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INTRODUCTTON

THE REAL ESTATE BROKERAGE INVESTIGATION AND REPORT

The Los Angeles Regional Office of the Federal Trade Cammission, working in
conjunction with the Seattle Regional Office and the FIC's.Bureau of Econamics,
conducted a nationwide investigation of the residential real estate brokerage
industry fram 1978 through 1981Y/. This investigation was coordinated with the
FIC's Bureaus of Competition and Consumer Protection and was conducted throughout
under their general sponsorship._z/ This Report reflects the results of that
investigation. Its purpose is to explain how competition works in this industry
and how the consumer is served in the real estate brokerage process.

The investigation into the real estate brokerage industry was initiated in
response to the following facts:

° The FTC had received complaints from sources within the
brokerage industry clai.mhtzmt_l\arassnent and boycotting of
brokers who charge lower "customary®™ cammission rates or
who offer services that differed fram those which were
"prevalent."”

®  Other brokers had criticized to the FIC various practices of
such institutions in the industry as local multiple listing
services (which are real estate brokerage exchanges), trade
associations, or state real estate regulatory agencies.

°  Complaints to the FIC as well as public statements of
consumers and consumer groups called the attention of the FIC
staff to public concern over the high degree of uniformity
perceived in commission rates in any given local market and
over a perception that consumers were kept ignorant of "key
facts” felt to be necessary for informed decisions in choosing
a broker or in selling or buying a home.

®  Antitrust suits, articles, and studies in legal publications
and the econamic literature all contained allegations
suggesting problems in the competitive process in this
industry.

Several decisions were made as to the scope to be given to the
investigation. We determined initially that we would focus on brokerage
Plactices relating to residential sales as opposed to practices that might be
associated with commercial real estate sales, sales of raw land, investment

ling, property management, or any of the other professional activities

File Nos. 762 3052, Unnamed Real Estate Brokers and Others,
and DC P184-010, Real Estate Brokerage Industry.

2

Y Responsibility for this Project was transferred by the
Bureaus of Competition and Consumer Protection to the Los
Angeles Regional Office on February 17, 1978. See "FTC Los
Angeles Regional Office to Coordinate Real Estate Brokers
Investigation,” FTC news release (March 3l, 1978).



frequently engaged in by real estate brokers.> We also focused the
investigation on structures and patterns of practices that seem widespread, as
opposed to studying individual, anecdotal problems. We identified five areas for
principal emphasis: (1) the nature and role of the industry's trade
associations; (2) the nature and role of state law and the state agencies that
regulate the brokerage business; (3) the structure and operations of multiple
listing service brokerage exchanges (MLSs); (4) the problems faced by
"alternative brokers" — those brokers who offer commission rates or services
which differ significantly fram the norm of those available in their local
market; and (5) the nature of the broker/consumer relationship, including issues
of potential conflicts of interest between broker and client and the adequacy of
the protection given to the interests of both buyers and sellers.

A description of the methodology of the investigation is set out as Appendix
A to this Report.

The Investigational Staff Report

The investigation conducted by the Los Angeles Regional Office supports the
widespread belief that the industry is characterized at the local level by
structures and practices which are common to essentially all of the nation's
geographic brokerage markets. The Report summarizes the findings of the
investigation and is focused on the five principal areas of study listed above.
In addition, we attempt to analyze the effects both of how real estate firms do
business with each other and the prior history of industry efforts to stabilize
fees and commission rates.

In the oourse of analyzing industry structures and practices, it became
apparent that individual competitors in this industry depend on one another to an
extraordinary degree in order to sell homes efficiently. The real estate
brokerage industry in any given market operates largely as a single
interdependent system for selling homes. The consequences of that high level of
interdependence are a predominant theme of the Report. We believe that this
interdependence tends to generate, reinforce, and exacerbate two broad
performance problems as side effects to the benefits which cooperation confers on
consumers. A lack of price competition is, of course, unusual in a market with
numerous firms, low barriers to entry, few start-up costs, only very limited
government regulation of the terms of dealing, and wide variations in both the
prices of the numerous unique properties brokered and in the selling abilities of
individual salespersons. Interdependence in this industry may, however,
encourage a lack of price competition. When coupled to a system under which most
brokers and salespersons are not on salary but instead depend upon their own
commission earnings, it may lead to the low level of productivity (low dollar
sales output per hour worked) which has been attributed to this industry by many
observers. It may also provide the mechanism for a widespread, even if informal,
withholding of ocooperation from "mavericks" who bid for market share in "unusual”
ways, in an industry where a high level of cooperation usually is necessary to do
business effectively.

The ocooperative nmature of the industry also appears to result in less than
optimal information about the brokerage process being given to consumers.

We have divided our Report into the following four chapters:

Chapter I: Summary, briefly outlines the three succeeding chapters and is

3/ The National Association of Realtors had determined that
"85% of NAR members are in residential real jestate.™ ( NAR
1978 Annual Report at 2. ]
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intended to provide an "executive overview" for readers amd a short statement of
conclusions for those who do not choose to read the entire Report.

Chapter II: Real Estate Brokerage: An Analytical Framework, provides the
reader with the concepts needed to analyze the brokerage industry. This chapter
describes the functions of a broker in general terms, notes the unique aspects of
real estate brokerage and its unique problems, and outlines the nature of the
interdependent relationship among brokers.

Chapter III: Industry Performance, is a descriptive chapter that presents
empirical information on the performance of the industry, first in terms of
prices, ocosts, and resource utilization, and then in terms of the information and
services which brokers provide to consumers.

Chapter IV: Analysis of Industry Structures and Practices, builds on the
two precedingchapters and examines how the basic industry structures and
practices lead to certain widespread dysfunctions in industry performance. The
chapter examines in turn the roles of: trade associations, state regulatory laws
and agencies, multiple listing services, "standard" brokerage firms,
"alternative" brokers, broker/consumer relationships, and the lingering effects
of a prior history of price fixing and fee stabilization.

A Conclusion briefly ends the body of the Report. The Report is followed by
several Appendices discussing the methodology of the investigation and exploring
particular factual topics in more substantial depth.




GLOSSARY COF TERMS

Alternative broker: A broker who advertises or otherwise publicly offers
comission rates (fees) or services significantly different fram the prevailing
rates or services in the community. To be significantly different for purposes of
this report, a rate must be two percentage points below the prevailing rate. The
terms "discount broker" and "flat-fee broker" refer to types of alternative
brokers.

Board of Realtors (often "Board"): The local affiliate of the National
Association of Realtors; a local trade organization composed of Realtors and
Realtor-Associates. Each Board is assigned a geographical region by the NAR.

Broker: A licensed real estate practitioner; the more senior of the two
categories of real estate licensees (the other is “salesperson").

A broker is empowered by the state to handle real estate transactions. In this
report, "broker" is used generically to refer to all licensees.

California Association of Realtors (CAR): The largest of the S50 State
Associations of Realtors, the CAR pre-dates the National Association. With
approximately 140,000 members, the CAR membership is about one-fifth of the NAR
total.

CAR: California Association of Realtors. (See separate definition.)
Camission: The fee paid for a broker's services.
Commission rate: The method or formula for determining a broker's fees.

Traditionally, brokerage rates have often been expressed as a percentage of the
selling price of the home, e.g., 6 percent.

Camnission gplit: The fee paid to each broker in a transaction where two brokers
cooperate on a sale, and thus split the commission; can refer both to the split
rate (e.g., 50/50, half to each broker) or to the split: amount, expressed as a
‘dollar amount or as a percentage of the selling price to the ) the cooperating broker.

%tatir_\g broker: The broker who works with the buyer in the purchase of a haome
1s by another broker; synonymous with "selling broker."” The NAR and its
affiliates consider this broker a "subagent"™ of the seller and thus working for
the seller, rather than a an agent working independently for the buyer.

Exclusive agency: One of the three principal types of residential real estate
listing ocontracts (others are "exclusive right-to-sell™ and "open" listings). The
broker receives a commission if any licensee sells the haome within the stated
listing period, but does mot receive a commission if the seller sells the home.

Exclusive right-to-sell: By far the most common of the three principal types of
residential real estate listing contracts (others are “exclusive-agency" and
"open" listings). The broker receives a commission if the home is sold during the
listing period, regardless of who sold the home.

Licensee: A person authorized by the state to practice real estate brokerage.
(See "broker" and "salesperson.")

Listing: (1) a home for which a broker has a contract of brokerage with the



seller giving the broker certain rights regarding the sale of the home; (2) a home
as in (1), information as to which is on or is to be placed on a multiple listing
service; (3) the brokerage contract between the seller and the listing broker
regarding the sale of a home.

Listing agreement: The oontractual relationship between a home seller and a
broker (the "listing broker") whereby the seller gives the broker certain rights
regarding the sale of the home in exchange for the broker's promised efforts at
selling the hame. There are three principal types: (1) exclusive right-to-sell;
(2) exclusive agency; and (3) open. (See separate definitions.)

Listing Broker: The broker who has a listing agreement with the seller.

MLS: Miltiple listing service. (See separate definition.)

Multiple listing service (MLS): A system for sharing information about homes for
sale among real estate brokers; often characterized by printed books or sheets of
listings.

NAR: National Association of Realtors. (See separate definition.)
NAREB: National Association of Real Estate Brokers. (See separate definition.)

NARESA: National Association of Real Estate Service Agencies. (See separate
definition.)

National Association of Real Estate Brokers (NAREB): (Distinguish from "NAREB,"
used by the National Association of Real Estate Boards (now NAR) prior to 1972.)
The trade association of minority real estate brokers. A member is known as a
"Realtist."

National Association of Real Estate Service Agencies (NARESA): The
trade association of alternative brokers.

National Association of Realtors (NAR): The principal trade association of real
estate brokers. More than 700,000 members, known as "Realtors” and "Realtor-

Associates,” belong. It is composed of 50 state associations and more than 1,800
local Boards of Realtors.

Open listing: One of the three principal types of residential real estate listing
contracts (others are "exclusive agency" and "exclusive right-to-sell"). A broker
has a nonexclusive right to sell the home which is the subject of the listing and
thus receives a commission; but other brokers or the seller may also sell the home
resulting in no commission to the broker.

Realtor (always capitalized): The trademarked name for a broker-member of the
National Association of Realtors.

Realtor-Associate (always capitalized): The trademarked name for a salesperson-
member of the National Association of Realtors.

Salesperson: A licensed real estate practitioner subordinate to a broker; the
more junior of the two categories of real estate licensees (with "broker"). A
salesperson may handle many aspects of a real estate transaction but certain
aspects of a completed transaction are reserved for brokers only. 'Salespersons
must work for a licensed broker.



Selling broker: The broker who works with the buyer in the purchase of a home
listed by another broker; synonymous with "cooperating broker.” The NAR and its
affiliates consider this broker a subagent of the sellers agent, and thus working
for the seller.

Subagency: A theory of agency law developed for defining the relationship between
cooperating real estate brokers. The seller hires as his/her agent the listing
broker, who is alleged to in turn "hire"™ the cooperating or selling broker; this
second broker is considered a subagent of the seller under this interpretation,
owing to the seller an ill-defined fiduciary obligation of uncertain
enforceability.

Traditional broker: A broker who follows the prevailing modes of brokerage .
practice in his/her cammunity, including the prevailing commission rate and split
practices. (To be distinguished from "alternative broker.")
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CHAPTER I: SUMMARY

This summary presents some basic information for the lay reader and a terse
overview of the rest of the Report. It states general findings and
odnclusions. Readers interested in an exposition of the facts which support
those conclusions should refer to the corresponding sections of the Report and to
the Appendices.

A. Background: The Typical Residential
Real Estate Sales Transaction

For those unfamiliar with housing sales transactions, a brief description
may be a useful aid in following the Report and in understanding certain industry
terms of art:

Most home sellers use the services of a real estate broker when they sell a
home. The broker with whom they contract for service is referred to as the
"listing broker," and is compensated according to the "listing contract" entered
into. A listing contract typically might specify that, if the home is sold
within a given period, the broker will receive 6 (or 7 or some other) percent of
the selling price as a "commission" and as full compensation for achieving the
sale. The listing contract will also specify the price which the seller hopes to
obtain. This is the "asking price” or the "listing price.” The actual "selling
prigg" paid for the house may, of course, be less than the amount initially
asked.

