems (United States and Britain) in comparison to civil law systems (France and Germany) entails another theoretical example of the failure of government regulation in the securities sphere.  Civil law systems with greater public regulation of securities have stifled capital market and stock exchange growth in comparison to common law systems.
  American and British capital markets far outpace their German and French counterparts in liquidity, volume, and other key indicators.  Furthermore, a recent study challenges the notion that the base level of stock market capitalization was any different in civil law nations from common law nations.
  The capital markets divergence between civil and common law nations is even more astounding once one accounts for the fact that their starting points were similar.  This fact clearly suggests that regulatory interference impeded efficient capital markets from forming in civil law nations. 

III-B-2.   Empirical evidence of failures in government securities regulation.  

This section offers three concrete examples highlighting the failings of government regulation of securities.  First, stagnation in international competition among exchanges continued until the general abandonment of exchange controls beginning around 1980.
  Stock exchanges, and the capital market access they represent, grew astronomically after a general lifting of government controls in the early 1980s.  This evidence strongly supports the idea that government regulation interferes with the development of stock exchange competition and the growth of capital markets that this competition facilitates.
    

Second, the government has not spearheaded recent investigations into corporate malfeasance.  The SEC has failed to lead any of the current investigations of governance violations and fraud.  In fact, one commentator recently noted that “the securities commission has been battered by its failure to root out major accounting fraud at large corporations and conflicts of interest on Wall Street and continues to struggle to avoid being eclipsed by the states.”
  The NYSE’s lack of prosecutorial powers and jurisdiction can in many ways explain its backseat role vis-à-vis the states.
  The SEC, however, has no such excuse; it has simply trailed the states in investigating and prosecuting governance violations. 

Third, NASDAQ’s
 recent struggles under government aegis highlight the risks of abandoning the SRO status.  The SEC forced the creation of a separate National Association of Securities Dealers (NASD) with regulatory oversight over the NASDAQ Market in 1995.  Only after an investigation in the mid-1990's, the SEC found that traders at NASDAQ, the stock market owned by NASD at the time, were colluding to make investors pay artificially high prices to buy and sell shares and that NASD regulators looked the other way while the collusion occurred. When the NASD settled with the SEC, it agreed to spin off its regulatory function.  In essence, the NASD ran NASDAQ and regulated its members.  But starting in 1995, under pressure from the SEC, the NASD separated itself into three entities: a parent company representing broker dealers, a for-profit exchange, and a not-for-profit regulatory group.
  This same sort of regulatory reform is what many suggest for the NYSE.
  

This recent separation of the regulatory and business entities at NASDAQ, however, has already negatively impacted NASDAQ’s competitiveness.  NASD’s regulatory control of NASDAQ has gravely undermined and continues to undermine that exchange’s ability to adjust to market information and conditions.  A recent BusinessWeek article echoes this gloomy reality facing the NASDAQ:  “Owned by a stodgy regulator, NASDAQ remains flat-footed and ill-equipped for the cut-throat competition that’s taking over markets worldwide.”
  Non-SRO regulation limits the information and speed with which NASDAQ needs to react, and consequently ruins its ability to compete with other exchanges.  Although other views argue that stripping the NASD of SRO authority is a success,
 these views focus only on the enforcement dimension and not on the full impact abandoning the SRO system has had on NASDAQ’s business.  NASDAQ’s current strategy—to convince the SEC that it should become a stand-alone regulator again—
forcefully shows that stripping it of SRO status in 1995 in effect emasculates its ability to compete and remain a vital stock exchange.  The NASDAQ story over recent years therefore points to the flaws of government securities regulation.  Stripping NASDAQ of its regulatory market powers undermined its ability to calibrate information correctly and adjust to the needs of its market participants. 

The failures of government regulation in the securities industry, once added to the numerous advantages of SRO regulation, paint a clear picture: SROs are the only vehicles that can adequately assess market demand and calibrate governance protections tailored for such demand.   The governance protections embedded in securities constitute part of the whole securities offering and are thus integral to efficient securities markets.  Government regulation severs the access both market participants and exchanges have to this flow of regulatory information.

III-C. Shortcomings of self-regulation.

This section reviews the main shortcomings of SRO regulation.  Section III-C-1 reviews one of the main arguments against SROs—that no real competition exists and thus monopoly rents are skimmed from customers.  Section III-C-2 discusses possible financing problems that arise under self-regulation.  Section III-C-3 addresses the broadly defined “agency costs/conflicts of interests” issues associated with exchange-based regulation.  Section III-C-4 attacks the most difficult shortcoming in the SRO system—risk of biased enforcement.  Each section introduces the shortcomings and its theoretical and practical implications, and then responds with counterarguments.  

III-C-1. Lack of competition 

The lack of competition argument represents the nucleus of the anti-SRO position.
  Without this nucleus in tact, all the arguments highlighting the shortcomings of SRO regulation begin to unravel.  Although some scholars refer to theoretical models to highlight that stock exchange competition cannot flourish,
 most point to empirical developments, particularly the dominance of the NYSE.
   Section IV-A proves without any doubt that competition between exchanges, on all levels including corporate governance protections, exists on both domestic and international fronts.    

Regardless, proving that true competition does not exist among exchanges remains the goal.  If competition exists, many of the other shortcomings (discussed in the next sections) associated with SROs are infinitely marginalized.  Greater competition increases the costs to a given exchange of rule violations being made public.  The more violations are publicly revealed, the worse a given exchange’s governance reputation becomes.  The worse the governance reputation of the exchange, the less likely investors are to buy a stock listed on it.
  Consequently, a boom in exchange competition (as was seen in the 1990s, from both international and domestic sources
) minimizes many of the shortcomings in exchange-based regulation.  The greater the level of competition, the less likely a given exchange is to allow one of its members to shirk its rules.  Consequently, the lack of competition argument constitutes the metaphorical heart of the anti-SRO thesis,
 since no competition means an ability to insulate the entity from reputational and other market pressures.  Monopolistic rent-seeking logically follows where competition is absent.  The existence of competition therefore constitutes a clear rebuttal of the anti-SRO position. 

III-C-2. Problems with the financing of regulation.  

The link between the financial health of the NYSE and the regulation of securities markets can create certain perverse incentive problems regarding the actual financing of regulation. This argument can cut both ways.
  On the one hand, a SRO’s financial success bodes well for a strong self-regulatory force in securities markets.  The more profitable the NYSE and NASD are, the greater the resources they can devote to self-regulatory efforts.
  These resources, as earlier mentioned, can be quickly collected and invested, without the bureaucratic logjams faced by government regulators.  

