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I. Introduction and history  

Investors have been trading ownership stakes in business organizations at least since 

the Roman markets in the 2nd century BC.  These earliest known equity markets 

primarily traded shares and bonds of “tax farming companies” (Smith, 2003, p10).   

Share companies with traded equity appeared in other locations during the medieval 

era, notably in Toulouse starting in the 11th century, where LeBris et al (2015) document 

the emergence and evolution of two such companies into large, incorporated firms with 

widely held equity by 1373.  They highlight how early joint-stock firms were able to use 

private contractual arrangements under medieval law to create organizations much like 

a modern corporation, including tradable shares with limited liability and dividend-like 

payouts—all without the need for government approval.  But joint stock companies 

remained uncommon for centuries, even after the foundation of the famous East India 

Companies, founded in 1600 in London and in 1602 in Amsterdam, and most 

governments typically did require founders to obtain concessions, which involved 

idiosyncratic and individualized—and costly—permissions.   

In the advent of the joint-stock corporation and related creation of standardized, 

tradable shares, brokers emerged to facilitate sale of public stocks and intermediate 

between equity owners.  Initially working out of coffee houses, fairs, and even street 

corners, brokers began trading equity at preexisting commodity exchanges and soon at 

purpose-built stock exchanges.  By the 16th century, there were markets trading equities 

and bonds in cities across Europe.   Antwerp held a continuous fair and rose to become 

the financial center of the West by the mid-16th century.  Much trading activity began 

to shift to Amsterdam following the sacking of Antwerp by Spanish forces in 1575, which 

ushered in the Dutch Gilded Age and the rise of Amsterdam to become the European 

(and world) financial capital in the 17th century.   

Rapid industrialization in the late 18th and early 19th centuries stimulated 

increasing demand for larger-scale investments, requiring risk capital from outside 
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investors.  While many more corporations formed, limited liability, joint stock 

corporations remained restricted in numbers until the mid-19th century, when many 

early industrializing countries began to shift from the government concession system to 

a system of “free incorporation” that lowered the barriers to entry and standardized 

regulations on issuing publicly-traded equity.  Regulation on equity issuance and 

corporate governance facilitated rapid growth of equity trading staring in the second 

half of the 19th century. 

Modern corporations and corporate equity trading largely operate along these 

lines, albeit with an array of different specific rules and regulations, depending on 

jurisdiction.   A few key provisions unify the definition of equity as I use the term in this 

chapter, which focuses on ownership stakes in publicly-traded corporations and surveys 

a wide range of topics relating to the trading of such shares in marketplaces available to 

the public. All equity confers a claim on the underlying assets of the corporation and 

therefore a claim on the related cash flows.   Equity shares, or “stocks,” can be divided 

into two broad categories:   those with and those without control rights.   Common 

stockholders generally possess control rights, meaning that they may vote in elections 

of the board of directors and in general meetings of shareholders and thereby influence 

the selection of management and the policies and activities of the company.  They also 

gain access to any new equity issued before the corporation offers such shares to the 

public.   By contrast, preferred stockholders relinquish most of their control rights in 

order to gain a more predictable cash flow on their stake. 

 

II. Participants 

Equity trading participants fall into two large categories:  “buy side” and “sell side.” 

The buy side of the market comprise those actively trading (buying and selling) equity 

and securities.  The main actors include institutional investors, individuals, and hedge 

funds.   The term “institutional investor” applies to corporations or other organizations 

trading securities for accounts owned by groups or institutions, such as insurance 

companies, mutual funds, ETFs, or pension funds. Retail investors refers to individual 

investors trading securities with personal accounts (inc. 401k holders, IRA holders, etc.)   

Institutional traders make up the majority of trades in most markets now and usually 

have the greatest impact on the markets in which they transact. Koesrindartoto et. al. 
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(2020), for example, show that in the context of a developing economy, both 

institutional and retail investors significantly impact market movements, but institutional 

investors exert more influence primarily due to their dominant market share (90%+ of 

equity ownership in 2015).  

