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Abstract

This study examines the traditional compensation modetdal estate bro-
kers under which both the listing and buyer brokers are pgithe seller based on
a percentage of the property sales price. We argue that thaehhas not evolved
to reflect contemporary legal agency relationships andntelclgy-driven infor-
mation availability. It therefore creates substantiahg@ctional inefficiencies for
buyers and sellers at both the matching and bargaining staiga transaction.
While there is evidence that market forces are pushing fdnange in the sta-
tus quo, there is also evidence that the brokerage industegisting this change
by pursuing anti-competitive policies and laws. We exphheeconomics of the
current and alternative compensation structures and stiggdicy implications
regarding anti-competitive behavior in the brokerage stdu
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1. Introduction

In the traditional model of real estate brokerdfge,seller agrees to pay the commission based
on a percentage of the property sales price. €heept today is typically in the range of 5 to

6 percent. Cooperating brokers are invited to participatéhimtransaction by introducing

and working with potential buyers, and the comnoisss then split between the listing broker
and the cooperating (buyer) broKer.

A real estate broker’s services can be separatedwo basic functionsmatching
where a real estate broker assists sellers andsinyénding a suitable trading partner, and,
once a match is madeargaining where a broker assists the buyer and/or seller in
negotiating the terms and conditions of a purclaasksale agreement (Miceli, Pancak, and
Sirmans, 2000J. Two significant changes have occurred which ntakecurrent
compensation structure obsolete. The first is hArtegical change affecting the matching
stage, and the second is a legal change affettengdrgaining stage.

The matching function of real estate brokers hasifstantly changed given the
emergence of the widespread availability of infotioraon the internet. Prior to the 1990’s,
real estate brokers had almost exclusive contret mformation about properties listed for
sale and prices of properties that recently sdfar buyers and sellers to gain access to this
information, they had to work with a real estatekar. In many ways, brokers were real
estate market information gatekeepers, controllifgrmation needed by buyers regarding
available listings, and by sellers regarding po#tiuyers. While real estate brokers argue
that they have copyrightable property ownershipistihg information? information about
property for sale is readily available to all coms&us on the internet. Sites like realtor.com

and zillow.com provide extensive detail on propestincluding size and location, as well as
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photos and online tours. A buyer can now searopgaties and narrow down choices from
the computer, rather than requiring a live touthvatbroker. The traditional compensation
model for brokers has not evolved to reflect tldninished role in the matching stage.

Agency relationships in real estate brokerage lada@ changed, affecting the
bargaining stage of a brokerage transaction. Busly, the broker working with the buyer
was a subagent of the seller and represented itbésbest interest. Thus it was logical that
the seller would compensate the subagent. Them Wwewever, numerous problems with
subagency, not the least of which was that botlbthyer and the subagent working with the
buyer did not realize that the subagent owed ldgtés to the sellet. Starting in the 1990's,
however, states began to revise their licensing Jalowing for buyer brokerage and in some
instances discouraging subagency. Now, in the mityjaf transactions, the broker working
with the buyer is no longer a subagent of the sdbhet rather an agent of the buyer (and
referred to as a “buyer brokef”).While a legal relationship between buyer ankérdas
been established (from non-representation to ageprgsentation), the compensation model
has not changed accordingly. In most transactibvesseller still pays the buyer broker’s fee
via the split commissioh.

Economists argue that the market will take caranyfinefficiencies that changing
circumstances create in a compensation model. wendave in fact begun to see new
brokerage models emerge to meet the changes tEdhéecade. There have been recent
attempts by discount brokerage firms to reduce cmsion rates and fee-for-service firms to
unbundle brokerage services and price them sepafafeor example, Foxtons charges
sellers 3% of the purchase price, giving buyer brelk%. In return, sellers must show their

own property. Commentators have noted, howevat lihyer brokers are not apt to show



Compensation Model Draft
June 8, 2006
Page 4 of 30

these listing because their compensation is smiier for traditionally listed properfy.

Insight Realty and MLS Lion allow sellers to pafla fee, between $300 and $700, to have
their property listed on a local MLS, and thenessllpay a commission to the broker that
locates a buye® This solves the problem of attracting buyer breke the property. Help-
U-Sell Realty offers sellers a menu of optionsder fees. For $2,950, a broker will handle

all traditional listing services with the exceptiohhome showings and open houses. A seller
could contract separately for additional servites.