On the other hand, a SRO’s financial health can bode badly for the financing of regulatory activity.  During a downturn in the market, a SRO will theoretically have as much of an incentive to reduce regulatory expenditures and thus sacrifice its own regulatory efforts.  In short, any breakdown in the financial health of the SRO can lead to a consequent weakening in its commitment to regulatory investment.  Empirical evidence does not support this latter contention.
  Nonetheless, many critics point to the fact that securities regulation should not depend on a private entity such as an SRO whose health hinges on its market profitability.  They consequently argue that securities regulation should be the province of a government regulator that can seal itself off from business cycles and market fluctuations.  The fact that stock exchange expenditures on regulatory efforts do not fluctuate in accordance to market booms and busts suggests that this argument fails to satisfy for three reasons.  One, regulatory expenditures may not be market-sensitive and represent a more general fixed cost.  Two, concerns over heightened scrutiny by the SEC (including fear of regulatory encroachment
) lead to stable regulatory expenditures. And three, market pressure to maintain regulatory expenditures and enhance governance protections is fairly constant, regardless of the economic cycle at hand.  In fact, pressure to increase regulatory expenditures may inversely correlate to economic cycles.  For example, the recently enacted NYSE listing requirements represent a dramatic expansion of governance protections and regulatory expenditures.
  This rise in expenditures occurred in early 2002, the nadir of the recent economic downturn.  Institutional and investor pressure therefore pushed the NYSE towards promulgating greater governance protections during this last bear market, rather than cutting down on them as anti-SRO theorists would suggest.
    

III-C-3. Conflicts of interests and consequent enforcement bias.

This SRO-based shortcoming is fairly straightforward: exchanges are plagued by conflicts of interests in protecting the investment public.  Exchange members enjoy a structural advantage vis-à-vis outside investors: they see much of the information first-hand and have a “first-go” at trading on this information and/or holding certain positions on this information.  These conflicts of interest lead to market manipulation and rent-seeking by a few well-positioned exchange members.
  The general thesis on exchange conflicts of interests holds that advantageous positioning of exchange members, including brokers and specialists, affords them access to opportunistically gain from nonpublic information and control of the actual trading apparatus.  Possible manifestations of these violations include 1) price markups at customers’ expense, 2) excessive commissions to the floor brokers, 3) skewed prices,
 and 4) a tendency to suppress competition among their members.
  The mechanics of these market violations are beyond the scope of this study.  It is enough to say that exchange rules aim to deter these violations.
  In fact, the goal of reducing these agency-related conflicts of interests is the historic raison d’etre behind federal securities laws.
  

These agency-based conflicts of interests, however, do not pertain to only exchange members, such as specialists and brokers, but involve also corporations that list on exchanges.  In essence, exchanges have a conflict of interest between the companies that list on an exchange and the investing public.  On the one hand, exchanges depend on corporations for listings, a seminal part of their revenue stream, and likely craft governance rules that are pro-management.
  On the other hand, exchanges depend on capital flow from the investing public to purchase shares, fuel liquidity, and generate greater trading volume.  This constituency (historically very poorly represented, but becoming much more powerful with the rising power of institutional investors)
 pulls in the opposite direction: requiring greater and more thorough listing requirements and other governance protections.  An exchange must balance these two seemingly divergent market pressures in order to craft optimal rules that protect consumers while at the same time allotting managers flexibility in business judgment.  Bias towards one side or another creates a conflict of interests that depresses market confidence and efficient capital allocation.

Issuer choice advocates argue that competition among exchanges forces an equitable resolution of these oftentimes divergent interests and generates an optimal calibration of governance protections.
  Empirical evidence, in many ways, strongly undermines this regulatory competition argument and suggests that a race-to-the bottom theory (exchange rulemaking is pro management) dominates exchange-based rulemaking.  First, the decade long debacle over the dual-class structure for corporations listed and intended to list on the NYSE.  The successful pressure General Motors (GM) put on the NYSE in 1980 to rescind its earlier ban on dual-class voting structures wholeheartedly favors manager’s interests over those of investors.  In essence, the NYSE capitulated to GM’s threats to list elsewhere (a significant threat considering GM was the most traded stock at the time by volume), and allowed America’s biggest company to push through its dual stock agenda much to the chagrin, and resistance, of investors.
  The dual-class stock plan
directly violated the NYSE’s long held “one-share-one-vote” listing requirement.  The one-share-one-vote ideal was the cornerstone of the NYSE’s investor protections—each share purchased gave an investor a control value with which he/she could voice their concerns at shareholder meetings.   Many viewed the NYSE’s abandonment of the one-share-one-vote system as a clear victory for the race-to-the-bottom (pro-management) thesis.  The conflict of interest was clear and management won over investors.

The SEC reacted aggressively to the NYSE’s abandonment of the one-share-one-vote provision, and issued Rule 19c-4 which effectively blocked dual class listings.  This move resulted in years of litigation, culminating in the Business Roundtable v. SEC decision of 1990 that effectively rejected the SEC’s authority to limit dual class listings.
  Immediately after the Business Roundtable decision, the major stock exchanges reached a compromise with the SEC: the NYSE, AMEX and NASDAQ established a common voting rights policy that precludes actions that disenfranchise shareholders of stock traded in their markets or dilutes their voting strength.  This policy specifically prohibits any disparate reduction of voting rights through any corporate action or issuance of stock, including plans that cap voting rights for any shareholder or that require a holding period before voting rights become fully exercisable.
 

Nonetheless, the relaxation of listing requirements during the 1980s, such as the one-share-one-vote saga, and the SEC’s responses to these developments, suggests to many that an inherent pro-management tilt corrupts SRO regulation.  Many argued that the NYSE responds more to a SEC threat than to investors’ demands, and that the SEC should therefore takeover calibration of listing requirements and governance protections in general.
  This group also holds that corporate governance listing standards were not designed to protect shareholders, but were rather designed as marketing campaigns, ploys of sorts to lure investors into the market.
  Many SRO critics pointed to a previous empirical example as further proof of SRO corruption: the American Stock Exchange’s (AMEX) failure in the 1960s.  