Impact may stem from differences in trading behavior.   While institutional 

investors are more likely to use momentum-based trading strategies, and trade less 

often with larger sums and longer holding periods, retail investors tend to use more 

contrarian strategies, and trade more often with smaller sums and shorter holding 

periods.1   

Retail traders wield growing influence in recent years, by some accounts making 

up as much as 20 percent of US trading volume in the early 2020’s.  Morgan Stanley 

estimated their share peaking at 15% of trading in the Russell 3000 in September 2020, 

declining to 10 percent of that market in mid-2021. This category accounts for far less 

trading in Europe, where Euronext estimates retail trade peaking at 7 percent in mid 

2020, down to 5 percent a year later—a significant rise over the 2 percent seen in 2019.  

Abudy (2020) notes that increased market participation by retail traders contributes 

positively to stock market liquidity and overall market quality.  Well-diversified retail 

investors trade more when liquidity is higher, but retail trading does not generate price 

noise at the market level.   Moveover, retail investor market entry is uncorrelated with 

market liquidity. 

The third category of traders, hedge funds, participate in a wide range of equity 

trading, in both short and long positions, theoretically to protect against adverse price 

movements.  While other organizations operated in many respects in a similar manner, 

the first modern-style hedge fund opened in 1949.  The segment exploded in the 1990s 

and gained fame, both with a few spectacular success stories and with such dramatic 

failures as Long Term Capital Management collapse and bailout in the late 1990s.  Less 

regulated than other actively managed (mutual) funds. SEC sets limits on number of 

investors served and bans advertising, but hedge fund managers are exempt from filing 

public reports.    Hedge fund activism, or a fund acquiring equity in a company for the 

purpose of influencing management, is a heavily studied topic currently. DesJardine & 

 
1 Breakdown on number of firms and firm size can be found at https://www.finra.org/sites/default/files/2021-
06/21_0078.1_Industry_Snapshot_v8.pdf (accessed October 26, 2021) According to their classification of retail 
investor there were 1271 retail trading firms registered with FINRA, with 1096 being small firms (less than 50 
employees). 

https://www.finra.org/sites/default/files/2021-06/21_0078.1_Industry_Snapshot_v8.pdf
https://www.finra.org/sites/default/files/2021-06/21_0078.1_Industry_Snapshot_v8.pdf


4 
 

Durand (2020) is one such paper, which notes that short-term performance gains and 

increased profits from activism is accompanied by long-term costs including reduced 

investment spending and social performance.  

 

Sell side 

The “sell side” of the market encompasses organizations that facilitate trading and 

provide information to traders.  The key actors include the stock exchanges and the 

related intermediaries, such as market makers, brokers, and dealers.  In recent decades, 

alternative trading mechanisms beyond the principal exchanges have gained market 

share as well.    

Equity trading mechanisms can be split into two categories:  order driven and 

quote driven, alternatively auction markets and dealer markets. Auction markets simply 

facilitate connections buyers and sellers in a centralized location, while dealer markets 

rely on intermediaries—the market makers or dealers who conduct transactions. 

The New York Stock Exchange is the textbook example of an auction market. In 

this type of market, trades are conducted whenever there is a match between the price a 

prospective buyer is willing to pay (bid), and the price a prospective seller is willing to 

accept (ask/offer).  

Auction markets have utilized different methods of matching buyers and sellers 

over time. The NYSE originally maintained a call auction format, where interested buyers 

and sellers of an equity gathered to announce their bids and offers aloud, and a price 

was set that maximized transaction volume. This time-consuming process was largely 

replaced with a continuous trading system in 1872 when the number of listed stocks 

grew too large to announce each one-by-one (Fohlin 2016).  

Under a continuous trading system buy and sell orders are collected on a rolling 

basis, and transactions occur whenever there is a willing buyer and seller. Nowadays the 

NYSE operates with continuous trading from 9:30 a.m. to 4:00 p.m., then collects bids 

and offers throughout the night and opens with a call auction before returning to 

continuous trading.  

In a dealer market, like the Nasdaq, there are numerous dealers with their own 

inventories posting both bid and offer prices for given securities. Potential buyers and 

sellers transact directly with the dealer, not with one another. Since dealers are both 
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selling and purchasing securities, they make their profits from the bid-ask spread, which 

is discussed in depth in section VI.  