While the market is exploring various brokerage pensation structures, it appears
that there is significant industry resistance tg sunch change. The Government
Accountability Office (GAO) has alleged that brokelesiring to maintain the traditional
compensation structure are undermining the efffrtiscount and fee-for-service brokéfs.
Recently, the U.S. Department of Justice (DOJ) shedNational Association of Realtors
(NAR) have alleged noncompetitive behavior in NA®tigies that allow brokers to restrict
the display of their listing information on otheelbsites and restrict brokers that display MLS
information online from referring customers to atheokers for a feé> The DOJ and FTC
have also commented to various states that lavisctesy brokers from offering rebates, and
incentives to consumers as well as laws requirnogdrs to provide a minimum level of
services to consumers, limit competitign.

It is time to ask whether the traditional residahteal estate brokerage compensation
model is obsolete. In exploring this question,oxganize our paper as follows. The second
section reviews prior literature on real estat&kbrage compensation. The third section
models the two real estate brokerage functionsgimrag and bargaining, focusing on the

compensation structure, particularly split comnaasi We argue that in the matching stage,
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split commissions tend to channel broker efforte improductive competition for listings
rather than productive search for buyers, whilhenbargaining stage, split commissions
computed as a percentage of the sale price distmntives for agents (especially those
representing buyers) to negotiate in the bestastsrof their clients. In the fourth section, we
examine the relationship between the current cosgiean model and alleged anti-
competitive behavior in the real estate industypdthesizing that the reason for the behavior
is to maintain the current compensation structeirgally, the fifth section summarizes our

proposals for reform of the compensation model.

2. Prior Literature
Numerous articles have discussed whether reakdstakerage is competitive, efficient, and
equitable, taking the compensation structure ageng Regarding competition among
brokers, some studies find uniformity among rates @thers find that rates vary (Sirmans
and Turnbull, 1997). Whether uniformity is a feésdi competition or collusior® however,
has been much discussed. Bartlett (1981) and €tb(1092) point to cooperation among
brokers as the source of uniform commissions. \Betisand Poe (1992) take this analysis
one step further, positing that the practice ofrgj\one broker an exclusive right to sell
creates anti-competition.

In contrast, Yavas (2001) contends that fixed ctustbrokers drive rate uniformity,
while Levmore (1993) argues that fixed commissiaresexpected since they eliminate the
problem of agents devoting excessive effort to prigs where the the marginal commission

is higher. Sykes (1993) disagrees with Levmorasoaing that commissions are uniform
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because it helps in the matching of sellers anlldrgy in that there is then no incentive for a
broker to exaggerate sales prospects.

As for efficiency, Miceli (1992) and Crocket (1®8argue that uniform commission
rates will lead to inefficient non-price competitioYavas (1996) concludes that a net listing,
as compared to a flat fee or percentage commissiarimizes both broker profit and
buyer/seller surplus. Miceli (1991) reveals thainenission split arrangements maximize the
joint profit, but not joint effort, of brokers. uher literature, outside the scope of this aaficl
discusses brokers’ effect on price and time omtheket!®

As for equitability, Rutherford, Springer, and Ya\2005) have shown that the
percentage commission structure creates an ageoblem, where the agent spends too little
effort. This is in keeping with most past thearatimodels that have argued that, while the
percentage commission structure aligns agent diest sgerests, an agent will still not
expend the efficient level of effort on behalf eflers. (But see Williams (1998), who
develops a model in which the percentage commissioigtures does not create agency
problems.)

When looking at the above issues, the prior rebelaas predominantly focused on the
search by brokers for buyers, which we referrealstthe matching stage. The brokerage
function of assisting in negotiating, which we reffie as the bargaining state, is typically only
mentioned in passing. This may be due to the figsticfact that in the past both brokers
involved in a transaction were theoretically negfirtig on behalf of the seller. The advent of
buyer brokerage, however, has changed the analfyie bargaining stage. Now, at least
theoretically, there is negotiation between thingsbroker on behalf of the seller and the

buyer broker on behalf of the buyer. Curran anr&g (2000) looked at the effect of buyer
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brokerage, showing that buyer brokerage lowers isigearch cost and improves buyers’
negotiating position in the case of high end proper However, Yavas and Colwell (1999)
point out the obvious problem that when buyer brelege paid a percentage of sales price,
their interests are not aligned with those of thedn.