Listing brokers perform a number of tasks designed to facilitate the sale of
a hame. Commonly, one of the most important of these is listing the hame with
the local "multiple listing service" (or "MLS"). This service, generally owned
and operated by a local association of brokers, is an information sharing or
exchange mechanism, the use of which is reserved to its broker members. It is a
means of informing the members, who are potentially "cooperating brokers,” of the
seller's desire to sell. The listing broker will describe the property, the
asking price, any unusual features, outstanding mortgages, and so forth in the
*MLS listing” and also indicate his or her willingness to "split" the commission
with any cooperating broker who finds a suitable buyer, indicating the percent of
the commission which will be given as a split (typically, this may amount to half
of the total commission due on sale of the property).

Buyers often work with brokers to find suitable homes to buy. While a
broker commonly will inform a prospective buyer of the broker's own listings®
first, he or she will then turn to the local MS to find additional listings
which may meet the buyer's needs. If the buyer makes a selection, the buyer
makes an "offer" to purchase the home. This offer typically will be at a price
below that originally asked by the seller. A process of negotiation often
follows with "counter-offers" relating to price and other terms ‘(who will pay for
a termite inspection, for example) changing hands through the intermediation of
the broker.

Once seller and buyer agree to price and terms, the transaction is put in

L74 Figure I-1 has also been provided in the text to help the
lay reader visualize the steps in the basic brokerage tran-=
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Figure I-1

Cooperating
Broker
(Selling
Broker)

Board
of

Realtors

948 of MiSs acre affiliated
with a Board of Mealtocs

Multiple Listing

Service

Listing

Broker

Seller

663 of sales involve

cooperating brokers.

different fimms.

$3% of sales

involve 2

have their homes
listed on the MIS.

92% of sellers
utilizing brokers

This mey

818 of sellers
of single family

dwellings uee

brokers.
vary vith market

conditions.

Useage:

Contract and

Buyers usually have
no contractual
the co-op broker.

relationship with

MLS listing
commission split,
often 50/50, to
campensate the
cooperating broker.

specifies a

right-to-sell
specifying 6-7%
commission rate,

depending on

Cawpensation: Listing contract—
Usually exclusive

geographic market.
State law considers
listing broker to be
seller's agent.

718 of buyers believe
the co-op broker

Subagency—

Traditional

Agency:

represents the buyer.

view is that
cooperating

broker is sub~
agent of listing
beoker and has
fiduciary duties
to act in seller's
best interests.



the form of a "contract™ (the seller usually merely signs his or her name to the
written offer of the buyer to indicate that a contract has been entered into) and
enters a stage referred to in some states as "escrow."” During this phase, an
"escrow agent™ typically will hold the contract and a specified "deposit" needed
to "bind" the buyer during a period while the buyer seeks to obtain "financing”
or funds needed to "close" the deal and buy the house. "Closing" is usually made
contingent on financing being found during a specified number of days and the
seller's then being able to "give a clear title" or sell the property free of
other, outstanding claims. If financing is found, but the buyer backs out for
any reason not provided for in the contract, the deposit typically is forfeited
to the seller.

The listing and cooperating brokers (assuming there are two brokers
involved) will both generally monitor the progress of the buyer in finding
financing during the escrow period, and the cooperating broker often will help
the buyer to obtain such financing in the form of a mortgage from same third
party lender. At the close of escrow, if financing has been found and the other
requirements in the contract met, title to the property is transferred to the
buyer, and the funds, usually including the brokers' cammissions, are distributed
by the escrow agent.

While local laws and customs may vary somewhat, especially those that relate
to the involvement of the escrow agent, the role of a "settlement attorney,” and
a "title search company” (a firm that will examine public records and verify that
the seller is able to pass good legal title), the roles of brokers in searching
for buyers and homes and in negotiating the terms of the transaction are similar
throughout the country.

B. Summary of Chapter II: Residential Real
Estate Brokerage: An Analytical Framework

1. ‘The Brokerage Process: Selling
Information and Service

The essence of the residential real estate brokerage function is the
matching of buyers and sellers in the market for housing. The residential real
estate broker offers services which include providing information about the steps
in the purchase and sale transaction, negotiating the terms.of sale and, most of
all, the provision of information about the market and about what houses are
being offered for sale. Brokers have expertise and information which consumers
generally lack.

Sellers usually need assistance in determining the price at which to
initially offer their homes for sale, in reaching potential buyers with
information about their homes, and in presenting and showing those homes to
potential buyers. Sellers also need assistance in finding the right buyer — the
right buyer being the one who will most value the characteristics of the seller's
hame and will pay the best price.

Buyers also need information to make their search for homes more
efficient. This includes information relating to housing prices and to the
identity of the houses which are for sale. The efficient broker working with a
buyer quickly determines the buyer's taste and price preferences and tries to
match those against the available inventory of properties.
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2. Special Problems Which Can Arise in
Brokering Information about Housing
Which Is for Sale

As an information service, brokerage shares many problems common to other
information industries but it also faces others which are peculiar to real estate
brokerage.

As an example of the first category, brokers face the problem of the
possible "free rider." Brokers may spend money and effort acquiring,
advertising, and disseminating information about a listing. Buyers who receive
that information have commonly paid nothing for it. They might, however, contact
the seller directly who then might sell the property without the broker and avoid
paying a commission to the broker. To avoid this danger, brokers have developed
special listing ocontracts which protect their interests by providing that the
seller will pay the broker a commission whenever specified conditions have been
met. The form of listing contract which gives the most protection to the broker,
and therefore the form most commonly in use throughout the country, is called the
*exclusive right-to-sell.” Under this form of contract, the seller waives any
right to sell the property during the contract period except through the listing
broker. The listing broker is guaranteed a commission £ ardless of whose work
or efforts result in a sale, as long as a sale is made.

A problem of the second category -- one which results from the nature of the
real estate business — involves the difficulty of marketing heterogeneous
products in a market composed mostly of "one-time" buyers through an industry
composed of many small firms. Aspects of this problem are unique, at least in
degree, to real estate brokerage. Every house for sale is a different product.
Similarly, the preferences of each buyer are unique. That buyer who, because of
his or her preferences and financial position, most values the characteristics of
the seller's home will pay the most for that home. Sellers, therefore, in order
to maximize the selling prices of their homes, need to maximize the exposure of
those homes in the market. The more potential buyers a seller can reach with
information relating to his or her home, the more likely he or she will reach
that buyer whose unique preferences will cause him or her to pay the price asked
for the home.

To maximize the exposure of a house and to minimize the search ocosts

3/ Cooperating brokers receive an "open" right to compete
against one another for selling properties listed on a MLS
by listing brokers. An opportunity for "free riding"™ therefore
exists between a listing broker and the cooperating brokers.
The listing broker could ignore the cooperating brokers and
negotiate directly with any prospective buyers the latter
identify. Conflicts also could, and do, arise between two or
more cooperating brokers each claiming to have found the same
prospect. Cooperating brokers do not normally receive "exclu-
sive"” contractual protection from buyers against a fellow
broker's "stealing" prospects. The arbitration system of the
MLS and certain requirements of brokers' codes of ethics have
been designed to lower the costs of settling these disputes.
Ultimately, of course, brokers may have to rely on their abi-
lity to prove a factual case in court to obtain the promised
share of any commissions to which they may be entitled, Ja
remedy which often may be too costly to justify’ its use.

. bed 1Y La 1 .8

— —— s e e e~




involved, both sellers and buyers would be served best if they ocould reach all
potential buyers or receive information relating to all homes for sale, through a
single, convenient source. In order to achieve that goal in the fragmented
brokerage industry, brokers in each market throughout the oountry generally pool
their listing information and engage in cooperative marketing through the local
MLS.

3. The Pricing of Brokerage Services

Critics of the industry have said that commission rates for the sale of
residential real estate are so uniform in most markets that they must not be
determined by competitive forces.

Our investigation indicates that while there is some variation in commission
rates contracted for and paid in 2very local cammunity surveyed, commission rates
in all markets do tend to be roughly uniform from sale to sale. The gross dollar
amount of fees collected on any individual transaction also have generally
increased so much faster in recent years than the rise in both the general cost
of living and in wages for other services as to suggest that the market for real
estate brokerage service does not accord with the customary model of
competitively functioning markets.

Pricing of brokerage services appears, on the surface, to present a
paradox. There are so many firms in the industry and ease of entry is so simple,
that ooordinated price determination would seem to be very difficult. On the
other hand, fee schedules often were successfully utilized by brokers' trade
associations in the past. An apparent lack of much price competition persists
and uniformity in commission rates is the general rule (except in cases such as
the sale of an unusually expensive home or for a contract to sell multiple
properties over time, situations where a flat or maximum fee may be arranged),
whether a local market is characterized by increasing house prices and increasing
demand for houses (and hence less time and effort needed to make a sale and
greater profits per transaction) or decreasing house prices and decreasing demand
for houses (and hence greater difficulty in finding buyers and less profits per
transaction).

In examining the seeming paradox more closely, we find the brokerage
industry presents a number of characteristics which might facilitate either
coordination or collusion.

The real estate brokerage industry faces a market which may be characterized
as one in which modest variations in the prices charged for services among
individual brokers might serve primarily to shift market shares rather than to
substantially expand the market. Even though as much as twenty percent of all
properties currently sold are sold without a broker's assistance, a reduction or
rise in the price of brokerage service by a percentage point or so is not likely
to result in either a dramatic influx or outflow of property owners from the
market for brokers. _

There are very few fixed costs for most firms (salespeople being paid on a
camission basis), and most firms may be able to match each other's cost
structures rather closely.

Finally, given the cooperative nature of the industry, price—cutting is
easily detected.

While these general characteristics may facilitate coordination, they do not
necessarily lead to it. The one aspect of the residential real estate brokerage
industry that may be unique, however, is the degree to which individual firms are
interdependent. We believe that this interdependence may be the key to
understanding the apparent paradox of brokers' failing to compete more vigorously



in the prices charged for services.

Interdependence of brokerage firms and brokers is a function both of their
need to cooperate with each other, usually through a MLS, in marketing houses and
their individual incentives as established by the form of their compensation. Of
homes sold through brokers, about 90 percent are listed on a MLS. Perhaps as
many as 53 percent of all sales involve the services of two brokerage firms, and
66 percent of sales may involve two individual brokers or salespersons. Many
observers believe that most firms, and especially small firms and new entrants,
are dependent upon the MLS and cooperative sales and cannot take any risks that
might lessen the cooperation they will receive.

While brokers might attract many listings by advertising low commission
fees, those brokers might encounter problems in cooperatively selling their
listings. Cooperating brokers usually are compensated by the listing broker's
splitting his or her commission with the cooperating brokers. "Discount" or
"alternative" brokers may offer potential cooperating brokers substantially less
campensation than that provided by "traditional" brokers. For this reason (and
also because a cooperating traditional broker who charges the higher prevailing
comnission rate will be a competitor of the listing discount broker for future
listings) many traditional brokers are alleged to, quite understandably, steer
potential buyers to homes listed by brokers charging the prevailing commission
rate and offering the prevailing split.®/ Steering may make discount brokers
less successful in selling their listings through the MLS. Alternative brokers
charging less than the prevailing commission rate, therefore, may find that while
competition in price facilitates the acquisition of listings, it often hampers
efforts to sell those listings. This, in turn, may make price competition a
potentially unsuccessful competitive strategy, and it is our belief that this is
the most important factor explaining the general uniformity of commission rates
in most local markets.

C. Summary of Chapter III: Industry Performance

This chapter discusses a number of measures of industry performance,
presented first in terms of prices, costs, and resource utilization, and second
in terms of the provision of information and services to consumers. It does not,
however, attempt to explain the causes for the performance characteristics noted.