This second empirical example, although not pro-management per se, illustrates once again the limitations of exchange-based rulemaking.  After failing to respond to investor complaints at management malfeasance in the wake of several scandals, the SEC reigned in the AMEX.  The SEC conducted a special investigation and criticized AMEX as having failed to achieve the self-regulation of its market.  Consequently, many of AMEX’s senior management resigned, and it was completely reorganized and forced to initiate comprehensive reforms of its listing standards.
  The SEC’s involvement in both the AMEX scandals in the 1960s and the NYSE’s dual-class controversy in the 1980s highlights the anti-SRO conflicts of interest argument, and the biased enforcement of exchange rules that it consequently generates.

These conflicts of interests explain to some the enforcement biases endemic to SRO regulation. Anti-SRO scholars typically list several types of enforcement problems associated with exchange-based regulation.  First, exchanges are likely to cover up, or more infamously called –“burry-the-body”—in cases of exchange rules manipulation by exchange members.
  Such cover-ups aim to preserve an exchange’s reputational integrity, a key asset in inter-exchange competition for listings and a central factor in attracting investor capital.  Furthermore, exchanges hesitate to use their greatest weapon--delisting a company—since such a move gravely impacts the company and deprives the exchange of revenues.  The NYSE, for example, has not delisted a company on corporate governance grounds in many years.
  The GM dual-class controversy supports this contention—delisting a corporation is something an exchange tries to avoid at all costs.  Losing listings, particularly stocks with immense trading volumes, crimps exchange revenues and therefore goes against a given exchange’s inherent economic incentives.  Finally, empirical data regarding exchange enforcement of listing standards ex post listing is pretty damning.
  Such data, although collected only for exchanges as a whole and not for a particular exchange, paints a picture of constant SRO disregard for listing standards and inherent biases in enforcement biases.  It is consequently no surprise that many critics refer to SROs as “toothless watchdogs.” 
  

There exist several persuasive responses to the conflicts of interest argument.  First, many of the incentives that generate these shortcomings run against a given exchange’s incentives to uphold its reputational capital.  The same market participants that may press for biased enforcement of exchange rules, also exert pressure on an exchange to maintain its credibility and reputation as a SRO.  Abuse of exchange rules damages an exchange’s reputation.  As a given exchange’s reputational capital drops, its ability to attract new companies to its markets and to maintain existing levels of liquidity is also hurt.
  Consequently, market participants (the same ones that individually may press for biased enforcement) push an exchange to enforce its rules without bias in order to attract more listings and increase market liquidity, from which they benefit.  The more market participants a given exchange has (this number is extremely high with the NYSE) the less likely it is to allow an individual market participant to shirk its rules.
  Consequently, risk of biased enforcement is low in stock exchanges, such as the NYSE, where liquidity is high and the number of market participants is great.
  

Second, interaction and competition among exchange constituencies checks incentives for an exchange to allow enforcement biases.  Constituency interests (brokers versus specialists for example) depend less on the number of participants but more on their roles in the market and the benefits they accrue for the constituency.
  In essence, one constituency likely resists any bias in enforcement that benefits another constituency, and is therefore likely to press for unbiased enforcement.  Furthermore, even if some bias remains towards one constituency or another, this bias is further demeaned by the far greater exchange incentive to uphold its reputation and act impartially.
  Regardless, internal exchange constituency competition provides yet another incentive for exchanges to impartially apply SRO regulations.

Third, the risk of biased enforcement has shrunk over the last decade as competition has grown drastically, both from other exchanges such as NASDAQ and the LSE but also from ECNs.  Section IV of this paper underscores the booming competition that is engulfing the securities exchange market.
  Regardless, mushrooming competition from both domestic and international sources further diminishes the risk of biased enforcement since the market participants will flock away from exchanges that endure reputational losses.  SROs are less likely to allow biased enforcement the greater the competition for listings and trading volume becomes.   

Although the above responses demonstrate that SROs have many incentives and pressures to resist biased enforcement, one must nonetheless conclude that an incentive for some biased enforcement, at least theoretically, occurs under SRO authority. 

III-D.  The best-case solution: the status quo, quasi SRO.

The current regulatory system, the quasi-SRO concept, is the best-case answer to the regulatory shortcomings of SRO regulation represented in the previous section.  This section will first define the SRO concept and highlight its contemporary structure at the NYSE, then show its benefits and how its structure represents the best-case option for securities regulation.  

The quasi-SRO structure combines two functions: exchange-based control of rulemaking, surveillance and internal regulation with government enforcement oversight.  William Douglas, a former head of the SEC and Supreme Court justice, provided the perfect metaphor for the quasi-SRO system that still rings true today: "Government would keep the shotgun, so to speak, behind the door, loaded, well oiled, cleaned, ready for use, but with the hope it would never have to be used.
   Today’s “shotgun,” the SEC, remains behind the door and loaded, while exchanges, particularly the NYSE, utilize their core competencies to administer the lion’s share of everyday securities regulation.  Robert Thompson of Vanderbilt University explains the present day manifestations of Douglas’ quasi-SRO concept for the NYSE:  

The pattern of NYSE regulation of the last decade is that the SEC chair makes a speech or a telephone call identifying a problem, the NYSE convenes a committee of experts and proposes a solution that is sent to the SEC and the various interested parties engage the NYSE and the SEC in discussions about what the law should be. Prominent examples include requirements for independent directors, shareholder approval of stock options, audit committee procedures and one share/one vote rules.

The NYSE is empowered to investigate and discipline wrongdoing on its own and also refer large enforcement cases to the SEC and federal prosecutors. The Big Board can fine and expel its members, fine and delist listed companies from trading, but it lacks overall subpoena power.  It conducts annual inspections of member firms, but it does not publicly disclose its findings unless they lead to enforcement actions.  The SEC serves another purpose.  The agency focuses on policing fraud, while the NYSE prohibits other forms of misconduct by brokers, such as steering clients into unsuitably risky stocks.
  Today, the NYSE designs and administers its own listing rules, but has a quasi-self-regulatory structure that is subject to the SEC's oversight.
  The NYSE retained a significant amount of regulatory control over its markets after becoming a quasi-SRO, but its power is now qualified by the SEC's "residual and supervisory" authority.
  Consequently, the SEC can only interfere in the NYSE’s affair in limited circumstances, maintaining the advantages of SRO regulation enumerated earlier.  The status quo system blends SRO regulation with SEC oversight. 