Very little has been written in the academic litara proposing alternative broker
compensation structures. Miceli (1991) brieflyadissed an alternative arrangement with the
goal of maximizing broker search effort, while Istiducing them to take on listings. He
proposed that sellers pay a fixed fee to a brakéist a property on the MLS, and then a
commission to only the broker who locates a buyris is very close to some of the
alternative broker arrangements we are seeing #rkatplace now, a decade and half later.
From the perspective of bargaining function, howetrgs arrangement does not address the
agency problems associated with buyer brokers mngpensated based on the sales price.

Colwell, Trefzger, and Treleven (1993, 1994) présa alternative fee structure
recognizing the advent of buyer brokerage. Inrttesidual share model, total broker
compensation is preset, based on a percentageedsasl value, not sales price. The listing
broker receives a percentage of this compensaimhthe buyer broker receives the
difference between the set compensation and ttieglibroker’s share. This structure helps to
align the interests of the seller with the listimgker and the interests of the buyer with the
buyer broker. Based on this model, as the priceeases, the listing broker’s share of the
compensation increases and the buyer broker’s sleareases, and vice versa. Yavas and
Colwell (1999) examine the incentives and efficies®f the Colwell, Trefzger, and Treleven
(1993) compensation model, including the additibnepative externalities. They expand the

model slightly by proposing that the seller paylieeng broker’s fee and the buyer pay the
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buyer broker’s fee. This compensation modeltisrasting in that it appears to align
incentives correctly. However, it does not sepaaait the matching and bargaining functions
of brokers, which may be appropriate in today si$ectional environment.

Yavas and Colwell (1999) end their article by Hyiesjpeculating that as MLS
information is distributed on the internet, selleray pay a fixed amount to list on the MLS.
The seller may then hire a broker separately tisias#th negotiations. The buyer would
separately hire a buyer broker for property showiagd to assist in negotiation. Now that
property sale information is widely available,sttime to look at this proposed compensation
structure more carefully.

In the next section we revisit the incentives adatnder the traditional compensation
model and speculate as to how these incentivescini@ansactional efficiency and
competition. Our analysis differs from previousriwin several ways. First, we explicitly
separate out and model both the matching and langaiunctions of a broker; second, we
examine the impact of split commissions on brokarsh for both buyers and listings; third,
we allow buyers to be represented by buyer agentslarive compensation structures for
both buyer’s and seller’s agents that reflects tb@nflicting incentives; and finally, we
examine the relationship between compensationtanesand recently alleged anti-

competitive behavior in the brokerage industry.

3. TheTraditional Compensation M odel
Elsewhere we have argued that a real estate titzmsaan be divided into two distinct
stages: the matching stage, during which buyerssaters search for suitable trading

partners, and the bargaining stage, during whielstte price and other terms are negotiated
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(Miceli, Pancak, and Sirmans, 2000). Traditiongtisokers have played a crucial role in both
stages, but these roles are quite different anehpiatly incompatible in the following sense.
During the matching stage, cooperation among beoikethe form of shared information is
important for achieving the best possible matchet®/éen buyers and sellers. Once a match
is made, however, the buyer and seller (and thiekdrs) enter a bargaining phase that puts
them in direct conflict, primarily with regard thd determination of the sale price. Thus, a
climate of cooperation gives way to one of confligfe believe that this tension between
cooperation and conflict is a primary source ofgha&blems with the brokerage industry as it
is currently structured.

In the next two sub-sections, we examine the magcand bargaining stages from the
perspective of broker compensatignin the matching stage we examine the incentifeces
of split commissions in MLS sales regarding thedeafforts of brokers. Then, in the
bargaining stage, we derive the optimal fee streckor both buyer and seller agents, and
compare them to the current practice of calculatireggross commission as a percentage of
the sale price and splitting it between the buyand seller’s brokers. We will conclude that
in both stages, the current split commission coregion structure is inadequate regarding
broker incentives.
3.1. The Matching Stage
As noted, the function of real estate brokers dutire matching stage is to search for buyers
on behalf of home sellefé. The probability of a successful match during #iage is
presumably an increasing function of the numbegyadéntial buyers who see a property.
Thus, sellers achieve the maximum probability aicess when brokers share their

information widely through the MLS, for then seflegain access to the entire stock of buyers
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by contacting any single broker. In this way, phespect for success of sellers is independent
of the actual structure of the brokerage indudtrg umber and scale of firms), which is
determined by the technology of search, as destbkew.