1. Prices, Oosts, and Resource
Utilization

The evidence available, while not conclusive, tends to support the
hypothesis that prices (defined as commission rates charged to sellers by real
estate brokers) are noncompetitively high in this industry. Studies of brokerage

&/ Brokers buy both "listings" from sellers and service from
other brokers. Reducing the commission rate charged to
sellers reduces both the ability to pay for other brokers'
cooperative services and could lessen those brokers' ability
to successfully compete for primary listings. The tradi-
tional broker may anticipate injury on both counts and take
action to defend against the perceived threat.

e e et
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fees nationwide also indicate that the commission rates contracted for and
ultimately paid generally are highly uniform within any given geographic

market. A survey of consumers conducted for the FIC 1in 1979 indicated that 85
percent of the sellers surveyed alleged they were quoted a commission rate either
of 6 or 7 percent by the broker whom they used, and ultimately 78 percent paid
either 6 or 7 percent. Our study of an extensive sample of forms collected by
the U.S. Department of Housing and Urban Development for its own purposes
indicated that in 11 out of 16 cities surveyed, 80 percent or better of the
cammission rates actually paid were either 6 or 7 percent. In all but one city,
at least 50 percent of the transactions occurred at a single commission rate, and
in most cases this rate was either 6 or 7 percent. 1In light of the significant
variation in pricing and demand for homes in these communities the general
uniformity of commission rates would not be expected in a market in which each
broker is presumably free to bid for business on his or her own terms.

The rate of growth of aggregate commission fees is noteworthy. The dollar
amount of gross commissions increased by an average of at least 615 percent
between 1950 and 1979, a growth rate nearly twice that for all white-collar wages
during the same period, and nearly three times the officially acknowledged
increase in consumer prices (215%).

Because commissions are gross receipts, this obviously does not mean that
individual brokers made $6.15 for every dollar earned thirty years before.
Rather, statistics on licensing trends indicate a tremendous growth in the number
of brokers and salespersons in the industry, and suggest that the average broker
may be handling fewer successful transactions per year. Statistical evidence on
the difference in the number of active real estate brokers and salespersons as
contrasted with total sales of housing units between various periods of time is
incomplete, but what there is suggests that brokerage productivity, measured as
transactions per licensee per year, declined through 1980 as a result in large
part of an influx of new entrants. The aggregate volume of labor services
provided appears to have increased beyond even the growth in aggregate fees. The
prospect of the skillful broker or salesperson's being able to earn high revenues
paradoxically appears to attract more resources into the industry than apparently
are necessary to accomplish efficiently the function of brokerage.

Inefficiently high brokerage commissions may have serious consequences both
for consumers and for the industry.

If brokerage commissions were lower, labor resources might be allocated
better. Consumers arguably might receive somewhat less service, but transaction
costs would also diminish and overall efficiency, therefore, might increase.
Consumers appear to pay more for brokerage service than they might if pricing
were nore vigorously competitive. A reduction of one percent in the prevailing
commission rate natiorwide might have yielded savings to consumers of as much as
$1.3 billion in 1978. Supracompetitive prices may cause a misallocation of
resources to brokerage. These are resources that might otherwise have been
employed gainfully in other more productive activities in the economy as a whole.

2. Consumer Information and Service

Brokers help oconsumers by providing information and services as consumers
search on the one hand for a broker and on the other to find either a buyer or a
home.
Regarding the search for a broker, a sample of sellers and buyers surveyed
for the Federal Trade Commission reported that they were largely unaware of facts
which to the lay observer would appear necessary to deal with brokers in an
informed way. For example, approximately half of all sellers who responded



believed that commission rates are fixed and non-negotiable and that the fixing
is done either by law or by "the Board of Realtors." Similarly, regarding
transactions where two brokers were involved, 74 percent of the sellers and 71
percent of the buyers believed the cooperating broker (the broker working
directly with the buyer) was, in some sense, "representing" the buyer. In fact,
under a theory widely expounded by the National Association of Realtors,

cooperating agents who show properties to buyers generally are viewed by the
industry as representatives and agents of the seller with an enforceable, if

somewhat murky, legal obligation to advance the interests of the seller against
those of the buyer.

There are two aspects of the broker's role in the consumer search for
homes: a market-making function (the gathering and applying of the information
needed to match buyers with sellers), and a representational function (providing
advice, negotiation services, and other efforts to their clients). Brokers
provide many of the market-making functions consumers indicate they desire,
especially knowledge about the market and access to a MLS.

Buyers who do mot understand that the practice of steering (initially
holding back fram a buyer — or not ever disclosing to a buyer — the existence
of listings which offer the broker a low commission rate or a lower aggregate
rate of return) may be common, however, may feel that they have seen a complete
range of offerings when far less has been shown in fact. There are, apparently,
other problems with the brokerage representation function.

As is inherent in any system in which a fiduciary agent is compensated by
commissions based on sales, sellers are themselves represented by brokers with
interests that often are in tension with the legal obligations that they owe to
sellers. Both the ambiguities and the conflicts in the broker's role can lead to
false consumer expectations and to possible abuses of the broker's fiduciary
duties. There is anecdotal evidence that brokers saometimes may succumb to
temptation and act in ways ocontrary to the interests of their clients. Self-
dealing (undisclosed purchasing of undervalued property fram a client through the
use of a third party) and "vest-pocket listing" (undisclosed withholding of a
house fram listing an a MLS because the broker believes it to be undervalued and ‘
that he or she can obtain a sale without a cooperating broker's help) are, as
industry spokesmen frequently acknowledge, occasional problems in the industry. ,

D. Summary of Chapter IV: Analysis of
Industry Structure and Practices '

. This chapter describes and analyzes the structure of the brokerage
industry. .Perfgmance characteristics outlined in Chapter III, including a
general.umfonn%ty of caommission rates from brokerage firm to firm and across
properties of widely vax;ying price and saleability, are not the result of
unfette:.'ed price competition. Rather, they appear to be caused to a major extent
by the mterdependenoe_of the local industry members. This interdependence
result§ from the solutions the industry has used to overcome certain problems of
marketing hetrqgeneogs properties through a fragmented brokerage industry. These
}ndustry §olut1ons, including the institutional structures and many of the
é?gti:gti:ry-mpcf)sed restrictions and rules of conduct, may improve service and the
foster?ncy a?\d the market, but they also may have the negative side-effects of !
fos ng encouraging a.lack of price competition and restricting the nature !
qual}ty of the information that reaches oconsumers. (These defects may, of !
oourse, in particular cases, also be aggravated by actual collusion.) ' l
Chapter'IV 1S organized around, first, the basic structures in the industry |
and second, lmportant problems and issues. Separate parts of Chapter IV are ’
devotgd to the.followmg subjects: trade associations, state requlatory’laws and
agencies, multiple listing services, brokerage firms, alternative brokers,
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broker/consumer relationships, and fee stabilization.

1. Trade Associations

The principal trade association in the real estate brokerage industry is the
National Association of Realtors (NAR) with its 50 affiliated state associations
and over 1,800 affiliated local Boards of Realtors. The largest trade and
professional association in the nation (it reached a high of more than 700,000
members in 1979), the NAR represents 'more than one-third of all licensed, and an
overwhelming majority of all active, brokers and salespersons. The NAR
organizations license the trademarked term "Realtor;" operate 90-95 percent of
all of the nation's MLSs; enforce a Code of Ethics and other regulations; and
perform a wide range of educational, political, legal, and public relations
functions.

The history of real estate brokerage since the early 20th century has in
large part been the history of the Realtor organizations. The Realtors were
instrumental in developing a specialized industry devoted to residential real
estate brokerage, in bringing about state licensing laws, and in developing the
MS and the cooperative system of brokerage. In doing so, Realtors traditionally
have emphasized the values of mutual dependence, often, in the past, explicitly
at the expense of the values of competition —— especially price competition.

Today, the NAR, by itself and through its state and local affiliates,
oontinues to play a leading role in the brokerage industry. Their operation of
most of the nation's MLSs gives the Realtors control over the most important
aspects of brokerage practices, including the type of listing contracts likely to

be used ("exclusive" vs. other forms of listing), manner of cooperation with
other brokers, and ethical standards.

The NAR supports its system of national, state, and local trade associations
by providing legal services to conforming affiliates and by participating
actively and aggressively in the political process.

The Realtors also establish and enforce standards of practice in other
ways. Realtor organizations used first mandatory, and later "suggested," fee
schedules until the early 1970s. In recent years, schedules apparently have been
abandoned alnost universally, at least as far as we can determine. However, a
stigma still seems to attach to competition in commission rates, and in most
markets studied the prevailing rate appears to be the rate which appeared on the
last schedule officially in effect.

Arguably more pertinent today is the important influence of the NAR Code of
Ethics on standards of practice nationwide. The Code generally promotes the
system of cooperative brokerage. Some provisions have pro-campetitive and pro-
consumer effects. For example, the cooperative marketing approach appears to
lmprove the efficiency of the real estate market. Some Code provisions, or the
official interpretations of them, however, tend to discourage comparative
advertising, forbid solicitation of future business from most clients of other
brokers, and promote the MLS/exclusive listing business format over possible
alternatives. Code provisions also require submission of disputes among Realtors
to arbitration and grievance proczedings before panels of their competitors,
which, structurally at least, may allow for a certain amount of anti-competitive,
Coercive discipline.

The efficiencies realized by the Realtors, therefore, may be balanced
against the disincentives to competitive freedom and innovation which their
System may impose. Cooperative marketing, as fostered by the Realtors, for
éxample, has solved a number of important problems connected with marketing real
estate. On the other hand, cooperative marketing as presently done also implies
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a great deal of routinized interdependence among brokers. The extent of that
interdependence, we believe, may be largely responsible for the performance
problems which we identify and discuss in Chapter III. We feel that certain
aspects of the current system, such as imprecise interpretations of already vague
provisions in the Realtors' Code of Ethics and the mandatory arbitration of
disputes before panels of competitors both add materially to a sense of
dependence and interdependence among Realtor-brokers and may not be fully
necessary to achieve the efficient marketing of properties.

2. State Law and Agencies

All states require brokers and salespersons to be licensed. Licensing
statutes delineate licensure requirements (age, education, honesty, and
experience), set forth prohibited practices (usually fraudulent or deceptive
acts), establish affirmative standards of practice, and provide sanctions for
violations of state law provisions and regulations.

Licensing statutes also establish state regulatory agencies to administer
the licensing process and enforce the statutes. Industry members, who generally
are members of the Realtors organization, predominate on virtually all state
comnissions. These commissions generally are granted the principal enforcement
and rulemaking authority over brokerage activities.

Our preliminary findings indicate that the lack of price competition and
barriers to the free flow of information to consumers are not caused in
significant measure by state laws and agencies. However, while we found few
overt restrictions on price advertising such as those often found in the laws
which govern the practice of other professions, state statutes or regulations
which discourage comparative advertising on grounds of "disparagement” do raise
troubling issues to the extent they limit fair and non-deceptive competition.
State anti-rebating laws may also be used to discourage innovative discount
marketing and the efficient and cost-effective bundling of other services with
real estate brokerage.

3. Multiple Listing Services

The growth of the MLSs during the last 60 years has been the most important
development in the modern brokerage industry. The historical reasons for and
effects of multiple listing give important insights into today's industry.

Today, 92 percent of sellers using brokers have their homes listed on an MLS. A
number of industry commentators have concluded that the MLS is essential for a
broker to compete and effectively market homes in most areas.

All MISs impose conditions of membership. These rules and regulations may
have a substantial impact on the nature and degree of competition in the
industry. Of the MLSs we surveyed for this Report, 94 percent were affiliated
with a local Board of Realtors. Membership in the Board usually is required to
obtain access to a Realtor MLIS. However, even where Realtor membership is not a
condition, 89 percent of the brokers who participate in the MLSs were, on
average, Realtors. Realtor membership, in turn, means accepting a number of
conditions, including compliance with the NAR's Code of Ethics and payment of its
membership dues (which include dues for ship in all three levels of the NAR
structure — local, state, and national).

All MLSs require a real estate license in order to grant access to MLS
information. Some critics of the industry believe that direct access by



consumers to the MLS might substantially increase price competition. Industry
members, however, often contend that such access would "destroy the MLS." Since
we were unable to find any examples of MLSs which allow access other than through
qlbgoker, we have no evidence with which to evaluate the validity of either
Claim.

Most MLSs require that members submit their disputes to mandatory
arbitration. Some brokers, including especially "alternative" brokers, claim
that arbitration which takes place before a panel of competitors serves to
suppress vigorous price competition or attempts at innovation.

The industry literature of the 1920's speaks openly both of the superior
marketing abilities of the MLS and the MLS as a means of raising and stabilizing
commission rates. The brokers' associations found that the MLS was a most
effective tool to accomplish both goals. While MLS rules no longer require
minimum commission rates, the industry literature of the past indicates that
these facilities were successfully able to police and stabilize rates in an
industry made up of numerous small campetitors.