Each system has its advantages over the other. Notably, traders in continuous 

auction markets tend to face lower transaction costs, while traders in dealer markets are 

better protected against execution risk (Pagano & Röell 1992). Glode & Opp (2020), Lee 

& Wang (2021), and Dugast Et Al. (2021) all compare and contrast OTC/dealer markets 

and centralized/auction markets.  Dugast, et al. (2021) study the choice between trading 

OTC or in centralized markets across banks with different levels of trading capacity. They 

find that trading in centralized markets is optimal for intermediate-capacity banks, while 

OTC trading is optimal for low- and high-capacity banks due to their complementary 

roles. Lee & Wang (2021) find that OTC dealers cream-skim less-informed traders, 

leading to a concentration of informed traders in centralized markets. Overall, they 

document the negative welfare effects of OTC trading, noting that trading OTC is 

privately optimal for uninformed traders, yet socially harmful. Glode & Opp (2020) find 

the reverse allocation of informed and uninformed traders, fueled by asymmetric access 

to counterparties in the OTC market.  

 

Dark pool trading, private exchanges for trading securities, not available to the public 

have made notable strides.  FINRA data shows that 46.4% of trades took place off-

exchange, with 8.9% via dark pools, in February 2021.    Zhu (2014) argues that dark 

pools concentrate uninformed traders, thereby improving price discovery in 

conventional markets. Others, including Comerton-Forde & Putniņš (2015), echo Zhu 

(2014) that dark trades are less informed than lit trades. As such, uninformed traders are 

concentrated in dark pools, while more informed traders are concentrated in lit 

exchanges which improves price discovery.  These studies argue that high levels of dark 

pool trading generate adverse selection effects in the lit market due to the increased 

concentration of informed traders and find that low levels of non-block dark trading 

may have a positive effect on informational efficiency, but that high levels are harmful. 

However, block trades in the dark pool seem to have no effect on informational 

efficiency.   Buti, Rindi, & Werner (2017) also find that the introduction of dark pool 

trading leads to a welfare reduction. When a dark pool is introduced in competition with 

an illiquid limit-order book, there is trade creation, but it is accompanied by a reduction 

in market quality and average investor welfare.  
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III. Clearing and settlement  

Regardless of the trading mechanism, whenever an equity changes hands in a stock 

exchange, the trade is finalized through a clearinghouse or clearing division. The 

clearinghouse, or central clearing counterparty, acts as an intermediary between buyer 

and seller, buying the equity from the seller and selling it to the buyer. They often act as 

guarantors of the transaction, collecting payments from buyers and ensuring delivery of 

the securities from the seller to the buyer, thereby taking on default risk on both sides 

of every trade in order to reduce market risk overall. The clearinghouse also minimizes 

the number of physical transfers needed to complete multiple transactions between two 

parties on a given day, providing a more efficient and streamlined trading environment. 

They also complete required reporting of transactions.  

Historically, clearing and settlement usually took up to two weeks.  The time 

varied by market.  When Amsterdam still served as the financial capital of the world in 

the early 18th century, several stocks on the Amsterdam Stock Exchange were co-listed 

on the London Stock Exchange. To settle transactions between the two cities, a courier 

would need to transport the physical security across the English Channel in a journey 

that took just under two weeks (Koudijs, 2015). This 14-day window became the 

standard equity settlement period, and several exchanges kept this settlement period 

for hundreds of years. The NYSE was an outlier in this period, utilizing overnight clearing 

as far back as the late 1800s and speeding that process to intraday clearing with the 

opening of a daytime clearing branch in 1920 (Richter, 1920). With the advent of 

computerized trading in the late 1900s, settlement periods gradually shortened to the 

present standard of two days, commonly referred to as T+2. Clearing occurs within this 

two-day window between execution and settlement.  

Today, the NYSE and NASDAQ remain the two largest clearinghouses in the US, 

but others work alongside the major exchanges, including the National Securities 

Clearing Corporation (NSCC), which facilitates the majority of broker-to-broker equity 

trades. 
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IV. Trading Costs  

Equity trading involves a variety of costs to traders, both direct and indirect, and these 

costs relate directly to the liquidity of equity trading.   Broker commissions are the most 

clearly visible transaction cost.   Traditional brokers charge fees for their services in the 

forms of account maintenance fees for managed investments, trade facilitation fees, and 

interest fees from those borrowing on margin. 