If brokers do not share listing information witther brokers, access to buyers may be
limited. A broker may perceive that withholdingisting from the MLS may increase his or
her chance of attracting a buyer and keeping tliseestommission. This is a consequence of
the standard fee arrangement in co-brokered (MaEsswhereby the listing broker splits his
or her commission with a buyer broker. Therefareile sharing brokerage information
through the MLS is efficient, the split-commissicompensation model may create a
structure that impedes full sharing of informatiorpractice. We will argue that withholding
listing information from other brokers is unproduetin that it limits a seller’s potential
trading partners and thus decreases the likelilobaah efficient match. The allocative
efficiency of the brokerage industry can be imprbtasg ensuring that information about
property for sale reaches as many potential bilgemossible.

In addition to searching for buyers, brokers alsarch (compete) for listings. This
again is a consequence of the compensation motaihwentitles the broker first contacted
by a seller (the listing broker) to a share of¢bhenmission from any sale involving that
listing, including those in which another brokecates the buyer. We will argue however,
that unlike an unimpeded search for buyers, coripetior listings is unproductive in that it
does not increase the likelihood of a sale, buy affects the distribution of gains. The
allocative efficiency of the brokerage industry garentially be improved by discouraging
such wasteful competition for listings.

To illustrate the foregoing points, consider tbkoiwing model. Let
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m = number of brokers;

n; = number of buyers located by broker

c(n) = cost of search per broket>0;

A = gross commission from a sale;

o = share of the commission paid to the buyer’s brakan MLS sale, €0<1;

1-a = share of the commission received by the listiraker in an MLS sale;

qi(s) = probability that broker attracts a given listinf!

s = brokeri’s expenditure on competition for listings, wheye>0, g "<0.
Under the traditional split commission arrangembrikeri can receive revenue from three
sources (Yinger, 1981). First, he can attracstinlj and match it with one of his own buyers.

In this case, he earns the entire commissdonThe expected income from this source is

q (”NJA (1)

whereN= ZTnj is the total number of buyers. ThugN is the probability that a match is

made with one ofs buyers. Second, brokecan attract a listing and match it with another
broker’s buyer, in which case, he earns a fractianof the commission. The expected

income from this source is

qi(N;l”i j(l—a)A, 2)

where N-n)/N is the probability of a match with another brokdsisyer. Finally, broker
can locate a buyer for another broker’s listingwimch case he earns a fractioof the

commission. The expected income from this sowgce i

(1, )[%jaA . (3)
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Finally, letp(N) be the probability that a seller finds a matchhwvaibe of theN listings during
the matching stage, whep&0. Brokeri’s overall expected income is therefore the sum of

(1), (2) and (3), weighted ly(N), or

p(N)A{qi {%{N @”ﬁ j(l—a)}(l—qi)%a},

which, after simplifying, becomes

p(N)A{qi (1-a) +%a} . (@)

The objective of brokaris to choose; ands to maximize expected income net of

search costs:
p(N)A[qi 1l-a) +%a} -c(n) —s. (5)

We assume that the brokerage industry is suffilji@ampetitive that in maximizing (5),
brokeri takesA, a, N, and the behavior of other brokers as given. résalting first-order

conditions fom; ands, respectively, are
a 1
p(N)AN =c'(m) (6)

P(N)AQ ‘(1) = 1. (7)
Brokers therefore search for buyers, and competistings, to the point where the marginal
expected income equals the marginal cost. Notextlsacrucial in determining the amount
that brokers invest in the two activities. Spexifiy, asa, the share of the commission paid
to the buyer’s broker, increases, brokers invdatively more in search for buyers and less in

competition for listings. This observation leadstie following result:
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Proposition: It is in the collective interests of brokers, amgbaallocatively efficient, to
eliminate competition among brokers for listingsdeytinge=1. That is, the broker who

actually locates a buyer receives the entire cosions

Proof: To prove that eliminating competition for listegs in the collective interests of

brokers, sum the expected profits in (5) acrossriiheokers. Sincez q; =1 for any
j

equilibrium vector of broker search levels, aE:Inj =N by definition, the term in square
i

brackets reduces to one. Thus, given identicdddysy aggregate profits are

p(mn)A —rfc(n) + w(s], (8)
whereN=mn. Sinceq drops out of the expected income term, competiotistings is
purely dissipative. Brokers would therefore cdilaly benefit by setting=1 in (6) and (7),
or by awarding the full commission to the brokerowimds a buyer. To prove allocative
efficiency, setz=1 in (6), and note that free entry of brokers iegpthat profits in (5) are

Zero, or
p(N)A% — ¢(n) =0. ©)

Combining this with (6) implies that
c'(n) = c(n)/n (20)
or that average search costs per broker are miedfitzThus, the brokerage industry is

efficiently organized. O

The preceding analysis has shown that split cosioms in MLS transactions have

the undesirable effect of channeling brokers’ éffanto wasteful competition for listings
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since, while “ownership” of a listing is privatelaluable, it is socially unproductive. An
implication is that broker hoarding of listing imfoation in hopes of receiving the entire
commission is unproductive.