All MISs charge their members a variety of fees. Same few, however, charge
initiation fees that may substantially exceed the costs to the MLS of adding the
new member. Same industry critics believe this is sometimes done to make entry
by new brokers into a local market more difficult, and the matter has been the
subject of several successful antitrust suits.

Most MISs allow only exclusive right-to-sell listing contracts to be
processed using their facilities. Only 18 percent of the MLSs which responded to
an FIC survey of such institutions reported accepting exclusive agency listings,
and only 11 percent would accept open listings. Most brokers presumably prefer
exclusive right-to-sell listings. Such listings have two obwious effects. They
prevent the seller fram selling the property without paying the broker a
comission when the broker has spent serious time and effort in trying to dispose
of it. And they also prevent a seller from putting pressure on a dilatory broker
during the listing period by threatening to find a buyer and sell the house him
or herself. However, we were able to find an efficiency justification of only
limited plausibility as to why a MLS might need to require the use only of exclu-
sive right-to-sell listings or limit the options of its member brokers in
deciding what form of contractual arrangements they offer to their clients. That
justification is that possible disputes as to who had "procured"” a buyer, the
seller or a broker, might cause significant numbers of brokers to quit a MLS.

An examination of a sample of MLS listing books indicates that the "splits"
offered to cooperating brokers by listing brokers are highly uniform within any
local MLS market. In five metropolitan areas which we studied in some depth, a
majority of the listing books examined showed that at least 90 percent of all
listings were at a "prevailing" split rate. This uniformity may result in part
from the knowledge that cooperating brokers may steer buyers away from listings
which offer them lower splits.

v Although our data is limited, the degree of competition and
uniformity of fees in a market does not appear to differ
significantly between markets in which Realtor membership
(as opposed merely to having a broker's license) is required
for MLS access and those in which there is not such require-
ment. However, most MLSs which do not require Realtor
membership have abandoned the requirement only in recent
years, and even where they have done so, most member brokers
apparently continue to retain their membershipsuiin® the
Realtors' organizations.



MLSs generally disseminate not only information about housing but also
information of competitive use. This competitive information traditionally
included the full commission rate contracted for with the client by the listing
broker. In 1980, however, the NAR adopted a policy against disseminating such
information. MLSs still, of course, routinely identify both the listing broker
and the percent of the selling price being offered to cooperating brokers.

MLSs usually have rules that, directly or indirectly (by reference to the
codes of ethics of affiliated Boards of Realtors), prohibit brokers from
soliciting business fram clients who have exclusively listed with other MLS
members and disclose that fact. While these rules restrain competition on their
face, an argument is advanced that they may be necessary to encourage the
cooperative marketing of real estate. The restriction on soliciting future
business fram listed sellers, for example, is defended as necessary to persuade
brokers to cooperatively join a MLS and to maintain membership.

The MLSs play a central role in the modern brokerage industry, and rules of
the MLSs that may restrict competition or injure consumers, if enforced generally
or if enforced in a discriminatory fashion, should be scrutinized carefully. (We
note that the extent to which the rules against solicitation are uniformly
enforced is unclear. A number of "discount®™ or "alternative" brokers have
alleged to us that "traditional” brokers have identified discounters' clients
from the MLS and then disparaged the discount firms and solicited business from
their clients with a seeming sense of impunity.)

MLSs, for example, are considered by the NAR to be formal systems of
unilateral offers of subagency. As such, when a cooperating broker working with
a prospective buyer acts upon a listing, he or she is believed to become a
"subagent” under the direction of the listing broker and seller and unable, from
a fiduciary point of view, to represent the interests of the buyer (although
there is a somewhat vague responsibility not to leave the buyer entirely
unprotected). However, there appears to be nothing inherent in the nature of a
brokerage exchange that requires this notion of subagency. Cooperating brokers
and buyers are, in fact, free by law to arrange their legal relationships as they
see fit., Brokers may, for example, offer to serve as agents of buyers,
bargaining at arm's length with listing brokers under contract to sellers, and
sometimes do so — for example in seeking commercial sites for a buyer or when
hunting for investment opportunities for a client.

In one sense, the MLSs can be viewed as passive structures which, while
producing significant joint-marketing and informational benefits, link
competitors in such a way that price competition and the free flow of information
to consumers are both impeded. Steering of buyers away fram listings which offer
cooperating brokers a lower "split" and price coordination could both be
facilitated. The disciplining of those who dev1ate fram standard practices ocould
also be made both easy and effective.

The greatest impact of MISs on inter-firm competition may result in large
part not fram formal rules, but fram the interdependence among brokerage firms
and from the customs and beliefs that have arisen in the ocourse of the
interdependent relationship the MLS institutionalizes. Nonetheless, the absence
of a MLS from a local market may not result in a pattern of pricing or consumer
information which differs markedly fraom markets where a MLS is in use, because
informal cooperation among brokers may still make the success of individual firms
dependent on the actions of others.
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4. Residential Brokerage Pims

The brokerage industry traditionally has been one of local markets served by
numerous small, locally based firms. In 1977, more than fifty percent of all
firmms in the industry had ten or fewer brokers and salespeople, and two-thirds of
all firms operated only ane office. Most (73%{§7f these firms were corporate in
organization, but almost all were closely held.

The continuing predominance of the small firm can be attributed to at least
three factors:

First, there reportedly are few significant economies of scale
to be achieved through simple expansion of the number of
people performing essentially identical tasks, and limited
opportunities for fractionating or automating much of the
broker's job -- a job that calls for individual judgment and
discretion.9/

Seocond, the cyclical nmature of the industry may prevent larger
firms from adjusting quickly to reduced demand and give the
small firm, with its lower fixed costs, a survival advantage.

Third, there is relatively easy entry into the industry at the
firm level in most markets. That is, it is easy to start a
new firm. There are few capital ocosts or trade secrets, and
the MLS provides an immediate inventory of properties to sell.

In addition to the apparent opportunities for small firms, there appear to
be clear advantages to decentralization — operating through scattered offices.
The geographic markets within which individual brokers operate are relatively

8/ While real estate brokerage is characterized by numerous
small firms and offices, some knowledgeable persons in the
industry predict the eventual domination of the nation's
principal real estate markets by eight to ten large corpora-
tions and chains of franchisees. As of 1977, Coldwell-
Banker (now a division of Sears, Roebuck & Co.) had become
the largest national firm in the industry. However, it was
then receiving less than .5 percent of the total estimated
residential sales commission revenues nationwide. Century
21, the largest of the franchise systems, has grown very
rapidly, as have other franchise systems in this industry.
Survey results suggest that up to 38 percent of national
real estate brokerage transactions now involve a franchised
broker and 48 percent of this 38 percent was handled by
Century 21 franchisees in 1979. This growth of franchising
appears to be based primarily upon the economies of scale
associated with mass advertising to promote an "image"
identification, and perhaps more important, the perception
among smaller and medium sized firms that they must join a
franchise system to obtain this sort of image.

Advertising, which may involve significant scale economies,
and which appears to be important as a means of attracting
customers in some markets, apparently has not become cri-
tical to success in most. Referrals continue to be the
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small areas, and intense knowledge of the local market often represents the
individual broker's most valuable expertise.

Brokerage is a labor intensive business. Fees and comissions paid to
salespersons are by far the largest expense of firms and account on average for
approximately 60 percent of gross revenues. Firms compete for quality
salespeople. This is done in part through the percentage of the total commission
which is offered to prospective salespeople. Percentages often are progressive,
with the most talented people retaining perhaps as much as 70 percent of the
comissions they achieve by selling those properties for which they have
personally obtained the listings. Nonetheless, due to the contingent nature of
all commissions, many firms in the industry consider the service of sales labor
to be essentially "free," as lang as basic overhead expenses can be covered.

The importance of the individual broker and salesperson is highlighted by
the fact that many firms have few assets other than their corporate name, a set
of listings, and a shifting collection of brokers and salespeople. In analyzing
certain aspects of the industry, firms therefore can be considered as essentially
equivalent to their individual brokers. Appreciating the incentives of
individuals and their personal relationships as self-directed entrepreneurs
within the context of such larger structures of the industry as the MLS system
often is more important to understanding the performance patterns of the industry
than any attempt to apply either "theory of the firm" or "theory of
bureaucracies" learning.

S. Alternative Brokers

We use the term "alternative brokers" for those brokerage firms whose
business practices differ substantially fram the norm in either commission rates
or in type, level, or variety of service offered. The survey of consumers
undertaken to provide data for this Report revealed that approximately two
percent of the reported transactions had involved the services of firms which the
survey characterized as "discount™ brokers. We conducted a special national
survey of alternative brokers (including discounters) as part of our industry-
wide investigation, in the belief that the experiences of such brokers might
prove important in understanding the dynamics of the real estate brokerage market
and, in particular, why most brokers will compete in certain ways but rarely will
do 90 in terms of price

Alternative brokers in communities throughout the country reported similar
problems. The problem most frequently alleged was that of disparagement of their
businesses by other, "traditional®™ brokers; the difficulty in overcoming
consumers' belief that commission rates are fixed by law or trade rule and

10/ We did not include the large national chains of brokerage
offices or franchisees, such as Sears' Coldwell Banker or
Century 21, in this survey, because at the time of the sur-
vey none of these operations were charging a commission that
varied from that predominating in its local markets or
offering any unusual varieties of contract terms. The
advent of certain Coldwell-Banker offices offering discounts
on goods tied to purchase of a house or able to arrange
financing on their own is a development of the last couple
of years, and suggests the possibility forca‘different order
of "alternative" brokerage.
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uniform fram firm to firm; the refusal by traditional brokers to show hames
listed with alternative brokers; and the cancellation and loss of listings due to
direct solicitation of their clients by other brokers as part of disparagement
efforts. Those alternative brokers who are members of MLS systems reported a
higher average frequency of virtually every problem than did those alternative
brokers who chose to operate exclusively on their own.

Among the alternative brokers surveyed, thirty-four percent indicated that
they had experienced refusals by advertising media, most commonly newspapers, to
run their advertisements. Alternative brokers frequently opined that these
refusals were probably the result of threats by traditional brokers to boycott
publications which run the ads of alternative brokers.

Alternative brokers reported that, on the whole, certain problems decreased
in frequency after their first year in business. Other problems, however, were
reported to continue unabated. Generally, the problems which remained as common
after the first year as during it were those which involved a direct benefit for
the problem-causer (for example, another broker's soliciting an alternative's
clients to break their listing contracts and relist with the solicitor, or a
potential cooperating broker preferring not to show an alternative broker's
listings because other listings pay a larger commission or offer a better split).

Many traditional brokers, on the other hand, appear to believe that
alternative brokers who "discount" cannot long survive in the marketplace because
the "prevailing” cammission rate is the rate which is objectively necessary to
make an adequate living over the long run. Most of the alternative firms
identified by our survey were, in fact, relatively young ones. Only ten percent
of the 154 alternative firms surveyed had begun in business before 1974.

Some traditional brokers also indicated that they believed the
interdependence among brokerage firms, especially as it is carried on through the
facility of the MLS, makes price rather than service competition a futile
strategy. This, as we have indicated, is because when a listing broker cuts the
commission rate he or she usually asks cooperating brokers to absorb part of the
price cut, and this moves the altarnative listings to the bottam of the list of
properties to be shown to a potential buyer. Even if a discounter offers the
standard split, of course, same brokers may still prefer to cooperate with others
who charge the standard rate, because all brokers compete for future listings.

Alternative brokers reported relying more on advertising to obtain new
listings and less on referrals than did traditional brokers. Their focus on
advertising and the lower commission fees they offer apparently do make obtaining
listings relatively easy for alternative brokers. Selling those same listings,
however, appears to be relatively harder for the alternative as opposed to the
traditional broker. Our consumer survey indicates that while eighty-eight
percent of all sellers eventually sold through the broker with wham they had
initially listed their homes, fewer than sixty percent of alternative brokers'
listings ultimately are sold by or through them.