 

Bid-ask spreads (& Tick Sizes) 

Bid-ask spreads: Difference between a buyer’s maximum willingness to pay (bid) for an 

asset and the seller’s minimum willingness to accept (ask). Market maker keeps this 

difference. Often used as a proxy for market liquidity 

Several studies have found that a reduction in tick size leads to a decrease in bid-ask 

spreads. Chordia, Roll, & Subrahmanyam (2008) examine the NYSE from 93-02 and find 

that stock price predictability falls with the reduction of tick sizes, signaling increased 

market efficiency. Open-to-close/close-to-open variance ratios also increase, which the 

authors take as evidence that more private information is reflected in stock prices as tick 

size decreases.  Griffith, Roseman, & Shang (2020) examine the effect of the SEC’s Tick 

Size Pilot Program, which increased tick sizes from one-cent to five-cents, on transaction 

costs. They note that increased (decreased) equity tick size leads to increased 

(decreased) bid-ask spreads for affected stocks, but that these effects are diminished in 

the presence of options trading. Chung, Lee, and Rösch (2020) also study the SEC’s Tick 

Size Pilot Program. They find, in line with Griffith et al., that the quoted and effective 

spreads of affected stocks increased by an average of 15 basis points as tick-size 

increased from 1 to 5 cents. However, they also report the reverse effect for large trades 

(2000+ shares), and state that the program led to (1) an improvement in pricing 

efficiency, (2) an increase in average trade size, and (3) a decrease the total number of 

trades.  

 

Maker/taker pricing (payment-for-order-flow) 

Market makers, those who place buy/sell orders that are not carried out immediately, 

provide liquidity to the market, and as such pay a lower fee for trades than market 

takers, who buy or sell instantly.  This phenomenon causes spreads to widen to account 
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for fee disparity, generating consistent profits for market makers (Parlour & Rajan, 

2003).   Brolley & Malinova (2020) find that if a significant portion of the investors pay 

flat commissions, maker-taker pricing leads to a reduction in trading volume and 

welfare, while maker-taker traders experience heightened profits.  

 

Reduction in costs due to technological change and rising competition/new platforms 

Trading costs also relate to trading technology and its impact on transaction speed. 

Technological change sped up trading in several notable stages:  first with the telegraph 

and associated ticker that transmitted pricing information beyond the exchanges.  Then 

in 1878, the first NYSE installed its first telephone, which allowed much faster 

dissemination of news and prices, albeit in a relatively restricted geographical area until 

the development of cross-country calls in 1914.   

The most dramatic change to equity trading since the telegraph came with the 

computerization of the markets in the 1960s.   As with all markets, the rise of computers 

and automation reshaped the way equity markets operate. The first fully automated 

trading system was the Toronto Stock Exchange’s CATS (Computer Assisted Trading 

System) in 1977. Starting around this time, the NYSE began gradually incorporating 

automation into their processes, culminating in the transition to a fully automated, 

screen-based system in 1985. Computer automation allowed the rise of algorithmic 

trading, which allowed market participants to trade baskets of securities based on 

predetermined decision rules. In 1987 the new technology facilitated the rapid sell-off in 

the equity markets that led to the largest percentage drop up to that point, which 

brought about the first major financial crisis since the Great Depression.  This episode 

led to the enactment of “circuit breakers” that pause or even halt trading when prices 

decline more than a given percent in a given period of time. 

Computer technology developed rapidly and continuously over 1980s and 90s 

and dramatically altered equity trading with the rise of internet-based trading at the 

turn of the 21st century. Each technological advance empowered more access for 

traders, which mostly lowered the direct costs of trading.  the latest internet trading 

technologies have culminated in recent years with the ability of traders to trade directly 

and bypass traditional market makers. 
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Keim & Madhavan (1998) noted several years ago that the rise of alternative 

trading platforms may incentivize large traders to reduce trading costs.  Colliard & 

Foucault (2012) concur, noting that the rising prominence of alternative platforms has 

fragmented trading and left platforms dropping fees to capture a higher market share. 