We note several qualifications to the precedingcusion. First, many have argued
that split commissions are necessary for brokebetwilling to share their listings with other
brokers. Thus, elimination of splits might undemminformation sharing in the matching
stage. While this may be true in a world whereeasdo the MLS is exclusively controlled by
participating brokers, our proposal involves eliating ownership of the MLS by brokers and
granting free access to sellers (possibly for adifee to cover maintenance costs). No one
broker would own a listing, but instead all papgting brokers would search for a buyer
under a winner-take-all fee structure.

Second, it could be argued that such an arrangecoeid lead to a different sort of
inefficiency—namely, a wasteful race among brokerise first to locate a buyét. This did
not happen in the current model because we asstiratethe industry was large enough that
individual brokers toolN (and henc@(N)) as given. However, if the number of brokers is
small enough that they perceive their effecp@d), such a race could emerge.

Third, the model is based on the premise that keagdor buyers is the only
productive activity of brokers. This reflects fidea that the demand for brokerage services is
derived from sellers, so there is no need for ioke “search” for them. This is especially
relevant as the technology of search permits madenaore sellers to search on their own,
thus reducing the need for brokers in the matchktage.

Finally, nothing in the current analysis requirbd tompensation of brokers to be

based on a percentage of the sale price. A baigmeeds an incentive to bring together
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suitable trading partners, not necessarily to olttae highest price for the seller or the lowest
price for the buyer. As such, at the matchingestéige broker acts more as a middleman than
as a representative. In some states, licenaimg Will need to be rethought to allow this

type of involvement.

3.2. The Bargaining Stage

Once a buyer is found, the matching stage endshenbargaining stage begins. It is here that
the actual sale price is determirfédin traditional brokerage, the two stages aredihky the
commission, which to this point we have treated asnstantA. In fact, the commission is
traditionally specified as a percentage of the pal=, orA=¢P, wheres is the commission
rate, 0s<1, andP is the negotiated pricd. A common justification for the use of a
percentage commission is that it gives brokersaeritive to work hard on behalf of sellers

to obtain the highest price possible (see, e.gn dad Larsen, 1986). The problem, however,
is that this creates perverse incentives for bokarking on behalf of buyers.

Historically, buyer brokers were viewed by the lasvagents of the seller, but as
discussed above, this has changed significantlgdant years due to the misperception that it
often created for buyers—namely, that the buyerskér was acting on the buyer’s behalf.
The use of a percentage commission as the forraropensation for brokers contributed to
this conflict because, although buyer brokers tgibyovork very closely with buyers during
the matching stage, once the bargaining stage fethigir interests become aligned with the
seller through the percentage commission sincglzehisale price increases their
compensation. Thus, regardless of what the law, sapercentage commission is
fundamentally inconsistent with good advocacy feydrs during the bargaining stage in co-

brokered sales.
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In view of this conflict, we derive the charactéds of an efficient compensation
scheme for both buyer and seller brokers (agentsiglthe bargaining stage. In doing so, we
assume that each party hires their own agent adftire can structure the compensation
scheme independently so as to achieve the propentives’

First, we defind’(e;,&,) to be the negotiated sale price, wheyis the effort of the
seller's agent, and, is the effort of the buyer’s agent (both specifiedollar terms). Thus,
P,;>0 andP,<0 (where subscripts denote partial derivativéégxt, we specify the following
linear compensation schemes for the seller’s agaththe buyer’s agent, respectively:

fs= p+ 9P (11)

fo= &+ ¢P. (12)
The problem for the seller is to chogisandy to maximizeP—fs, while the problem for the
buyer is to choosé ande to minimizeP+fy, in both cases subject to the incentive
compatibility and participation constraints of @igents. Incentive compatibility requires that
the seller’'s agent choosgto maximizefs—es, and the buyer’'s agent choaggo maximize
fo—ep. It immediately follows that to align the incerds of the parties perfectly, we must
havey=1 ande=- 1, with # ando being constants (i.e., independenPdf To verify this, note
that wheny=1 ande=- 1, the agents choosgande,, respectively, to solve

PL-1=0 (13)

—P,-1=0, (14)
which define the first-best levels of effort. Tbtimal values off andJ are then set to
ensure that the agent’s are willing to participatthe contract.