Alternative brokers reported, by more than two to one (68% vs. 32%), that
they did not regularly use a MLS service. Of those alternative brokers who do
not use a MLS, seventy-five percent reported that they charge their clients a
flat fee rather than a percentage commission for handling a property. The
average fee was $932 in 1979. Based on the average selling price of homes during
this year, this was the equivalent of a 1.6 percent commission. However, eighty-
four percent of the alternative brokers who did mot use MLS service required the
seller to assume the burden of showing his or her own home to prospective
purchasers,

Of the thirty-two percent of alternative brokers surveyed who reported using
MLS services, the majority claimed to be "full service" brokers. Most/of these
brokers charged a "discount" cammission rate that averaged out to 4.2 percent of
the selling price of a home.
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None of the alternative brokers who used MLS services and who responded to
our survey had begun business before 1970, and only eight out of a total
subsample of 49 had bequn before 1974. There was an interesting, and probably
significant difference about these eight "long-term" survivors. They achieved an
average of forty-nine percent cooperative sales, a rate far closer to the average
for traditional brokers (66%) than to that for the entire category of alternative
brokers who use MLS service (29%).

The facts behind the problems alleged by the alternative brokers cannot be
verified in detail. However, the allegations are themselves suggestive, because
they appear to relate to the very aspects of the industry which may tend to
rigidify prices — the ability of other brokers in a community, because of the
largely interdependent nature of the brokerage system, to withhold cooperation
and thereby single out for harm the business of a "maverick." Whatever the case,
alternative brokers' businesses do appear to perform in ways that are different
fram the statistical norms for their more traditional rivals.

6. Broker/Consumer Relationship

Brokers generally are paid by the seller on a contingent basis, which gives
them a strong motivation to quickly make a sale at a good price. Precisely
articulating appropriate rules of conduct for brokers has been difficult because
of two kinds of problems. The first kind arises from the potential conflict
between the broker's function as a commission broker whose compensation depends
on "making the sale," and his or her function as a source of neutral,
disinterested advice upon whom consumers rely. The second kind of problem often
arises from the ambiguity that may exist in both brokers' and consumers' —
especially many buyers' — minds as to who the broker is "representing" and as to
what if any degree of fiduciary responsibility is owed to buyers and sellers.

The basic duties of real estate brokers are established by state law. Every
state licenses brokers, and licensing laws, as well as the common law, generally
impose the fiduciary duties owed by an agent on brokers. They do not, however,
specify what creates the agency relationship, when the duties attach, or to whom
duties must run.

Most real estate brokers in this country are also Realtors — members of the
National Association of Realtors, the industry's primary trade association. The
Realtors' Code of Ethics contains numerous provisions which facilitate
cooperation among brokers, define the ethical responsibilities of brokers to
their clients, and establish general standards for honesty and fair dealing. The
ethical provisions of the Code reiterate many agency duties. The Code, however,
because it is not a "S50-state handbook," does mot include details on the legal
duties of brokers, or a discussion of to wham in each state those duties run.

It is to state agency law, therefore, and to case law relating specifically
to brokers and their duties that we must turn. Brokers acting as agents of their
principals are "fiduciaries" by d2finition. That means that the broker is
required to act in the "best interests" of the principal — for example, by
selling the principal's house for the highest price possible in the time
specified and by disclosing to the principal all material facts, such as any
financial involvement by the broker with a purchaser.

The broker who works directly for the seller (the listing broker) usually is
oconsidered in law to be a direct agent of that seller and the listing ocontract is
generally held to be the source of the relationship. Three problem areas have
been traditional areas of concern in the relationship between sellers and their
agents, and state laws (as well as codes of professional ethics) often‘directly
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and double—dealing or failure to act entirely in the principal's behalf in
negotiations relating to the sale of a property.

In self-dealing, the broker who believes that the price asked for a property
is less than its fair market value fails to inform the principal of that fact and
to give him or her a better assessment, but instead purchases the property, often
through a third party.

In vest-pocket listing, the broker withholds a property from the MLS while
the principal believes that it has in fact been listed. This may happen for a
variety of reasons and often is a signal of a violation of fiduciary duty. One
violation of common concern is where an uninformed seller places too low a price
on his or her property. In such a case, a broker may be able to sell the
property (or to buy it him or herself) easily without the use of the MLS, and
chooses to do so, pocketing the entire commission and never giving the seller a
fair appraisal of the property's true worth.

In double-dealing, the broker, in order to close a deal, engages in oconduct
which compromises the interests of the seller. For example, he or she may tell
the buyer the seller's reserve price (the price below which the seller will not
go) without receiving authorization to do so, or may disclose information about
the time or financial pressures operating on the seller.

Behavior of all three sorts, self-dealing, vest-pocketing, and double-
dealing are considered generally unethical and violations of fiduciary duty under
most applicable state laws.

In most cases, a listing broker looks to the seller for remuneration. As we
have noted, the National Association of Realtors has promoted the theory that
when a broker undertakes to cooperate by showing the listings of another broker,
he or she becomes a formal fiduciary "subagent" of the seller and/or the listing
broker. Under this theory, when the broker working with a buyer obtains
information fram the MLS, that broker is accepting a "unilateral offer of
subagency" by the listing broker that binds the cooperating broker both to
advance the interests of the seller and not to act either as a neutral party or
as a representative of the buyer's interests. According to this view, no broker
operating by showing residential listings from the MLS can ever be the
unqualified agent of a buyer.

The notion of a semi-automatic agent/subagent relationship is, in fact, one
of convenience. The limitations it places on a broker's ability to act as
buyer's fiduciary agent have not been tested in law, and it is not a necessary
arrangement. A broker, as has been noted, retains the legal right to act as a
buyer's agent, should he or she so choose. And a cooperating broker even though
being paid by the listing broker may sometimes be the buyer's agent as a matter
of law as some state courts have found. Consumers, even when they are aware that
both the cooperating and listing broker in a particular transaction look
ultimately to the seller for remuneration, may make the assumption that the
cooperating broker is, in some sense, working for them rather than simply trying
to make a sale. There is reason to believe that many cooperating brokers may,
directly or indirectly, encourage such assumptions.

In their responses to the FIC survey of consumers, seventy-one percent of
buyers who had worked with a cooperating broker indicated that they believed the
broker had, in some way, "represented" them. Considering that approximately
sixty-six percent of real estate transactions today involve the services of a
cooperating broker and that these brokers often are the buyer's principal
available source of information, however, many buyers may run several risks of
injury if they identify as "their broker" a person who is not in fact intending
to act as their agent.

First, non-disclosure of the status of the cooperating broker vis-a-vis the

seller's broker may cause a buyer to reveal information he or she might otherwise
wish to keep onfidentisl. The suhagency madel would facilitate cooberat Lna
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brokers using any information disclosed to them to assist listing brokers in
obtaining the highest price for a home. Of the buyers we surveyed, seventy-three
percent had told the broker with whom they were dealing the highest price they
were prepared to pay and eighty-three percent were under the notion that such
information would be kept confidential. Sixty-six percent of the sellers which
we surveyed, however, indicated that brokers told them how high they thought
particular buyers were prepared to go.

Second, buyers may be injured by receiving less service than they believe
they are. For example, buyers may believe that a cooperating broker is "scouring
the market" for them as a "representative," when, in fact, he or she is picking
out those properties upon which to cooperate which both meet the buyer's criteria
and which also will bring in a large commission.

Third, a buyer may assume that the broker will use his or her expertise to
discover defects in a house, when, without a contractual agency relationship, the
broker may feel he or she has no duty to do so.

While ocooperating brokers could, in legal theory, be given the role of dual
agents (agents for both buyer and seller), that might involve very serious
conflicts of interest. We repeat that agency law permits a broker to function as
a buyers' agent, and may in fact imply such a relationship in spite of a
cooperating broker's personal understanding of his or her role. The present
pattern of brokers simply assuming that a cooperating broker in a residential
transaction legally represents the interests of the seller and the listing broker
has become firmly ingrained in the minds of many in the industry. And unless the
entire system of real estate brokerage is shifted to a new set of formal arrange-
ments, both the possibility of consumer injury and of brokers being found by
courts to be unwitting agents of buyers suggest that a greater, and perhaps more
conscientious, effort might be appropriate to alert buyers to the role which a
broker sees himself or herself playing in the brokerage transaction. In light of
brokers' common misconception that agency law prohibits them from being repre-
sentatives of buyers once they learn the facts needed to begin ocooperating on a
listing, it might be appropriate to better alert brokers themselves to both the
possibilities and dangers inherent in the fact that they may nonetheless be
treated by the law as agents of buyers.

7. Fee Stabilization

Until the early 1970's agreements among real estate brokers to fix or
stabilize commission rates and the terms of trade upon which they would deal were
commonplace, in large part because the industry was not believed to fall under
either state of Federal antitrust laws. Published, mandatory schedules of fees
— and later "suggested" schedules -— were widely used. Formal recammended
schedules apparently were abandoned in the late 1960s and early 1970s. A long
record of investigations, antitrust settlements, and prosecutions for covert
conspiracies suggests that informal local price-fixing remained common in the
industry for some time, however.

The industry today appears more aware of the illegality and risks of price-
fixing. Nonetheless, given the structure of the industry, localized attempts to
raise or stabilize rates can be expected to occur from time to time.

Our conclusion is that price-fixing is not a primary cause of local
uniformity in commission rates, although there probably are residual effects left
over fram the era of fee schedules. Commission rates prevalent in a local market
often are the same as those which were recommended in the last formal schedule of
fees in effect in that market. There may also be a residual 'stigma in ‘many
markets cttached tn offering prices or terms which vary sianificantlv from the
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"traditional™ norms.

Evidence occasionally comes to light that brokers in some communities have
included provisions in the rules of their local trade association or MLS that
have the effect of fixing the terms of trade in unlawful and anticompetititve
ways or that may otherwise step over the line drawn by the antitrust laws. When
such evidence is obtained, the enforcement authorities are, as they should be,
g‘gck to act. Nonetheless, the degree to which local brokers are interdependent,

to their need to market properties efficiently, may explain the pattern of
uniform, stable prices much more than do formal rules or an occasional price-

fixing conspiracy.
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II. RESIDENTIAL REAL ESTATFE. BROKERAGE: AN ANALYTICAL FRAMEWORK

A, BROKERAGE SERVICES

1. In General

Matching buyers and sellers in the market for housing is the essence of what
real estate brokers do. This function itself encompasses both representation and
the provision of information. Representation is sometimes provided by others
such as attorneys, but the personalized provision of information -- the actual
finding of a house for a buyer or of a buyer for a house -- is generally the
domain of real estate brokers.

An obvious but important fact about real estate brokerage is that the demand
for it derives from the demand for and supply of housing. Buyers seek
information about the available housing stock and sellers about the demand for
housing in order to make informed decisions. Brokers develop expertise in the
acquisition, processing, and transmission of such information, and they therefore
perform these tasks more easily and more efficiently than buyers and sellers can
for themselves.

2. Buyers' Demand for Brokerage

Buyers benefit from information about how the market values (on average)
various housing characteristics and about which homes are for sale. Sellers
commonly post "for sale" signs, but houses for sale which roughly meet the
buyer's requirements might be geographically dispersed. Newspaper ads also
identify some houses for sale. But most sellers leave it to their brokers'
discretion when and whether to advertise, and brokers in fact choose to advertise
only a small portion of their total inventory.

The process by which a buyer searches for a hame can be expected to affect
the rate at which he or she accumulates information and the quality and quantity
of information obtained. This, in turn, may affect the price of whatever hame
ultimately is purchased and the satisfaction and financial returns yielded by
that purchase. A broker, by being familiar with homes for sale in an area of
interest to the buyer and by keeping abreast of which homes have and have not
moved and what values the market appears to be putting on various characteristics
of homes, can help a buyer search more productively.

Brokers try to ascertain the relative values that a potential hame buyer
places on the various characteristics that define a home. That is, brokers must
determine the buyer's preferences, including price. For a given buyer, the list
of such preferences is, potentially at least, quite long. It will include not
only the myriad of physical attributes that characterize a house, but also those
characteristics of the neighborhood (e.q., access to facilities, ambiance,
quality of local schools, zoning restrictions) that affect the value of a house
both as a residence and as an investment.ll/

iy/ Although a particular characteristic of a house or
neighborhood might be of no value to a buyer -- e.q.,
quality of school to a childless couple -- it would affect
the value of the house as an investment because of its
potential value to future buyers.
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Having determined the buyer's preferences, and being familiar with the homes
for sale in the area, the broker's function then becomes a process of matching

the buyer's preferences with the housing inventory.l2/ Where the match is the
best, for a given price, the sale will be the easiest.