They note this has two effects: (1) available gains from trade increase for investors, and 

(2) it can incentivize investors to choose limit orders with lower execution probability, 

which reduces potential of capitalizing on these increased gains.  Still, as noted 

previously, recent research also shows that dark pool trading reduces overall welfare. 

 

Algorithmic Trading, High Frequency Trading, and Latency Arbitrage 

Algorithmic trading, the automated practice of executing buy and sell orders based on 

pre-programmed instructions, has grown to encompass the majority of equity trading in 

the U.S. in the last two decades. Despite its prominence, views are mixed regarding the 

effects of algorithmic trading, and in particular high frequency trading, on trading costs 

and social welfare. For example, Putniņš & Barbara (2020) find a benign effect, while 

Aquilina, et al. (2021) document strictly negative effects. According to Putniņš & Barbara 

(2020), algorithmic and high frequency traders are heterogenous and can largely be 

sorted into toxic and beneficial traders. Toxic traders, who tend to trade in the same 

direction as institutional traders, can almost double institutional trading costs on their 

own, but these negative effects are nullified by liquidity providing beneficial traders 

leading to no net effect on trading costs. On the other hand, Aquilina, et al. (2021) focus 

on a particular practice of high frequency traders known as latency arbitrage, and 

document strictly negative effects. Latency arbitrage refers to any obvious arbitrage 

opportunity where success is essentially determined by how fast one can act on it. For 

example, if the price of a stock changes significantly at one trading venue but not 

others, then there is a clear latency arbitrage opportunity where the fastest actor in the 

market will profit. The authors find that the negative effects of latency arbitrage account 

for roughly a third of price impact and effective spread. 

 

V. Funding markets and equity market liquidity  

Equity trading relies heavily on short-term financing through funding markets.   

Transactions require funding to bridge the gap between a seller transferring the shares 

to the buyer and the buyer transferring payment to the seller.  In addition, a significant 

volume of equity trading takes place on margin, meaning that only a relatively small 
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percentage of the purchase price is paid in cash.  The remainder that is financed 

through margin lending, which provides substantial liquidity to equity markets. 

Kahraman & Tookes (2017) document (in India) a positive causal relationship between 

traders’ ability to borrow and stock market liquidity:  liquidity increases when stocks 

become eligible for margin trading, driven by the contrarian trading strategies of margin 

traders. They also find that the effect reverses during crises.  

In one of the most widely-cited analyses of the link between liquidity of funding 

markets and that in equity markets, Brunnermeier and Pedersen (2008) find that market 

liquidity and funding liquidity are mutually reinforcing.   The availability of funding 

affects the number of traders in a market, which affects market liquidity. However, the 

availability of funding depends on market liquidity. This two-way effect creates mutual 

reinforcement that can explain liquidity spirals and several features of market liquidity 

found in the empirical literature: 1. Liquidity can dry up suddenly, 2. Liquidity of different 

assets tend to move together, 3. Liquidity and volatility are correlated, 4. Liquidity is 

subject to “flight to quality”, meaning that risky assets can become disproportionately 

illiquid during economic downturns, and 5. Market liquidity moves with market 

performance since funding conditions move with market performance 

Chiu, et al. (2012) provides empirical support for Brunnermeier & Pederson using 

ETFs in the wake of the 2008 recession:   The increase in funding illiquidity during the 

2008 recession led to increased bid-ask spreads and decreased market depth, signaling 

an increase in market illiquidity. These effects are stronger for financial ETFs compared 

to index ETFs.  Macchiavelli & Zhou (2021) study of bond repo markets also.find that 

dealers’ low funding liquidity is correlated with smaller market shares and more frequent 

trades.  Notably, Fohlin and Gehrig (2021) find similar results in the historical context, 

showing that funding market illiquidity at the peak of the Panic of 1907 led to increased 

stock market illiquidity, and that this effect is compounded by market opacity. 