Under this scheme, the seller’s fee takes the f&B, which has the following

implications First, the agent’s return increases dollar-foraolith P, in contrast to a
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percentage commission, which increases at a mogfeskate givew<1. Thus, while the
incentives of a percentage commission are in tite direction for the seller's agent, they are
not very “powerful.” Second, note th@must be negative; in effect, the optimal fee has th
form of a net listing, where the agent “guaranteeefiked price to the sellef, and then keeps
the difference between this price and the actualmace. (Essentially, the agent “buys” the
house up front.) While net listings are appareifliggal for brokers, our results suggest that
sellers should be allowed to negotiate them wigirthgents in the bargaining stage. (A
possible reason that they may not choose to devem if allowed, is that net listings allocate
all of the risk associated with price uncertaimtythie agent, which would only be optimal if
agents are risk neutraf)

Now consider the optimal fee for the buyer’s agaitich takes the formi—P. In this
case, the agent again effectively guarantees a,priand is then paid the difference between
this price and the actual price. Thus, in contt@she seller's agent’s compensation, the
buyer's agent’s compensation increases dollar-tdiadas the negotiated pritails.?’

Note that the total compensation for two agentgven byfs+f,=4+4, where, recall,
£<0. Thus, in order for this amount to be positive, must havé>- . Presumably, the
market will ensure that this is the c&&eAs an example, lei=$102,500, A=$97,500, and
suppose the house sells for $100,500. Then ther'sedgent’s compensation is
$100,500-$97,500=%$3,000, while the buyer's agertfapensation is
$102,500-$100,500=$2,080.

An important drawback of this scheme is that, altffothe gross commission is
positive by construction, there is no guaranteetti®@actual commission for both agents will

be positive. In the above example, if the salegpexceeds $102,500, the buyer’s agent
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actually has tpaythe buyer something, whereas if the sale pri¢esis than $97,500, the
seller's agent has to pay the seller somethings iBlprobably the greatest obstacle to the
proposed scheme. The traditional percentage cosionisioes not have this problem because
the gross commission is computed based on thelaatigaprice, and is then divided
according to some pre-set formula, thereby enswripgsitive payment to both agents.

In conclusion, we note that the analysis in thidiea has not necessarily been
intended as a proposal for an alternative compimsatructure, especially given the
problems just noted. Rather, our primary intens weaillustrate the extent to which the

existing structure deviates from the optimum, eglgaegarding the interests of buyers.

4. Compensation and Anti-Competitive Behavior
The GAO has alleged that traditional brokers asestant to nontraditional brokerage
practices? In fact, behavior and policies aimed at maintajrtraditional practices have
prompted allegations of anti-competition from thECFand DOJ. In this section we suggest
that some of the alleged anti-competitive behaw#r be traced to the current compensation
model

Under the current compensation structure, we shdhatdwhile ownership of a
listing may be privately valuable for brokers, ieates an economically inefficient
competition among brokers for listings. Thereusrently no socially productive reason for
brokers to be given the right to compensationfosholding a listing. In the past, giving
brokers a property right in listings may have beeoessary to encourage them to seek and
then share listing information with other brokeksowever, given today’s technology, listing

information can be readily shared and accessedamntial online database. Further, listing
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broker control of listing information interferestwisocially productive search for buyers.
These conclusions have several implications reggradompetition policy.

First, the NAR has established a policy that alltanakers to restrict the display of
their listing information on other broker websifésAt the matching stage, however, it is in
the best interest of a seller to have the listiraker advertise the property as widely as
possible, casting a broad net for potential buyémsan effort to maximize his or her own
income, however, a listing broker may be hesitardhare listing information, trying instead
to represent both the seller and the buyer in dngestransactiotf.

Second, the NAR has established a policy thaticestirokers who display MLS
information online from referring buyers to otheokers for a fee. It would appear that such
referrals would be valuable, but if not, brokersén¢ghe option of not entering into referral
arrangements. What is the rationale for discomgathis practice if the internet is involved?
Traditional brokerage firms are concerned that estdte internet sites will be more
successful than local real estate companies ireggtjing real estate listing data and thus
attracting buyer&® The internet sites (assuming they are licensad) & fee by referring
buyers to local brokers in return for a share ef¢tbhmmission from any sale. Again, in an
attempt to maximize their income, listing brokers hesitant to share listing information in
this way.