3. Sellers' Demand

a. The Selling Process: What is Required?

Much of the information pursued by buyers also is sought by sellers.
Sellers, too, benefit from knowing how the market values various characteristics
of homes. In deciding what price to set, a seller must know the prices that
other houses have recently obtained. By comparing the characteristics of such
houses with those of his own, he or she attempts to establish a price range.
Sellers, unassisted by brokers, might find the valuation of a particular house a
formidable task. Not only are all houses different, both in their physical
characteristics and location, but actual selling prices of comparable homes are
not easily obtainable.

Showing a house can be burdensome. Buyers may want to come by at times
which are inconvenient to the seller, necessitating schedule adjustments.
Moreover, it is advantageous to be able to show the house on short motice in
order to acoommodate buyers. Compounding the annoyance of such intrusions, many
potential buyers may not become actual buyers. Some may not be ready to buy if
they have recently begun to search and are mainly interested in acquiring

12/ An indication of the broker's functions and the relative amount
of time spent in each function can be seen in the following
survey results. This survey of real estate brokers and sales-
persons, consisting of 45 interviews (three each from 15
randomly chosen firms with ten or more licensees in the San
Mateo-Burlingame, California, Board) resulted in the following
estimates of actual hours spent by licensees assisting buyers:

Activity Median Time Average (Mean) Time
Interview Client 1 hour 2.5 hours
Locating Property 5 hours 14.5 hours
Discussing Terms 1.5 hours 2.75 hours
of Offer
Conveying Offer 3 hours 4 hours
Negotiating Terms 1 hour 4.75 hours
of Sale
Obtaining Financing 1.5 hours 3.5 hours
Arranging Escrow 1 hour 1.75 hours
Closing the Sale 1.5 hours 1.75 hours
Post Sale Follow-up 2 hours 2.75 hours
Total 17.5 hours 37.75 hours

Barry & Finley, Real Estate Agent Survey (August 28, 1980).
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information. Others may simply not be interested in the seller's house once they
see it. Buyers may find it hard to eliminate unsuitable houses from only the
brief description in a newspaper ad or a look at the house fram the outside.
Still other buyers may be unable to afford the asking price.

We wish to reiterate that, in general, the more potential buyers the seller
can reach with information relating to the sale of his or her house — that is to
say, the greater the exposure of the house to the market — the greater are the
seller's chances of finding that buyer who most highly values the house and who
also has the resources to pay for it. If a better marketing effort would yield a
higher net price, the seller must both recognize that fact and be able and
willing to make such an effort. The seller unassisted by a broker may lack both

the exper§i37 and the marketing tools needed to perform the necessary marketing
functions.

B. What Can a Broker Offer?

A broker may show a house more effectively than a seller by virtue of his or
her role as well as his or her expertise. First, a broker can easily screen out
those buyers whose preferences are inappropriate and those who do not qualify
financially. Second, same sellers may prefer not to deal directly with buyers.

A broker, due to his or her expertise, may be able to aid the seller in
negotiating the most favorable terms of sale. Not only is the broker experienced
in such matters, but he or she is aware of the terms of other actual sales in the
neighborhood.

Many sellers want help with the mechanics of the transaction. Filing the
correct forms and arranging for escrow, title insurance and settlement can be
intimidating to the uninitiated.l4/ while some sellers engage an attorney to

13/ The 1980 survey of licensees in San Mateo found that the
following median and average times were spent by listing
brokers and salespersons on the various services rendered:

Activity Median Time Average (Mean) Time

"Farming”™ (saturation
solicitation in a

neighborhood) 0 hour .75 hours
Measuring Inventory .75 hours 1 hour
Price Estimation 1 hour 1.75 hours
MLS Submission 1 hour 1.5 hours
Receiving Offers 4 hours 8.75 hours
Open House 16 hours 22.75 hours
Negotiating Sale Terms 2.5 hours 8.5 hours
Arranging Escrow 1.5 hours 3 hours
Closing the Sale 1 hour 1.75 hours
Post Sale Follow-up 1 hour 2 hours
Total 28.75 hours 51.75 hours

Barry & Finley, Survey, supra note 12.
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draft the title report and to be present at settlement, these and other details
usually are handled by the broker.

Perhaps the most important service the broker can offer is effective access
to the local Multiple Listing Service. The Multiple Listing Service is the
primary source of information about the prices of competing homes, the prices at
which other homes have been sold, and in most cammunities, an essential marketing
tool. In nmo community can sellers get direct access to this facility. In most
cammunities, therefore, a broker is not just a luxury, but almost a necessity if
the home is to be sold for the highest potential price and in the shortest
potential time.

B. PROBIEMS IN MARKETING HOUSING INFORMATION

1. In General

Some goods and services lend themselves to simple and straightforward
marketing arrangements, but information services often present problems._l_s/ The
methods and procedures by which brokers collect and disseminate information have
been influenced, if not determined, by two such problems.

2. The "Free Rider" Concern

Once information has been collected and sold, it can be resold again and
again. If the original gatherer is to recoup the entire cost of gathering
information, he or she must do so either on the first sale or by limiting the
ability of others to fully exploit the information. Typical devices developed to
deal with this problem of "free rider" are copyrights or contractual provisions
restricting the redistribution or copying of informational materials.

Brokers, in their capacity as "information intermediaries,"” may invest time
and money in advertising a home, listing it for sale on the MLS, and otherwise
providing information to others about the home and its availability for
purchase. Consumers and other brokers who receive this information might, in the
absence of some form of contractual restraint, contact the seller and try to
persuade him or her to sell the property directly, cutting the listing broker out
of his or her commission.

To deal with this problem, brokers generally require that sellers sign a
listing contract which provides that the broker will be paid a cammission should
certain specific conditions be met. Such contracts are a way of creating a
"property right" — a contingent entitlement to a cammission — for the listing
broker, arising from the sale of the1 use during the duration of a listing

period provided for in the contract.

14/ Brokers often are relied on to make referrals to, for
example, title insurance companies. The Real Estate Settle-
ment Procedures Act of 1975 forbids kickbacks to brokers
making such referrals.

15/ see Consumer Information Remedies (Briefing Book for FTC
Policy Review Session, June 1979), at 68-70.
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There are three types of listing contracts commonly employed in this
country. The overwhelming majority are of a variety known as the exclusive
right-to-sell.l?/ As its name implies, this type of contract guarantees the
broker a commission in the event of a sale of the property by anyone, because
only the listing broker has the right to sell.l8/ Of all varieties of contracts
in common use, the exclusive right-to-sell contract provides the broker with the
most effective assurance of eventual compensation.

Fifty years ago, the predominant form of contract between sellers and
brokers apparently was the open listing. This form of contract offers the
individual broker a full commission only if he or she procures a buyer. It gives
the broker less guarantee of eventyally recovering any expenditures made in
trying to sell a property, because this variety ofl tract allows the seller to
make similar contracts with any number of brokers.

An intermediate arrangement sometimes used is one which grants to a single
broker an exclusive agency. It differs from the exclusive right-to-sell in that
the seller reserves the right to compete against the broker. If the seller finds
a buyer on his or her own, no commission is due to the listing broker.

16/ The length of the listing period is specified in the
contract. Brokers usually insist on a listing period long
enough so that if a sale results (directly or indirectly)
from a broker's marketing efforts, the broker will still be
entitled to his or her commission. One or two weeks would
not seem long enough and a year would seem unreasonably
long. In most areas, 90-day listings are common.

1y/ Most MLSs will accept and disseminate information relating
only to exclusive right-to-sell listings. MLS Survey
uestion H.5.a.

18/ a sale is often not even necessary. Many listing contracts
specify that once the broker has produced a buyer "ready,
willing, and able"” to meet the terms of sale enumerated
therein or otherwise acceptable to the seller, payment of
the commission becomes a legal liability of the seller. The
broker is thereby protected should the seller change his or
her mind during the listing period.

19/ oOpen listings are relatively infrequent today in the sale of
residences. They remain, however, popular in sales of com-
mercial property through brokers. Cooperating brokers in
residential transactions, of course, still face a "free
rider" problem of sorts. The listing broker may attempt to
deal directly with the potential buyer and cut the
cooperating broker out of his or her share of the com-
mission. The cooperating broker faces the problem of
demonstrating that he or she was the "procuring cause" of
the sale. To lessen the expenses connected with bearing
this burden of proof, most MLSs provide for arbitration of
such disputes.
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3. The Need for Pooled Listings

In order to create a match, a broker searches his or her available inventory
of listings for those that appear closest to a buyer's preferences.

The unique aspects of real property make the marketing of residential real
estate substantially different fram most products. Each house for sale is
unique. Its location and the many variables relating to the structure comprise a
ocomplex set of characteristics that may make the property more or less suitable
for a particular buyer. Likewise, each buyer has a unique set of preferences,
both rational and emotional. That buyer whose preferences most closely match the
characteristics of the house will not only pay the most for the house, but may
also be the most satisfied with his or her purchase.

The selling price of a home likely will vary according to its exposuis The
more exposure it receives, the higher will be its probable selling pricef——z
That is, sellers, to maximize the probability of finding those buyers who will
pay the most for their homes, need to inform the maximum number of potential
buyers about their homes. Buyers, to maximize their chances of finding their
best values, need to have access to information relating to the greatest number
of potentially appropriate homes for sale.

Exposure of the hame is, in turn, determined primarily by how long the home
is on the market and by the number of potential buyers to whom it is effectively
exposed. Obtaining maximum exposure, however, becomes theoretically more
difficult as the number of separate brokers with separate lists of properties to
sell increases. If there are many brokers, each with their own listings, buyers
must go to each in order to know what is being offered. If there were just one
broker in town, buyers would know that they ocould go there and obtain fairly
camplete knowledge of the houses for sale.

In a brokerage market which did not involve the use of a MLS or same other
cooperative exchange mechanism, brokers with few listings would be at a
considerable competitive disadvantage in satisfying the desires of buyers when
compared with firms with larger inventories of houses to sell. In a market with
many non-cooperating brokers, a seller would logically wish to list with a number
of brokers in order to increase the exposure which his or her property would
receive. But each broker would be in full competition with the others, and each
would have no guarantee of recouping any portion of the expenses he or she might
make in providing potential buyers with information.

When brokers pool their listings and give each other mutual access to their
ocollective listings, they simultaneously do four important things — they expand
the potential exposure of all sellers' properties to a larger number of buyers,
reduce the search costs for those buyers, lessen the free rider risks for
brokers, and diminish somewhat the competitive difference among brokers in terms
of any advantage which accrues fram a superior ability to attract new listings.
In theory, cooperative marketing reduces the number of brokers — ultimately to
one — that the buyer needs to visit in order potentially to obtain information
that relates to the total stock of houses for sale in the market.

Historically, sellers and brokers have employed both the technique of
multiple, open listings negotiated with wholly independent brokers, and the
techniqus:if an exchange system which provided for cooperative pooling of
listings.2l/ Today, the exchange system dominates in most local markets.

20/ See, Section IV.C. for a discussion of Multiple Listing
Services and how they accomplish this function.
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Brokers prefer to use exclusive listings and to market those listings

cooperatively. Today, this ocooperative marketing is accomplished through tgs/

MLS, and the MLS pools the vast majority of listings in most local markets.=~
C. THE PRICING OF BRORERAGE SERVICES

1. The Apparent Paradox

Some analysts of the industry have argued that real estate brokerage
commission rates must not be competitively determined, because brokers seldom
deviate from a rate "standard" in their local market.23/ Our investigation did
reveal a striking degree of commission rate uniformity within given local
markets. It also suggests that the price of brokerage services may have risen
more rapidly than the price of other services over the period of time for which
statistics are available.24/ Furthermore, there is evidence that, in many
cammunities, schedules of recommended commission rates circulated openly until
recently.25/

On the other hand, a single real estate firm seldom accounts for as much as
ten percent of residential sales in a locality,26/ and the large number of firms
practicing brokerage in many communities make it appear that the coordination
usually thought of as necessary for successful ocollusion would be difficult to
maintain.27/" Some commentators also believe that relatively free entry at the

v It should be noted that a very large number of listings
could, in principle, raise search costs enough to impede the
matching process. The relatively small size of the geo-
graphic market in which most buyers are interested and the
use of computers, however, prevent such overload.