The benefits of this quasi-SRO “cocktail,” particularly in comparison to the shortcomings previously noted with a pure SRO, are two-tiered: enforcement benefits and efficiency benefits.  First, the possibility of SEC’s enforcement arm stepping in further minimizes the risk of biased SRO enforcement.  This enforcement impact is felt on two levels.  One, the companies that list on quasi-SROs fear government encroachment and are therefore likely to push SROs to eliminate conflicts of interests in order to avert SEC action.  SRO disciplinary powers, generally speaking, are limited to fining or otherwise punishing market participants and delisting stocks from trading.  The SEC adds another layer of disciplinary powers not available to exchanges—prosecutorial rights in federal courts.  The SEC (along with the United States Attorney’s Offices) holds prosecutorial powers that can trigger civil and criminal liability.  This extra layer of liability adds an immense deterrent element to SEC involvement—risk of treble civil damages and high criminal liability.  Consequently, the quasi-SRO system spurs companies listed on exchanges to pressure SROs to impartially apply their rules in fear that the SEC, with its powerful prosecutorial powers, will enter the fray.   Fear of SEC involvement compels listed companies to lobby SROs to impartially administer rules in order to keep the SEC at bay.  Companies can do this either by indirect influence (discussions, etc.) or through the market (list elsewhere).  Two, fear of SEC encroachment via the quasi-SRO structure in itself reduces SRO incentives to allow for biased enforcement.  SROs, particularly the NYSE, pride themselves as corporate governance providers whose protections add market value.
  Increased SEC encroachment reduces SRO sovereignty over governance protections, a valuable asset for exchanges that compete in the regulatory field.
   SROs themselves have a very strong systemic incentive to avoid enforcement biases in order to avert SEC incursions into exchange regulatory territory.  In essence, the governmental enforcement oversight inherent in a quasi-SRO minimizes common problems with exchange-based regulation, namely, enforcement bias.
  

“Efficiency gains” constitute the second key benefit category maintained with the quasi-SRO system.  A quasi-SRO system (at least a well-designed one
) minimizes government involvement in regulatory areas, specifically rulemaking and surveillance, where SROs have clear competitive advantages.  SROs may benefit from the added bite of SEC enforcement, but are still better positioned than the SEC to design actual rules and administer those rules.
  Granted, this additional level of oversight by the SEC hampers an exchange’s flexibility somewhat, but on balance it enhances the probability that an exchange will resist impartial enforcement while at the same time maintaining its clear competitive advantages in rulemaking and surveillance. 

The dominance of stock exchange listing standards as a source of governance protections emphatically corroborates the worth of the quasi-SRO system.  American markets have expanded the usage of exchange listing standards, which now constitute a major, if not central, layer of American corporate governance controls.
   The market dominance of SRO-oriented governance protections entails one of the only empirical examples arguing for maintaining the quasi-SRO system.  Although individual accounts of enforcement violations exist on the margins, the fact that the market systematically chooses to “buy into” the protections of quasi-SROs highlights the intrinsic advantages of quasi-SRO regulation.

The quasi-SRO system is the best-case solution for balancing market efficiency and investor protection.  The quasi-SRO provides an extra layer of government enforcement powers while at the same time not distorting the SRO’s inherent competitive advantage in tailoring market-specific rules and procedures.

III.E.  An alternate proposal for critics of the quasi-SRO system.

For those individuals for which the aforementioned arguments supporting the quasi-SRO template do not satisfy (either because they generally do not believe that competition among exchanges exists or they believe that exchange-based enforcement biases are endemic), this paper grudgingly offers an alternative policy prescription: leave the rulemaking and surveillance functions to the SROs.  Under this proposal, SROs would maintain complete authority over governance rulemaking and surveillance, while handing over enforcement efforts to the SEC.  

Two lines of argument support this compromise proposal.  First, even critics of exchange-based regulation, such as Stephen Craig Pirrong of the University of Michigan School of Law, do not suggest that “governance efforts currently under SRO authority would be better managed by a government regulator.”
  SROs employ a clear competitive advantage in crafting efficient governance rules.  This proposal preserves this slew of SRO-specific efficiency advantages.     

Second, this proposal fully addresses the most criticized SRO shortcoming—conflict of interests that fuels biased enforcement of securities rules.  For anti-SRO advocates, enforcement is at the heart of SRO inadequacies.  SEC reign over enforcement, and its accompanying stiff criminal or civil actions against manipulation, deflates most of this enforcement risk.
   This proposal does not address the risk of conflicted pressure posed by listed companies on exchanges, a risk that came to fruition in the GM dual-class controversy.  Exchanges, under this proposal, would control their rules.  However, these listings biases can be seen as systemic adjustments to market demands, and not as a race-to-the-bottom.  Exchanges routinely promulgate pro-investor rules (the vast majority in fact, including the recent listing requirements dealing with board of directors composition), yet no one yells that a pro-investor, race-to-the-top has overtaken SROs.  Increased competition also minimizes the risk of either a race-to-the-top or race-to-the-bottom ever ending.  A quasi-SRO model finds the best-case middle—not sacrificing too much regulatory efficiency while at the same time providing thorough governance protections to investors.  

Part IV.  The Impact on Stock Exchange Competition.

On the second question, “what impact would forcing the NYSE to abandon its regulatory function have on international stock exchange competition?” this paper argues that any move granting the SEC control over status quo NYSE regulation hurts the Exchange’s ability to compete with other international stock exchanges, particularly the London Stock Exchange (LSE).  Although direct future levels of competition are hard to gage, it is clear that control over self-regulation is key to the NYSE’s brand name and its ability to attract listings, one of the Exchange’s key product offerings.  Consequently, the SEC’s further encroachment on the NYSE’s regulatory domain harms the Big Board’s market position as the quality corporate governance provider and its ability to leverage this quality image in competition with other exchanges.  The consequent loss of listing business not only harms the NYSE as a viable stock exchange vis-à-vis the LSE, but consequently also undermines the SEC’s global influence on corporate governance

Section IV-A provides an array of evidence illustrating the competition between stock exchanges not only exists but is booming.  Section IV-B argues that the ability to tailor corporate governance standards, the crux of the SRO system, allows the NYSE to charge a “governance premium” that is central to its ability to compete with other exchanges.  The Exchange’s premium governance position follows the so-called bonding thesis exactly: companies who list on the NYSE signal that they have met extremely high governance requirements and are thus much more attractive to investors.  Furthermore, this section shows that the NYSE’s governance system is its best and most potent weapon in international stock exchange competition.  Without this weapon at hand, the Big Board’s special regulatory niche (which allows it to charge twice as much as the LSE for a securities listing) will be destroyed and it will lose its most vital competitive advantage.  Section IV-C presents several counter-arguments to the branding/bonding position, using the British regulatory system as the core example rejecting the importance of self-regulation to international stock exchange competition.  This final part of Section IV-C responds to these counter-arguments.  These responses illustrate two reasons why the LSE’s non-SRO status does not prove that self-regulation is not central to competition.  First, the LSE has inferior listing value (a listing on the NYSE is twice as expensive).  And second, it is still too early to convincingly argue what impact Britain’s government-dominated regulatory landscape has on the LSE since the current regulatory regime only fully started in 2000.   The final section, IV-D, outlines some of the direct impacts that undermining NYSE’s governance role will likely have.  These impacts mainly include short-term and long-term revenue loss at the NYSE associated with less listings; these losses, however, will likely erode the SEC’s long-term global influence in corporate governance rulemaking, an influence American policymakers highly value.

