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Abstract
The current financial crisis is a crisis of theory as well. The dominant theory of financial markets, the efficient market hypothesis (EMH), states that in an efficient market the
price of a financial asset reflects publicly available information about that asset. Competing theories, such as behavioral finance, argue that other factors, including irrational
investor behavior, impact the price of financial assets. We argue, however, that an analysis of market institutions can help explain when and why the EMH works. Although not
widely examined, we argue it is significant that until very recently the New York Stock Exchange (NYSE), whose listed companies’ price behavior inspired the EMH, was a
nonprofit organization. Thus, we apply an economic theory of nonprofits to the NYSE to identify the incentives of Exchange members and the various governance mechanisms
they created in response. Together, these mechanisms generated what we term “synthetic inertia”, which made prices on the NYSE relatively well-behaved. We hypothesize that
NYSE demutualization — converting from nonprofit to for-profit — altered the incentives of the NYSE and undermined this synthetic inertia and thus informational efficiency.
We test our hypothesis by comparing bid-ask spreads, a measure information quality, at the NYSE and NASDAQ and find that bid-ask spreads on the NYSE were consistently
lower than the NASDAQ (suggesting better information quality at the NYSE) but that spreads converged after demutualization. We believe that our approach helps resolve an
apparent tension between competing theories of market behavior and contributes an analytical framework from which to consider regulatory changes.
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