 

VI. Regulation 

The Securities and Exchange Commission, or SEC, is the government agency responsible 

for ensuring transparency from those offering securities, and fair and honest treatment 

of investors by brokers, dealers, and exchanges. Their official mission is threefold: (1) 

protect investors, (2) maintain fair, orderly, and efficient markets, and (3) facilitate capital 

formation. The SEC was created when Congress passed the Securities Exchange Act of 
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1934 during the height of the Great Depression. At this time the organization was only 

responsible for enforcement of the Securities Act of 1933, but the body of enforceable 

legislation has grown substantially over time in response to various financial scandals 

and economic downturns.   

FINRA, the Financial Industry Regulatory Authority, is a non-profit self-regulatory 

agency authorized by Congress to oversee the licensing and regulation of broker-

dealers. FINRA’s mission if four-fold: (1) write and enforce rules for registered dealers 

and broker-dealers, (2) ensure firm compliance with these rules, (3) foster market 

transparency, and (4) educate investors. FINRA is overseen by the SEC, who handles the 

highest level of appeals from broker-dealers that disagree with accusations or charges 

levied by FINRA. Unlike the SEC, FINRA was not the first organization of its kind, and was 

instead formed through the merger of the now defunct National Association of 

Securities Dealers and internal regulators of the NYSE. 

 

Key regulations on equity trading 

Regulations on equity issuance (IPOs) 

An IPO, or Initial Public Offering, is the first issuance of publicly traded equity by a 

corporation. IPOs are typically managed and marketed by investment banks, referred to 

as underwriters. While much of the leg work in going public is performed by 

underwriters, the corporation going public ultimately decides the starting share price. In 

order to issue an IPO, a firm must first file a registration statement with the SEC, then 

maintain compliance with all SEC regulations throughout their public tenure. The 

average number of IPO filings from 2010-2020 was just under 200 per year. The number 

of IPO filings is typically correlated with the overall health of the economy, rising in 

expansion periods and falling during recessions. However, the nearly 500 IPOs filed in 

2020 during the coronavirus pandemic stands in stark contrast to this trend but fits with 

the pattern of hot IPO markets during upswings in equity market valuations.  Much of 

the boom in the latter half of 2020 came in the form of Special Purpose Acquisition 

Companies (SPACs), which provide funding for mergers and acquisitions, reorganization, 

or other forms of capital exchanges among existing businesses. 
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Short selling 

Short selling involves selling equity shares that the trader does not own.  

Typically, a covered short sale requires the trader to borrow the target shares from an 

owner for a fee before conducting the sale. 

Investors speculating that the price of a given security will over time often take a 

“short position”. This most often takes place in the form of short selling, which involves 

borrowing shares from an existing owner (oftentimes from a broker in exchange for 

fees) and selling those shares with the intention of buying them back after a price 

decrease. This final step in the process, buying back the shares and returning them to 

the original owner, is known as covering the short. The SEC has placed additional 

regulations on short selling, the most important of which are part of Regulation SHO. 

Regulation SHO sets four key rules for different investment actors: (1) broker-dealers 

must clearly mark their investments as long, short, or short-exempt, (2) trading centers 

must adopt procedures to halt the execution of short sales if prices drop more than 

10%, (3) broker and dealers must verify that the proper shares can be borrowed in a 

timely manner before accepting short sale orders, and (4) brokers and dealers must 

close out short sales according to the guidelines set by the SEC. Together, these tenets 

help to prevent short sales that intentionally drive down share prices in the market, 

thereby protecting investors.  

One of the key regulations, SHO, establishes ban on short sales placed with the 

intention of manipulating security prices.   The key features of Regulation SHO appear in 

rules 200, 201, 203(b)(1&2), and 204.   While covered short selling is usually permitted, 

many jurisdictions periodically ban the practice in times of severe downturns in equity 

prices, such as during the 2020 onset of the Covid-19 pandemic and during the 2008 

subprime mortgage “meltdown” and associated financial crisis.   Several studies examine 

the effects of such bans on market liquidity and price discovery.   Bessler & Vendrasco 

(2021) study the implementation of short-selling bans in response to the COVID-19 

pandemic in 6 European countries and find that countries implementing bans 

experienced lower market liquidity and trading volume and wider bid-ask spreads 

relative to countries that did not implement a ban. They also note the lack of a price 

effect for bans, as there was no significant difference between price movements in ban 

and no-ban countries.   Beber & Pagano (2013) similarly study the effects of different 

short-selling bans imposed around the world in the wake of the ‘08 financial crisis. They 

find that the bans (1) decrease market liquidity, particularly among small-cap and 
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unlisted stocks, (2) slow price discovery, particularly in bear markets, and (3) are not 

associated with improved stock performance, aside from in the U.S.  