IV-A. Robust competition between stock exchanges.
The lack of competition argument underpins the anti-SRO position.
  True competition diminishes many of the SRO-based shortcomings earlier mentioned.  Greater competition increases the risk of reputational loss to a given exchange that allows violations to occur.  Both investors (and the trading revenue they generate) and corporations (and their listings) can flock to other exchanges once true competition takes root.  Consequently, true competition among exchanges as well as with other securities trading venues pressures SROs to fully enforce their rules and consequently undercut biased enforcement.  Keeping this in mind, this section attests to the fact that exchanges face numerous sources of competition, ones that even critics of SRO regulation cannot deny.
  Therefore, this section bulldozes the competition pillar of the anti-SRO foundation.  

Several pieces of evidence support the existence of robust exchange competition.  First, Electronic Communications Networks (ECNs) represent an aggressive competitive threat to NYSE.
  The intensive growth of ECNs during the 1980s and 1990s sent a competition shockwave throughout the industry.
  Second, international exchanges pose a major competitive threat.  The numbers speak for themselves.  The LSE has a market capitalization of roughly $2.9 trillion, behind only the NYSE and first in Europe.
 These numbers speak to the fact that the LSE is a major capital markets competitor.  Third, the NYSE and NASDAQ lobbied intensively to get the SEC to issue Regulation S, which relaxed accounting standards on foreign issuers.
  Lobbying for the relaxation of accounting standards, and the political expenditures it requires, clearly asserts that competitive pressures in the securities industry abound.  The resources that both the NYSE and NASDAQ allocated to pressuring SEC relaxation of foreign issuer listings attests to the weight of international competition on the exchanges’ economic calculus.
  

The fourth piece of evidence that illustrates robust exchange competition is the prevalence of cross-listings.  Cross-listings entails the process of listing a given company’s stock on more than one exchange.  Cross-listing on international securities exchanges, although very expensive for a given company, highlights the existence of differentiation of stock exchange products and their inherent competition.
  The cross-listing phenomenon is particularly key to international competition and exchange incentives to optimize governance rules.  

Cross-listings highlight the inherent competition that drives exchange incentives.  Professor Coffee of the Columbia University School of Law explains:  

If a foreign issuer can list on the NYSE, and yet the majority of the trading in its stock eventually flows back to the issuer's home country exchange, the NYSE gains less from such a listing than from a comparable domestic listing. ...  Because both it and its dealers gain less from such a listing and because the NYSE must compete with a foreign exchange for trading volume, the NYSE logically has less incentive to pursue a bonding policy that benefits it only marginally.

The internationalization of stock exchange competition, as manifested in cross-listings by issuers on several exchanges, dramatically impacts the NYSE: the NYSE has a powerful incentive to optimize listing standards in order to generate trading volume on the NYSE floor rather than on another exchange where the issuer is cross-listed.  Since optimal corporate governance protections draw a premium from investors,
an average investor will trade on a given exchange rather than on another exchange (even if it is the home country exchange of the issuer, as long as the technological means to do so are available) in order to gain more optimal governance protections.  Cross-listings, therefore, create two types of incentives.  On the one hand, they can demean the quality of governance rules.  Cross-listings can reduce a given exchange’s incentive to enhance its standards since that exchange is only going to marginally gain from the listing: trading volume on the given stock will be less than 100% since the stock is cross-listed on another exchange.  If, for example, 70% of the trading volume of stock X occurs on Exchange A and 30 % on Exchange B, Exchange B will only have a marginal incentive to develop optimal listing rules for stock X.  

On the other hand, cross-listings spur the optimization of governance standards.  The growth of cross-listings drastically raises the incentives for a given exchange to optimize its corporate governance rules: investors will chose to buy on a given exchange over another based on the quality of listing rules, thus raising that exchange’s trading volume and revenue.  In the same hypothetical, Exchange B (representing 30% of the trading volume of stock X) will maximize its governance rules in order to “win over” those investors who are buying on Exchange A (70% of the trading volume of stock X), but who would prefer to buy the stock X with greater governance protections (as long as it is feasible to do so technologically).  Exchange B, even if it may only gain marginally (depending on the % of X stock that is traded on its floor that is less than 100%) will compete to get trading of X stock from Exchange A through more optimal governance measures.  This later incentive seems to be the dominant one empirically.  First, NYSE and NASDAQ lobbying over Regulation S are a case in point.  Both exchanges clearly wanted a freer market for cross-listings.  Second, the costs for establishing a quality corporate governance image are relatively fixed.  An exchange, such as the NYSE, incurs only minimal costs per entry of a new securities issuer.  The main costs behind the NYSE’s corporate governance program change systemically with the market and not with each individual issuer.  The NYSE adjusts governance rules in accordance to the market (or at least its strata of the market) rather than to each issuer.  Consequently, even though Exchange B does not receive anywhere close to the full revenue of trading on X stock, it will still compete for X stock investors since it incurs only minimal governance costs for X stock individually.
     

Empirical evidence behind cross-listings supports these theoretical assertions.  Firms that cross-list in U.S. markets tend to have higher market valuations, greater leverage, and better earnings prospects than firms that do not cross-list.
  International competition has triggered migration to exchanges that provide greater investor protections as companies opt into regimes that provide disclosure and corporate governance standards.
  This migration phenomenon has been particularly stark in emerging markets, as dominant home country conglomerates migrate to better known stock exchanges in search of capital liquidity.
  Trading volume in firms that have depository programs, also emphatically bears this out.
  