Third, various states have enacted laws that cetrokers from offering rebates and
other incentives to consumers. As a result, bbyekers are not allowed to refund a portion
of their fee to buyers. Why would the brokeraggustry want to disallow this practice?
Again, the answer can be found in the current corsaigon model. Listing brokers do not

want competition from real estate internet sitebwyer brokers who will use a share of the
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listing commission to encourage buyers to enter iatationships with them at the expense of
the listing broker.  Further, traditional listibgokers do not want competition from discount
listing brokers using a rebate scheme to loweeselbmmission rates.

Finally, our recognition that brokerage can bedfd into the matching and
bargaining stage supports the idea that brokensldloe able to offer different services for
different fees to consumers. In fact, we have shthat the optimal compensation schemes
in the matching and bargaining stages are sepatabkleby allowing division of services in
these stages. Dividing up brokerage compensatioseirvices rendered, however, may not
be the most profitable compensation structure fokdrs, which may explain why so many
states have enacted or are contemplating enaetiveyrequiring brokers to provide a
minimum level of services to consumers. A compgosanodel that allows the parties to

freely contract for desired services is needed.

5. Summary of Proposals
The current residential real estate brokerage cosgimn model is obsolete in that it is no
longer in the best economic interests of buyerssatidrs. Market forces pushing for more
efficient compensation alternatives have been haadpaey brokerage industry efforts to
artificially maintain the status quo by pursuingigas anti-competitive policies and laws.
Our results suggest several changes that we nownatize.
* Recognize that brokers provide two distinct funesi®o consumers: matching and
bargaining.
* At the matching stage, eliminate wasteful compatifor listings and distorted
listing broker incentives to control the pool ofyleus by granting the sole claim to

matching compensation to the broker who finds dyeand willing buyer. In
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effect, this involves eliminating property rights or ownership of, listings by
brokers.

» Allow access to the MLS, or other centralized propdatabase, by all sellers
without obligating them to enter into an agencwtiehship with a broker.
Instead, sellers may be charged a fixed fee ta émeMLS, and compensation
would then be awarded exclusively to the broker atinally locates a buyer,
while no compensation would be due if the selleates a buyer on his or her
own.

* At the bargaining stage, allow buyers and selletsire their own agents, and
according to compensation schemes that are nossatly computed as a
percentage of the sale price (including net li)ng

» Recognize that current alleged industry anti-coitigetbehavior may be an
attempt to prop up a compensation scheme thatewbisibly in the best interests

of industry participants, is socially unproductive.
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Notes

1. United States Government Accountability Off{2e05), 9-10.

2. Sharing of listing information between brokkistorically began to occur at the turn of
the twentieth century, as brokers were encouraggtigrs to enter into exclusive rather
than open listing contracts. It was not until #870’s however, that exclusive listing
became prevalent and most brokerage firms shafedriation and agreed to split
commissions with cooperating brokers through a iplelfisting system. See Edward L.
Slumber, Attorney Explains MLS — Realtor Multiplésting Service is Discussed —
Industry Overview” Real Estate WeekApril 9, 2003).

3. Information on services provided is outlinedhe National Association of
REALTORS®, Inc. online article entitled “Why UseREALTOR?®”. As part of what
we refer to as the matching effort, a listing brnoka! typically provide the following
services for a seller: provide information on ner&onditions that would effect pricing
the property, list the property on an MLS, holdkeoand public open houses, place hard
copy and internet advertisements, and prescreea@umpany buyers seeing the
property (unless there is a buyer broker, who walksh do this). On the bargaining side,
a listing broker would assist a seller in evalugiotential offers and negotiating an
agreement, as well as seeing the agreement thtougbsing of title.

On the buyer’s side, a buyer broker will assighiatching a buyer with a property by
helping the buyer determine what they can affoedyshing for property for sale,
providing information about properties for salegd @mowing properties. On the

bargaining side, a buyer broker assists a buyeraking an offer, negotiating an
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agreement, advising as to reports and inspectinriseproperty that should be obtained,
and explaining financing options, and seeing thadaction through to closing.

http://www.realtor.com/Basics/AllAbout/Realtors/Whsp?poe=realtqraccessed

02/03/06.