22/ see Ch. 1V, Part C for a more complete history of the MLSs.

23/ See, for example, Boris W. Becker, Economic Aspects of Real
Estate Brokerage (Berkeley, California: Center for Real
Estate and Urban Economics, University of California,
Berkeley, 1972), at 99-107; Bruce M. Owen, "Kickbacks, Price
Fixing, and Efficiency in Residential Real Estate Markets,"
29 Stanford Law Review 931 (1977), at 947-949; and William
L. Trombetta, "Using Antitrust Law to Control Anticompeti-
tive Real Estate Industry Practices" 14, Journal of Consumer
Affairs 142 (1980).

24/ See Ch. I1I, Part A. Uniform prices can result from either
coincidence, competition, active collusion or tacit price
fixing. The relationship of brokerage commissions to costs
does not appear to be consistent with price competition.

25/ see Ch. IV, Part G. While it appears that one rate is the
tendency for most existing (i.e., used) home sales, each
other type of listing -- e.q., farms, unimproved land, new
homes, commercial property -- will have its own associated
rate.

26/ Bruce M. Owen, supra note 23, at 945.
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firm level makes higher than competitively-determined pricing impossiblefgg/

2. FPactors Facilitating Possible Coocdination
and Collusion

a. In General

While the fragmented market structure of the real estate brokerage industry
may seem inconsistent with the evidence of rate uniformity among brokers and the
history of the successful use of rate schedules, there are several possible
explanations for this paradox.29/ First, the industry has a number of general

21/ F.M. Scherer gives three reasons why the coordination
necessary to agree on prices is more difficult with a large
number of firms. First, as the number of (evenly matched)
firms increases, each firm realizes that its own pricing
decisions have a smaller influence on the overall level of
prices. Hence, they are more likely to ignore the impact of
their own pricing decisions on their rivals.

Second, the greater the number of dealers, the higher the
probability that at least one will be a maverick, refusing
to consider the interests of the group and competing aggres-
sively.

Third, to the extent that sellers hold divergent views on
what the industry price should be, the difficulty of recon-
ciling these views into a single strategy rises with the
number of firms. Not only is there likely to be more dis-
agreement, but the number of actual physical communications
required increases. F.M. Scherer, Industrial Market Struc-
ture and Economic Performance, Second edition (Chicago:
Rand McNally, 1980). See also Almarin Phillips, Market
Structure, Organization and Performance (Cambridge, Mass:
Harvard University Press, 1962), at 29-30; and Oliver E.
Williamson, "A Dynamic Theory of Interfirm Behavior," 79
Quarterly Journal of Economics 600 (1965).

28/ Report of Interview with J. Singer, Manager, Research and
Economics, California Association of Realtors (Oct. 16,
1980) .

29/ This would not be the first instance of a large number of
firms colluding successfully. George B. Hay and Daniel
Kelley, "An Empirical Survey of Price Fixing Conspiracies",
17 Journal of Law and Economics 13, 1974, report that of 65
Section 1 criminal cases that the Justice Department won in
trial or settled by nolo contendere pleas from January 1963
to December 1972, six cases involved more than 25 firms. Of
these, four involved 50 or more and two involved more than
100. (Cases involving allegations of price fixing among
professional such groups as Realtors, were excluded from the

(Continued)
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characteristics — low capital intensity, perceived homogeneity of services,
long-run upward movement in housing prices, inelastic demand, and easy detection
of price cutters — which might aid in maintaining prices. These are discussed
briefly in this section. Second, the industry is perhaps unique in the degree to
which the individual firms and brokers are interdependent. The interdependence
among competitors is discussed in the next section.

B. Low Capital Intensity

Firms that exhibit high fixed costs, i.e., firms that are relatively capital
intensive, generally are hurt by downturns in business conditions because they
cannot achieve significant cost savings simply by laying off workers. Thus, in
bad times, firms in capital-intensive industries have an incentive to cheat on
any oollusive arrangement be it a formal or a tacit one. By shading its price a
bit below that of its rivals, a firm may be able to increase output sufficiently
to cover its fixed costs and eliminate losses, making it difficult for cartel
arrangements to work over time.

Real estate brokerage firms, on the other hand, exhibit very low fixed
costs. The largest expense (more than 50% of gross incaome) comprises payments to
salespersons, managers, and other personnel. BAbout the only significant costs
that might be termed fixed are those for office space and cammunications (less
than 7% of gross income), and even these can be reduced.30/ In addition,
brokerage firms can reduce their labor costs without the necessity of layoffs,
since sales personnel generally are compensated only for production, i.e., an a
commission basis. -

¢. Perceived Bomogeneity of Services

Most real estate brokers offer a package of services similar to those of
their competitors. Furthermore, the possibility that one broker can offer
information not available from other brokers is limited. Through the local MS,
each member broker gains access to the same information available to all other
members. To the extent there are quality differences among brokers, most sellers
have little information with which to evaluate a broker before signing a listing
ocontract. The result of this homogeneity is that the firms in the market may be
functionally identical fram the consumer's point of view.

sample).

39/ National Association of Realtors, Real Estate Brokerage
1978, at 6. All -of the data in this report comes from a
sample of 490 firms surveyed by the NAR. The sample may be
biased because it was comprised of firm representatives that
had attended a course on successfully managing a real estate
office. Hence, the brokers in the sample may be more
interested in management techniques than the general popula-
gion of brokers. Such brokers may represent larger, urban

rms.
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d. Inelastic Industry Demand

The more inelastic the market demand for an industry's product, the less
output falls when price is raised above the competitive level and the larger the
gains to collusion.3l/ That is, if demand is inelastic a fall in price will not
be offset by a proportionate increase in quantity sold; therefore, total revenues
decrease. Such demand inelasticity thus provides a strong incentive not to
compete. While we know of no formal estimate of demand elasticity for
residential real estate brokerage, industry observers feel it is small.32/

e. Long-run Upward Movement in
Housing Prices

Since commissions are usually levied as a flat percentage of selling price,
commission revenues increase automatically with the price of housing. This
allows industry members to offset inflationary cost increases or adjust for other
changes in business conditions without doing the calculations needed to closely
adjust prices to actual changes in costs.

f. Ease of Detection

Coordination might be facilitated if it were easy to detect cheating. A
broker who adopts rate cutting as a standard policy will be discovered as a
matter of course. First, advertising inevitably accaompanies the practice of
"discount" brokerage. Therefore, other brokers cannot help but learn of a
discounter. Second, cooperating brokers can detect reduced commissions at the
closing, where both brokers are paid. Third, and most direct, the MLS in and of

31/ Elasticity of demand is a way of summarizing how the gquan-
tity of a good demanded by consumers responds to changes in
a good's price. It is defined to be the percentage change
in the quantity of a good purchased associated with a one-
percent change in the good's price. Formally:

percent change in Q
Elasticity of Q with respect to P = E Q, P = percent change in P.

32/ Bruce Owen advances two reasons why consumers may likely be
insensitive to the level of brokerage fees. First, the
amount of the commission is small relative to the total
price of a home, so there is not much sensitivity to small
changes. Second, because of the infrequency of real estate
transactions in the lives of most people, they find it dif-
ficult to make judgments about the price and quality of
brokerage services. Bruce M. Owen, supra note 23, at 935.
See also James Gillies and Frank Mittlebach, "The Real
Estate Commission Rate,"™ California Real Estate Magazine
(June 1959), at 28.
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itself serves a monitoring function. Most MLSs in the past required that
listings reveal mot only the percentage commission offered to coopera§§?g
brokers, but also the total commission rate being charged the seller.—~

3. Interdependence amonq Competitors
a. In General

While the above characteristics are factors that ocould facilitate
coordination anmd collusion, they do not necessarily lead to it. Yet, commission
rate uniformity and alleged retaliatory practices against "alternative" brokers
who have tried to charge less than prevailing rates are reported to occur in
virtually all cammunities we have examined.34/

The number of firms in most local markets and the relatively free entry of
new firms into the industry do not seem consistent with a pattern of true
cartels. If there is same system of coordinated pricing, the questions arise
whether the mechanism for such coordinmation is an integral part of the industry
structure and whether the policing of a "cartel-like" arrangement may not be a
natural consequence of the system of brokerage that has evolved throughout the
country.

One means of achieving a truly dramatic increase in any individual brokerage
firm's efficiency amd a decrease in its transactional costs is cooperative
selling. Access to cooperation, therefore, is seen by most real estate brokerage
firms to be critical. While the structure which ties competitors together for
competitive purposes in most markets is a MLS, cooperative selling is common in
virtually every locality. Behavior which will increase the likelihood of a
firm's securing ocooperation, therefore, has become the norm. It is the
cooperative system, coupled to the commission method of compensating cooperating
brokers that may be key to understanding the apparent paradox of coordinated
pricing in a fragmented industry made up of apparently rivalrous firms. In most
markets, cooperation, and the brokerage firms which depend on it, creates, in
effect, a single system for selling hames.

Individual brokers, we hypothesize, police the system by withholding
cooperation in selling listings which carry a lower than customary "split" or
comnission. In doing so, they engage both in typical profit-maximizing (refusing

33/ Although MLS listings generally will not reveal commission
reductions made by the broker subsequent to obtaining the
listing, such concessions do not usually constitute price
competition for listings, since they are made after the
listing has been acquired. Their usual purpose is to
promote a sale by bringing buyer and seller closer together.

Recently, the NAR instituted a policy which forbids its
affiliated MLSs from disclosing the total commission charged
by the listing broker. Executive Officer (April 1980),

at 4.

3y See Ch. III, Part A for a description of rate uniformity.
See Ch. IV, Part E for a description of the experiences of
ihe "alternative" brokers who try to compete by charging
ess.



to sell their services for less than the going rate) and also prevent a
collective lowering of commissions generally.

This, we believe, is exacerbated by the fact that the inherent economies
connected with information exchanjes almost requires a firm to be a member if it
is to compete effectively and also gives a virtually unchallengable advantage to
the first MLS system to enter a market. At the MLS level, there is, in fact, no
effective competition at the present time, and almost all brokers are, therefore,
members of one system in each local cammunity.

b. Marketing Interdependence

(1) The Necessity of OCooperation

As discussed in Section C.2., above, there are substantial economies in
pooling listings and in cooperative marketing. Maximizing the seller's price,
the buyer's satisfaction, and the broker's profits calls for maximizing the
exposure of properties for sale. To accomplish this efficiently in the
fragmented brokerage industry, the industry has chosen to market cooperatively.
This cooperative marketing is now formalized in most markets though the MLS. The
MLS has become the typical centralized market mechanism for the industry.

deag approximately 81 percent of sales of single family dwellings involve
a broker._g/ Where a broker is involved, 92 percent of homes are listed on the
M.S.36/ Approximately 53 percent of sales involving a broker involve two
different firms, and approximately 66 percent involve more than one broker.37/
Smaller firms, having fewer listings, have less chance of having an in-house
listing which is appropriate for a prospective buyer, and also less chance of
contacting on their own the optimal buyer for those listings they do have. Thus
their need for a MLS may be greater than that of larger firms.

It is now generally acknowleiged by real estate commentators that real
estate firms in general, and especially smaller firms and new entrants, depend on
the MLS in those markets where MLS systems exist.38/ This dependence is also a
measure of the interdependence among "campetitors,” for the MLSs are not
facilities separate fram the industry members. The brokerage function, when
performed through a multiple listing system, is accomplished by a system composed
virtually of the entire local industry. The MLS system with the individual local
firms as a group form the basic structure of the industry in most local

35/ FTC Consumer Survey, Screener sample of 1,333 sellers, cross
tab of Screener Question 9 by Screener Question 11, NFO pre-
liminary report, at 14.

FTC Consumer Survey, Screener Question 13.

FTC Consumer Survey, Seller Question 52.

gk

N. Miller, "The Changing Structure of Residential
Brokerage,"” California Real Estate (September 1979), at 22,
25. See also W. Milligan, "The Legalities of Broker
Cooperation, ™ California Real Estate (August 1976), at 43;
H. Miller, M. Starr, Current Law of California Real Estate
(1975), at § 2.14. This will be discussed further in Ch.
IV, Part C, dealing with the multiple listing system.
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markets .3—9/

(2) Steering

Dependence upon a common facility and the ocooperation of all the competitors
in the local market gives the appearance of the power to establish and maintain
prices.40/

While much of the competition in the industry is non-price competition for
the seller's exclusive listing, these exclusive listings give the listing brokers
a commission only if the property is sold within the listing period. However,
not all listings are sold within the listing period.4l/ Because brokers receive
nothing if a buyer is not produced, anything that lowers the chance that a
particular broker's listings will sell puts that broker at a competitive
disadvantage.