Furthermore, a recent wave of mergers and acquisitions between exchanges indicates a strong push to consolidate in order to remain competitive.  Today, there are around 150 securities exchanges, but the industry is witnessing a powerful wave of consolidation in reaction to global competition.
  For example, Euronext, the second largest European securities market with a market capitalization of $2.4 trillion, was created in September 2000 from a merger of the Paris, Amsterdam, and Brussels exchanges.
  Consolidation attempts have occurred elsewhere in Europe as well: a London/Frankfurt merger combination was negotiated in 2000, but was abandoned in September 2000, following the announcement of a hostile bid for the LSE by OM Gruppen, Inc., the owner of the Stockholm Stock Exchange.
 

This section shows that stock exchange competition not only exists but is thriving.  The existence of exchange competition does two things.  First, it rejects one of main points against self-regulation—that no competition exists and thus biased enforcement occurs.  Second, it proves that the NYSE does not function in a vacuum and thus SEC action affecting the NYSE will impact its competitive position.  Then next section takes this argument further—showing that the NYSE regulatory role is central to its competitiveness.

IV-B-1.  NYSE’s “governance premium” and its importance to competition.

This section exposes the grave danger abandoning the SRO system poses to the NYSE.  It argues that the ability to tailor corporate governance standards, the crux of the SRO system, allows the NYSE to charge a “governance premium” that is central to its ability to compete with other exchanges.  The Exchange’s premium governance position follows the so-called bonding thesis
 to the tee: companies who list on the NYSE signal that they have met extremely high governance requirements and are thus much more attractive to investors.  Furthermore, this section shows that the NYSE’s governance system is its most potent weapon in international stock exchange competition.  Without this weapon at hand, the Big Board’s special regulatory niche (which allows it to charge twice as much as the LSE for listing a stock) will be destroyed and it will lose its most vital competitive advantage.  

Part IV-B-1 shows that the NYSE holds a special niche vis-à-vis other exchanges due in many ways to its governance leadership and the “governance premium” that it charges companies that want to bond themselves to the NYSE’s quality brand-name.  This section demonstrates that other exchanges compete directly with the NYSE for its “governance premium,” in effect fueling active regulatory competition.  This section substantiates that removing the NYSE’s controls over its governance function drastically curtails one of its greatest weapons vis-à-vis other international exchanges, particularly the LSE.  Section IV-B-2 presents several possible counterarguments to this position, mainly focusing on the argument that since the LSE itself is not a SRO that losing SRO status should not demean the NYSE’s competitive edge.      
The NYSE’s ability to tailor corporate governance rules, the nucleus of the SRO system, has allowed the NYSE to develop and maintain a dominant governance position in the capital markets that attracts companies, both domestic and foreign, that want to attract governance-conscience investors.  This brand development translates into a “governance premium” that is central to the Big Board’s ability to compete with other exchanges.  For corporations, the NYSE’s governance premium signals a commitment to optimal disclosure levels that reduces their cost of capital.
   The NYSE in particular (in comparison to other exchanges) has focused its resources at developing and branding its superior governance position in the securities market.  The NYSE has a special niche in comparison to other exchanges, “it is considered by many to be the most prestigious exchange, and its listed companies include many of the most well-established, ‘blue chip’ companies.”
  The move this paper contemplates— abandoning the SRO status—rescinds the NYSE of its powers to tailor its own rules and regulations and consequently strips away the Exchange’s “governance premium.”  The loss of the governance premium, in today’s highly competitive exchange market, devastates the NYSE international competitiveness.     

The immense importance of the governance premium in stock exchange competition remains crystal clear.  Several scholars assert that the NYSE’s governance controls are its most potent weapon in today’s competitive market for listings.  The NYSE can preserve its brand (and the revenues it generates) despite competitive threats by using self-regulatory efforts to enhance the reputational gains of listed companies.
  That is, the NYSE can preserve its franchise and dominant market position through strong self-regulatory efforts that preserve, and even enhance, the reputational gains of their listed companies.  The NYSE’s current governance position makes its “governance premium” that much more important.  The NYSE is the global market’s “premium brand regulator.”
  Consequently, governance reputation, which further SEC encroachment undermines, remains seminal to the NYSE’s business model.  

Empirical evidence of the regulatory competition over the governance premium between the NYSE and other exchanges is numerous.   Three broad categories of evidence are persuasive.  First, the reaction of NYSE’s competitors in the wake of the Grasso affair attests to the immense market value all competitors place on exchange governance reputation.
  This opportunistic market reaction to the Grasso affair is highly indicative of inherent competition for the NYSE’s coveted “governance premium.”   Two sources of evidence—non-quantifiable evidence regarding the NYSE’s reputation and quantifiable prices for seats on the NYSE trading floor—uphold this contention.  One, newspapers and magazines express a clear link between the problems affecting the NYSE’s governance structure and the Exchange’s reputation.
    Two, fear among NYSE members regarding the Exchange’s future and its ability to establish its own governance parameters has pummeled the price of NYSE seats.
  The price of a seat on the NYSE’s trading floor is an indicator of the Big Board’s perceived health. The more trading that investors expect, and the higher the share of it that they expect to take part on the Big Board, the higher the price a seatholder can expect.  This sharp tumble in NYSE seats is closely linked to fears that reform initiatives will strip the NYSE of its SRO status and its ability to compete with other Exchanges in governance rulemaking.  

Competition for listings entails the second source of evidence showing that competition for governance premiums is robust.  Investors are willing to pay a premium for firms that signal the high quality of their corporate governance protections.
  Companies can gain significant value by leveraging a given stock exchange’s brand to boost their corporate governance reputation.  A recent survey illustrates that investors would be willing to pay up to eighteen percent more for shares of a U.S. or British company with strong corporate governance than for a company with similar financial dynamics but weaker corporate governance standards.
  The governance element of a listing represents a clear asset for exchanges.  