4. See Blanche Evans, “DOJ Doesn’'t Have a Cage I8aS Attorney”,Realty News
(March 14, 2006).

5. Federal Trade Commission (1983), 69.

6. See Pancak, Miceli, and Sirmans (1997).

7. We recognize that, in theory, the buyer ultehapays the buyer broker fee in the form a
higher selling price. We also note that some bbyekerage agreements now provide
that the buyer most pay a fee if the broker carseotire a commission split from the
listing broker.

8. The U.S. Government Accountability Office redhat non-traditional approaches to
account for only a small share of the brokerageketarUnited States Government
Accountability Office (2005), 5.

9. Hagerty, James R. “Foxtons Redefines Its@ist Approach: New Chief Executive
Raises Sales Commission to 3%, Boosts ServiceStiftd” Wall Street Journal. October

27,2004, p. B. 4.

10. Insight Realty website: http://www.insight-tgacom . MLS Lion website:

http://www.mlslion.com

11. Johansen, Erin. “Help-U-Sell Gains Converfdénver Business Journapril 30, 2004.
Also see Help-U-Sell website at

http://www2.helpusell.com/RealtyConsultantsCT/SsliBaveMoney.aspx
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12. United States Government Accountability Offj2e05), 13-14.

13.United States of America v. National AssociatioRe#ltors complaint filed September
8, 2005 in the United States District Court for Nerthern District of lllinois Eastern
Division. See Department of Justice website f@eddings at

http://www.usdoj.gov/atr/cases/nar.htm

14. DOJ antitrust comments can be found at

http://www.usdoj.gov/atr/public/comments/commenis.h FTC antitrust comments can

be found at http://www.ftc.gov/opp/workshops/congtestate/index.htm

15. This practice was found to be in violationlod Sherman Act in 1950 1n.S. v. National
Association of Real Estate Boards, et aB9 U.S. 485 (1950).

16. For more on these topics, and an excellentvaxgrof the brokerage literature in general,
see Benjamin, Jud and Sirmans (2000).

17. Yavas (1992) also considers these stages wdalrthat focuses on the search of buyers
and sellers.

18. See Yinger (1981) for a formal search modéddroker behavior.

19. See Bartlett (1981), Frew (1987), and Micetiql).

20. This can also be interpreted as the total numibléstings attracted by broker

21. This conclusion is in consistent with CrocKk&882) and Miceli (1992), who show that
when brokers engage in non-price competition, tteyot minimize average costs.

22. See, for example, Mortensen (1982) and Lue8R4)L

23. Yavas, Miceli, and Sirmans (2001) conduct greeixnental analysis of the impact of

brokers on the outcome of bargaining between buymissellers.
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24. As noted above, since the matching and bargastages are sequential in time,
backwards induction requires that brokers in théchiag stage rationally anticipate the
outcome of the bargaining stage when choosing iegirch strategies. Thus, the model in
the previous section implicitly assumed thavas independent of broker search, which
may not be realistic in the case of a percentagenssion.

25. Many of the results in this section have alydaeken established, or anticipated, in
previous literature. See Anglin (1994), Yavas @9@nd Colwell, Trefzger, and
Treleven (1993, 1994).

26. For other arguments against net listings, segiA (1994) and Yavas (1996).

27. This scheme resembles that proposed by ColWwelfzger, and Treleven (1993, 1994),
but differs in that compensation falls dollar-fasHer with the sale price. In contrast, in
their scheme, compensation falls in proportion/& wherec is the commission rate.

28. For example, the market might dictate thaigttess compensation will be 5%-6% of the
market value of the house, in which cgsandé will be functions of the market value.

29. The values f ando could be tied to the assessed value of the pngpéras follows.
(Our approach follows Colwell, Trefzger, and Tralay1993, 1994.) Lat=$100,000,
and suppose the gross commission is set at 5%sofdtue, or $5,000. Then, assuming
an equal division of this “provisional commissiomg have
6=($100,000)(1+.025)=$102,500, ang={$100,000)(1-.025)=$97,500. The actual
commission, of course, may not be divided equakhyil/lustrated by the example in the
text.

30. United States Government Accountability Off{2605).
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31. Under the NAR Virtual Office Website (VOW) ahdernet Listing Display (ILD)
policies, allows brokers to “opt out” of displayipgoperty listed with them on a
competitor’s website, claiming an ownership rightistings. See NAR press release,
“Justice Sues Over Wrong Policy” September 9, 28105

http://www.realtor.org/PublicAffairsWeb.nsf/pages/suedoverwrongpolicy

32. Resultant dual agency and designated agenaydwag agency conflicts, not directly
related to this study.

33. Cendant Real Estate Services Division (2003).
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