 

Margins  

The SEC establishes maximums on percent of purchase price that can be borrowed 

(50%) and regulates a minimum deposit required for margin trading (min{$2000, 100% 

of margin security purchase price}) 

 

Regulatory failures 

Among other regulatory shortcomings, the 2008 financial crisis highlighted a number of 

critical failures in SEC oversight of securities trading.  Coffee Jr. (2009) argues that the 

SEC’s 2004 deregulation of the maximum leverage ceiling contributed to the eventual 

insolvency of Bear Stearns, Lehman Brothers, and Merrill Lynch in 2008.   

And, of course, the infamous Madoff affair underscored the lack of sufficient staffing 

and attention to blatant warnings about fraud.  Bernard Madoff operated as one of the 

largest market makers for the NYSE and was chair of NASDAQ.   A well-known and 

highly-regarded figure on Wall Street, he was able to convince thousands of small 

investors to turn over funds to him to manage in his investment funds.   He was, in 

reality, running a Ponzi scheme and not investing their funds.   It took many attempts by 

whistle blowers to get the SEC to investigate Madoff, and even once they did, they 

overlooked the scheme.   Eventually, Madoff confessed to the scheme and went to 

prison, but the episode—the largest of its type in US history—elucidated the severe 

problems of SEC oversight and enforcement of securities trading regulations and 

investor protection.    

 

 

VII. Recent trends: Democratization of Finance and Blockchain 

In the post-financial crisis era, new trading platforms, such as Robinhood, have used low 

and no fee trading via smartphone-based apps to drive new users into equity trading.  

Mission: Increase market participation by lowering barriers of entry.   While ostensibly a 

noble goal to make equity trading accessible to a wider swath of the public, the 
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business model involves profiting off aggregating and selling order flow in what is 

commonly called “payment-for-order-flow.” Victoria (2021) argues that Robinhood does 

not fulfill the principle of increased equity in markets hinted at by a slogan like 

‘Democratizing finance,’ but hinders it by creating a gamified, casino-like environment.  

Tan (2021) finds that this simple, gamified structure leads investors to take on greater 

amounts of risk than they otherwise would.  

While the platforms are new, the concept is age old.  Historically, small investors 

used low cost, storefront brokers known as “bucket shops” to trade small lots of shares.   

Hochfelder (2006) highlights the role of bucket shops in increasing participation in 

financial markets among the broader population.   At the same time, these 

organizations were positioned to front run their clients, who were likely far less informed 

about the stocks they traded or the market mechanisms. 

The most recent development in democratizing finance is decentralization and 

tokenization.    Tokens have proliferated as a new way to create and trade equity stakes 

via blockchain.   Roth, Schär, & Schöpfer (2021) provide an overview of the benefits of 

tokenized equity in a general sense and as it relates to crowdfunding.   Tokenized equity 

examples include Neufund (blockchain company) and Slice (Indian credit card company) 

both raised funds by issuing equity tokens. Goforth (2019) provides a survey of how 

tokenized securities, including tokenized equities, are viewed and treated under U.S. law.    

In the U.S., equity tokens are taxed as property, thus assessed according to short-term 

or long-term capital gains tax.   Ulyanava (2018) provides an overview of how 

cryptocurrencies including tokenized equities are taxed around the world, and details 

how countries like Belarus are providing tax exemptions to promote adoption.  

Blockchain technology, however, goes beyond tokens and is a general 

technological advance useful in financial market clearing.   Catyas (2016) discusses the 

potential for blockchain in clearing and settlement, noting the potential for increased 

security and speed. Priem (2020) shares this sentiment, noting that blockchain would 

reduce many of the repetitive components in the clearing process thereby reducing 

trading costs.  

 

VIII. Conclusion 

Will sum up briefly… 
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