Third, the NYSE’s long struggle with the SEC over listing requirements for foreign issuers
 attests to the vigorous competition that exists between the NYSE and foreign exchanges, particularly the London Stock Exchange. One front of this struggle was the NYSE’s lobbying of the SEC to make American Depository Receipts (ADRs) listings not subject to mandatory disclosure standards.
  The fact that the NYSE aggressively fought over governance control of rules affecting international issuers speaks for itself.  The inability to control governance rulemaking destroyed the NYSE’s ability to tailor rules that would attract foreign listings and it would consequently lose these listings to other exchanges.  The boom in foreign listings since the NYSE successfully lobbied the SEC to relax rules on foreign issuers emphatically bears this out.  The number of European companies on foreign listings increased during the years 1986 through 1997, while the number of American companies on foreign listings decreased during that same period.
  Moreover, recent research has shown that European markets with the worst shareholder protections have also fared worst in attracting or retaining foreign listings, and companies from those countries have been comparatively eager in seeking foreign listings abroad, particularly the NYSE.
  The ADR market is a case in point.  The boom in ADR issuances on the NYSE during the past decade is another example of the NYSE’s successful competition for the governance premium.
  One study illustrated that foreign firms listing only their depositary receipts in the bulletin board market in the U.S. experience significant positive returns when they upgrade to American governance standards.
  In 1999, some $533 billion in ADRs was listed on the NYSE.
  The simplest explanation for the migration of foreign issuers to the NYSE is that such a listing is a form of bonding - a credible and binding commitment by the issuer not to exploit whatever discretion it enjoys under foreign law to overreach the minority investor.
  The issuer brands itself to the mark of a “NYSE-listed” firm, gaining the essential governance protections that attract investors. 

Further evidence of the NYSE’s governance-driven dominance in gaining foreign listings over the past ten years is numerous.
  Also, country specific case studies conclusively show that an American listing is highly sought after for foreign firms.
  Other studies show that the governance value to firms listing on the NYSE is empirically without doubt.
  This section substantiates that other exchanges compete directly with the NYSE for its “governance premium,” in effect fueling active regulatory competition.  The fact that a boom in foreign listings of all kinds followed the NYSE’s successful lobbying for greater control of corporate governance attests to the validity of the bonding thesis in international stock exchange competition.  Consequently, the abandonment of the SRO system strips the NYSE of effective controls over its governance procedures and drastically curtails one of its greatest weapons vis-à-vis other international exchanges.  

IV-C.  Counterarguments.

This section presents several counter-arguments to the branding/bonding position, using the British regulatory system as the core example rejecting the importance of self-regulation to international stock exchange competition.  The counterarguments roughly take two forms: 1) that even if the NYSE loses its SRO status, it can still establish rules at a higher governance bar that those set by the SEC and will thus not lose its governance premium, and 2) that since the LSE, the NYSE’s prominent international competitor, is not a SRO itself, forcing the NYSE away from self-regulation should have minimal impact on international competition.  This section responds to each counterargument in turn.  

The first counterargument suggests that the NYSE could still establish governance standards, even if it is the SEC’s regulatory domain.  Nothing is stopping the NYSE from setting the bar higher if the SEC takes over regulation and promulgates mandatory disclosure rules.  In fact, the Securities and Exchange Act of 1934 establishes exactly these types of mandatory disclosure levels, and the NYSE simply raises the bar in order to capture any governance premium it desires above the federally-mandated floor.
  Basically, this counterargument holds that even if the NYSE loses its SRO status, it can still establish rules at a higher governance bar that those set by the SEC and thus not lose its governance premium.

This counterargument fails to satisfy on four levels.  First, the fact that 1934 Act promulgates a mandatory floor for securities rulings is not persuasive since the 1934 Act simply copied the existing NYSE rules at the time.
 Consequently, the floor was already established.  Second, the benefits of the mandatory floor established by the 1934 Act are far from agreed upon.  Scholars continue to argue over the benefits and detriments of mandatory versus permissive guidelines.
  Third, allowing the NYSE to set a higher bar than a mandatory SEC floor does not capture the numerous SRO advantages listed earlier.  The SRO-based advantages do not revolve around setting higher governance standards but rather having the opportunity to tailor specific regulations.  A mandatory federal floor does not afford the NYSE the opportunity to tailor regulatory measures in accordance with the market requirements.  The much coveted “governance premium” is not one gained for greater rules but is rooted in the ability to specifically tailor rules.  The existence of a mandatory floor fails to leverage the NYSE’s core market competencies in establishing governance rules and thus fails to secure its governance premium.  Fourth, if the SEC sets an extremely high bar for mandatory disclosure, it de-facto takes over the NYSE’s regulatory role.  Saying that the NYSE can set a higher bar and gain the requisite governance premium means little if the NYSE is left with only a little room at the top of the rulemaking spectrum with which to maneuver.  In any case, mandatory disclosure levels limit the NYSE’s room to adequately establish market-sensitive guidelines and consequently fails to capture most of the SRO advantages earlier noted.

The second main counterargument holds that since the LSE, the NYSE’s prominent international competitor is not a SRO itself, forcing the NYSE away from self-regulation should have minimal impact on international competition.  For example, if company X, a major conglomerate with needs for extremely liquid capital market access, chooses between the LSE and the NYSE, the fact that NYSE is no longer a SRO should not matter since the LSE is neither, and thus has no competitive governance advantage.

A short history of the LSE is necessary before addressing the responses to this counterargument.  The LSE is no longer a SRO; it has given away control over the listing process and the administration of its corporate governance guidelines to a government regulator, the Financial Services Authority (FSA).
  Britain’s Finance Ministry launched the FSA in 1997 in order to reign in the full of array of finance sector agencies and functions under one roof.  The Bank of England certified the FSA in 1998.
  After several years of administrative wrangling, the FSA became a full-fledged securities regulator in 2000, following passage of a new law on financial services and market regulations.
  Kerry Burke outlines the LSE’s current status: 

Although the FSA has controlled the listing process since the LSE demutualized, the Code still contains some self-regulatory components. For instance, the Code is a synthesis of the recommendations of three industry-level panels and not a statutory compilation of governance rules. Listed companies are not sanctioned by the FSA or the LSE for violations of the Code's substantive provisions, but these breaches may result in other, market-based repercussions. However, listed companies are no longer overseen by an SRO because of the FSA's new powers, and this has resulted in the loss of an effective corporate governance regulator for the U.K.'s markets.

The LSE no longer constitutes its own markets’ corporate governance regulator.  Consequently, this argument asserts that since the LSE, the NYSE’s prominent international competitor, no longer benefits from SRO-like governance powers, forcing the NYSE away from self-regulation should have a marginal influence on international competition.  

This counterargument fails to satisfy on two grounds.  First, the LSE currently has inferior listing value.  Corporate governance standards and the bonding image have not been part of the LSE’s trademark.  It seems generally recognized that NYSE listing requirements have historically been and continue to be more rigorous than those of any other country (the author cites Canada as a possible exception).
  Even before the FSA took full control of regulation, the LSE’s standards required less line of business data and did not require discussion of management-identified trends that may affect the firm's future liquidity, capital needs or operating results.
  Removing the NYSE’s control of corporate governance would therefore, regardless of the impact it may have had on the LSE, devastate the NYSE’s governance-driven comparative advantage.  For example, Cybo-Ottone et al offer the assessment that "listing on NYSE seems to signal commitment to a shareholder value approach," which the listing foreign firm often advertises in the press.
  In contrast, the authors suggest that listing on the LSE carries no such signal, and is not advertised accordingly, if at all, by the issuer.  Furthermore, a cross-listing on the NYSE also leads to a substantially greater increase in analyst coverage than does a listing on the LSE.
  Finally, the fact that a listing on the NYSE costs substantially more than a listing on the LSE
 highlights the reality that a NYSE listing provides firms with more than just access to capital markets.  Increased analyst attention is not simply a function of the greater depth and liquidity of U.S. markets. The LSE is also deep and liquid, yet a cross-listing on the LSE does not produce the same level of analyst attention. A recent study supports this position: a cross-listing on the NYSE is associated with a 128% increase in the number of analysts following the firm, whereas a similar listing on the LSE is only associated with a 48% increase in the average number of analysts following the firm.
  Listing requirements may be one explanation behind this divergence; securities analysts are more likely to follow firms that make more detailed disclosures, and more extensive disclosures are required to list on the NYSE than on the LSE.  This is completely consistent with the branding/bonding argument: these greater costs imply that foreign firms cross-listing on the NYSE must expect to get more from such a listing than from a cheaper cross-listing on the LSE.  Hence, to justify paying more, firms cross-listing on the NYSE must expect to gain more than from a similar listing on the LSE.  In essence, the fact that the LSE in not a SRO means little for the NYSE since the LSE was never the quality corporate governance provider and has never captured the NYSE’s governance premium.  

Second, it is still too early to convincingly argue what impact Britain’s government-dominated regulatory landscape has on the LSE since the current regulatory regime only recently went into force.  In October 1997, several regulators of the U.K.'s financial services industry merged into one federal super-regulator, the FSA.  The LSE retained regulatory authority over trading on its markets after it demutualized in May 2000, but was forced to surrender this function on December 1, 2001 to the FSA.
  It remains too early to tell empirically what impact moving regulation to the FSA will have since the FSA was only formed in late 1997, at the zenith of the bull market, and only took over effective corporate governance regulation in later 2001.  Furthermore, some camps already conclude that the United Kingdom lost a valuable agent of corporate governance when the FSA usurped the LSE's role as the U.K.'s listing authority after the exchange demutualized.
  The LSE only recent abandonment of its SRO powers limits using the LSE in any empirical comparisons regarding the value of self-regulation in international exchange competition.

The two main counterarguments suggesting that the abandoning the SRO system would not harm the NYSE’s competitiveness fail to satisfy.  First, the ability to set governance standards above those levels established by the SEC cannot save the NYSE’s governance premium.  The governance premium depends not on whether governance protections are more detailed or not, but rather on whether they can be tailored to the specific needs of the market.  Second, the FSA’s current regulation of the LSE does not change the fact that the NYSE’s governance premiums would be greatly undermined by SEC encroachment.  The LSE has never depended on its governance protections as much as the NYSE does, and therefore any cut from NYSE’s governance premium would hamper its international competitiveness.

IV-D.  Possible Policy Implications.

This section briefly discusses some of the direct impacts of undermining the NYSE’s governance role. The SEC’s further encroachment on the NYSE’s regulatory domain harms the Big Board’s market position as the quality corporate governance provider and its ability to leverage this quality image in competition with other exchanges.  The consequent loss of listings, as well as the trading volume that usually accompanies these listings, cuts the NYSE’s revenues and dampens its economic outlook.  The financial impact on the NYSE, its employees, and its market participants is clear.    The NYSE’s losses, however, do not end only with its structures and people.  

The NYSE’s loss of competitiveness erodes the SEC’s international influence.  The NYSE represents the SEC’s main contact point with foreign firms.  Consequently, a long-term shift in listings and trades from the NYSE undermines the SEC’s global influence on corporate governance.   This global influence is highly valued by both the SEC and the legislators that support its vast powers.  Undermining the NYSE’s regulatory in the manner proposed by this paper dents this influence.

CONCLUSION

The move this paper contemplates— abandoning the SRO status—is detrimental to both corporate governance overall and to the NYSE’s international competitiveness.  Stock exchanges are better positioned to regulate securities.  SROs provide a far superior mechanism for processing and calibrating regulatory protections.  Market efficiency and more fluid capital markets clearly argue for self-regulation.  

Enforcement biases do exist under exchange-based regulation.  However, systemic exchange reputational incentives and ever-increasing competition in securities listings makes such biases of marginal importance.  The current system, the quasi-SRO, is the best-case system for dealing with these enforcement biases, while at the same time not losing exchange-based market efficiency.  The quasi-SRO is not ideal, but for lack of other alternatives it maximizes market efficiency while minimizing violations and abuses. 

Nonetheless, even if one believes that these biases are not marginal, a government regulator should at most only interfere in the enforcement of corporate governance rules, and not in the rulemaking and surveillance functions themselves.  This proposal preserves the lion’s share of exchange-based rulemaking and surveillance advantages.      

Abandoning these SRO-based rulemaking and surveillance functions guts the NYSE’s international competitiveness.   In essence, rescinding the NYSE of its powers to tailor its own rules and regulations strips away the Exchange’s “governance premium.” The loss of the governance premium in today’s highly competitive exchange market devastates the NYSE international competitiveness.    

The tremors from the possible earthquake at the NYSE would be felt far.  The SEC’s main contact with foreign firms is on the NYSE.  Consequently, the SEC’s extraterritorial influence on foreign firms to a large extent depends on the attractiveness of listing on the NYSE.  In essence, the reform explored in this paper—granting the SEC complete power over stock exchange regulation—in fact undercuts the influence, at least internationally, of the same government entity it sponsors as a solution. 

This Article suggests that leaving the NYSE’s regulatory functions in tact represents the best-case option.  It would be ideal if all risk of biased enforcement could be eliminated, but no such panacea exists.  SRO regulation, especially over rulemaking and surveillance, remains the best option at balancing both access to capital markets and investor protections.  Government lawyers, legal scholars, and policymakers should pay very close attention to the impact, both domestically and internationally, of abandoning self-regulation of stock exchanges. 
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