Buyers generally contact the broker before they have identified the specific
hame that they wish to buy. Common ways by which buyers choose brokers include
referrals and newspaper advertising.42/ The high percentage of cooperative sales
also indicates that the broker is identified first, and then the house is
identified with the aid of and under the influence of that particular broker.
Brokers are the intermediaries who are relied upon to aid the buyer in accessing
the market for housing.

Given the position of brokers as intermediaries between the buyers and the
housing market, brokers can substantially influence the search behavior of the
buyers.43/ Buyers cannot, nor would they want to, receive knowledge of the
entire inventory of homes for sale. The mark of a good broker is the ability to

39/ Historically, in many Boards which had multiple listing
services the listing contract was not even a contract bet-
ween the seller and the firm. Rather, it was a contract
between the seller and the local Board. See, e.q.,
California Real Estate (December 1923), at 22, 26.

See Ch. IV, Part G for a discussion of overt fee stabi-
Iization.

e &

The FTC MLS survey indicated that slightly fewer than 50% of
disseminated listings were sold. However, Consumer Survey,
Screener Question 14 indicated 25% of sellers lower their
price, perhaps during the listing period. This would show
up in MLS statistics as a new listing. Therefore, eli-
minating these listings, it appears that approximately 75%
of listings are sold.

42/ PTC Consumer Survey, Buyer Question 15.

43/ "[P]romotional efforts of the broker . . . are a significant
determinant of the number and type of buyers who are exposed
to the property." Generally, brokers influence time on the
market in a number of ways. D. Hempel, J. Belkin, D.
McLeavey, Duration of the Listing Period: An Empirical
Study of Housing Market Dynamics (University of Connecticut,
1977), at 45.
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exercise discretion in selecting houses to be shown to the buyer, so that the
buyer makes a choice to purchase after inspecting only a few homes.

Of course, brokers are interested not only in making the quickest possible
sale. To maximize their income, they must also consider the financial rewards
attached to selling the various houses which might be close to what the buyer
wants. Rational brokers can be expected to show to the buyer, and expend their
selling efforts on, those homes for which they will receive the highest
compensation.

Brokers will initially, of course, check their own inventory of listings to
see if they have an appropriate house for the buyer. If they have none, they
will then go to the MLS books. In selecting MLS properties to show, they will
oonsider both their short-run interest in receiving the maximum split and their
long-run profit maximizing interests as a listing broker in competition with
other listing brokers.

As discussed above, maximizing the sale price usually requires maximizing
the exposure of the property. The MLS is generally used by brokers to do this.
However, effective use of the MLS also requires giving the cooperating brokers
the incentive to show the hame. At a given price and in a given time period, a
property listed on the MLS at the prevailing commission rate and split has a
higher probability of selling than if that same property were listed at a lower
cammission rate and split. Alternative, discount brokers as a group have a
substantially lower cooperative sales rate and overall sales-to-listings ratio
than do the traditional brokers in their communities.44/ This may account for
the opinions of industry spokesmen that while discount brokers have always
existed to some degree in £§ ing sellers' markets, they seldom survive reces-
sionary market conditions

Brokers' short-run profit maximizing interest relates to the amount of the
split they will obtain if they are the procuring cause in the sale of the
particular house. For example, a "discount" broker who charges 4 percent and
splits 50/50 with the cooperating broker is, in effect, offering the cooperating
broker 2 percent if he or she procures the buyer. A "traditional" broker who
charges 6 percent and splits 50/50 is, in effect, offering the cooperating broker
3 percent of the transaction if he or she procures the buyer. Fram the
cooperating broker's point of view, the traditional broker in this example is
paying him or her 50 percent more than the discount broker. In many cases the
differential is even greater. These differentials in the potential incomes of
brokers who are dealing with prospective buyers appear to influence the showing
patterns of such brokers. Brokers appear to steer buyers toward the house listed
by the traditional, full-camission broker.46/ This tendency can be corrected

44/ see ch. IV, Part E for complete statistics relating to the
performance of alternative brokers.

45/ Clark Wallace, President, California Association of
Realtors, California Real Estate (April 1979), at 25; FTC
Alternative Brokers Survey, Section II.2.

46/ 1In addition to the commission revenues attached to the
particular sale, a rational broker would also consider the
cost of selling the particular house in order to maximize
his or her hourly income. The major factor here is the
relative price of the house compared to other comparable
houses for sale. Alternative brokers often try to convince
sellers to split their commission savings with buyers(by

(Cont inued)
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for if a "discount" broker is prepared to offer a cooperating broker a "standard"
percentage and absorb the entire reduction in commission him or herself. This,
of course, severely limits the amount of discount which a broker can offer and
still cover operating costs.

A second category of behavior by cooperating brokers may reflect a long-run
profit-maximizing behavior shared by almost all members of the industry. Many
brokers appear to recognize that given the peculiarities of their market,
reductions in commission rates by ane or two percentage points is not likely to
lead to a flood of sellers into the market. Virtually all competitors can come
close to matching each others' costs on any particular transaction, and therefore
are in a position to also match prices. If all firms were to compete with a
discount broker on price the total amount of business done might grow little if
at all and no firm, of course, might either lose or gain market share, but all
oould lose profits. Because most brokers can be presumed to realize these facts,
and because information on other brokers' pricing strategies is commonly
available, even if a discount broker offers a cooperating broker the same total
dollar amount for cooperating on a particular transaction as would a traditional
broker, the discounter still may obtain a somewhat lower rate of cooperation than
would a traditional broker. A traditional broker, in short, has at least some
incentive to generally steer away from cooperating on a discount broker's
listings. Brokers are aware of the inelastic demand for their industry's
services, and commission cutting has informally been considered a problem or an
evil practice within the industry.4?

One result of cooperating brokers' apparent tendency to steer buyers away
from the listings of discount brokers is that discount brokers may be at a
substantial disadvantage in marketing their listings. The industry view is that
steering is the logical extension of the principle that the cooperating broker is
a subagent of the seller and listing broker.48/ As a subagent of the various
sellers in the MLS, the cooperating broker owes few duties to a buyer. Thus,
steering the buyer away from a property which may be arguably more suitable than
other properties, but which would pay the broker less than other properties,
would ot violate any duty recognized by the industry. The problem of commission
uniformity and the alleged pattern of steering are, therefore, related to issues
involving the relationship of cooperative brokers and buyers as discussed in
Chapter IV.F., infra.

The structure of the MLS, the form of compensation of cooperating brokers,
and the natural tendency to steer, therefore make the system self-policing and
self-stabilizing. Each member, in pursuing his or her own individual interests,
also pursues any group interest in stabilizing and maintaining the cammission
rate., The pervasiveness of the ocooperative MLS coupled to the individual
incentives of the brokers appear to be key to understanding the pricing

reducing the asking price of the house in order to faci-
litate cooperative sales. However, the experience of the
alternative brokers indicates that the relatively minor
reduction in house price this savings might allow does not

offset the substantial reduction in the cooperating broker's
compensation.

S

Reprint from "The Brokers Roundtable," California Real
Estate (September 1965), at 32,

48/ M. Lasky, California Real Estate (October 1962), at 9. See
also C. Wallace, California Real Estate (April 1979), at 25,
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peculiarities of the present system.ﬁ/

¢c. Oonsumer Search Problems

(1) Overview

Consumers undertaking a real estate transaction are interested primarily in
selling or finding a home. Seconijarily, however, they hope to rationally select
a broker. While the prices charged by brokers can be determined with reasonable
objectivity, the subjective "quality" of the broker, like that of other infre-
quently used professionals, is generally beyond the ability of the oonsumer to
judge directly. The inability of consumers to judge quality in their selection
of brokers gives rise to two problems. First, there is the individual
competitor's susceptibility to damage from disparagement, and second, there is a
need to use labor-intensive techniques to cultivate sellers in order to obtain
listings.

(2) Disparagement and Harassment

The oconsumer's housing transaction is generally the largest financial
transaction of his or her life. Perhaps for this reason, consumers consider the
most important characteristic of a broker to be the broker's "honesty and
integtity."5_0/ Because of the importance of honesty and integrity and the
difficulty of judging those qualities, unfair disparagement of a competitor can
sometimes be an effective strategy in obtaining particular listings.

The Realtors seek to suppress disparagement through their Code of Ethics.
Article 23 of that Code, for example specifies that:

The Realtor shall not publicly disparage the business practice
of a competitor nor volunteer an opinion of a competitor's
transaction. If his opinion is sought and if the Realtor
deems it appropriate to respond, such opinion shall be
rendered with strict professional integrity and courtesy.S51/

While the Realtors may have been somewhat successful in discouraging this form of
criticism among traditional brokers, they allegedly have been less successful in
discouraging traditional brokers from disparaging discount brokers. A primary
problem reported by discount, alternative brokers has been the disparagement of

their business by other brokers.52/ Consumers appear to consider discount

49/ see Ch. IV, Part F for further detail concerning the
buyer/broker relationship.

FTC Consumer Survey, Seller Questidn 20, Buyers Question 29.

NAR, Interpretations of the Code of Ethics (1976), at 179.

S

FTC Alternative Broker Survey, Part V.
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brokers less reputable and ethical than traditional brokers.53/ We were unable
to determine an objective reason for this belief. It may be, however, that
consumers use "standard price" as a surrogate measure for "ethical behavior" or
the belief may be the result of the disparagement alleged by alternative brokers.

(3) Non—Price Competition

While price competition generally is not considered a useful method of
competing in this industry, non-price competition for an increased share of the
business being done in the market is intense.

As discussed above, the public finds it difficult to differentiate among
brokers.34/ Because of this inability to differentiate, and the consumer's
concern for honesty and integrity, friends, relatives, and referrals always have
been primary methods by which brokers acquire listings.55/ A result is that
brokerage firms, in their effort to acquire listings, continuously add or drop
brokers and salespersons in order to expand the firm's network of personal
ocontacts. Competition for listings becomes, in part, a competition for those
salespersons with the widest list of contacts.56/

Because of the "independent contractor”" status of salespersons and the
contingent form of their payment, firms traditionally have thought of sales labor
as almost free.57/ However, the addition of these resources and the entry of new
people into the industry does not appear to increase significantly the total
number of housing transactions. Rather, with an increase in the sales force in
the market, the number of transactions per licensee appears to have decreased.58/

33/ FTC Consumer Survey, Buyer Question 27, Seller Question
27. See Ch. 1V, Part E for more detail.

34/ N. Miller, California Real Estate (July 1979), at 22, 25.

55/ see, e.q., FTC Consumer Survey, Seller Question 17.

36/ Report of Interview With Sol Rabin, Ph.D., Coldwell Banker
(August 24, 1979).

ﬂ/ See : .

+ €.9., Fred E. Case, Residential Brokerage: Histor

Characteristics, Problems (1979), Part 5, at 5.

38/ William Brock, Preliminary Report to the FTC: Brock to

Serber Tape II (1979), at 1.
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III. INDUSTRY PERFORMANCE

In this Chapter we examine complementary sets of statistics from a variety
of sources. Each set of statistics relates to the performance characteristics of
the real estate brokerage industry. There are two broad gquestions which we
address by this means. The first question is whether the price structure in the
industry is as responsive to variations both in aggregate demand for services and
individual demand intensity as we might expect to find in a truly competitive
industry. The second question is whether the industry is sufficiently
competitive so that it supplies to consumers prepared to pay for it information
sufficient for such consumers both to select rationally among various firms and
to protect their interests in the brokerage process. To answer these questions,
we have sought information which would allow us to make comparisons both among
geographic markets and over time.

A. PRICES, (OSTS, AND RESOURCE UTILIZATION

1. Prices and Costs in Real Estate
Brokerage

The first aspect of industry performance we consider is the price charged
for real estate brokerage service. While it is common to evaluate the vigor of
price competition in an industry through the simple shorthand of examining the
profitability of the member firms,59/ that is widely recognized by experts as too
simplistic an approach. The lack of "high" profits does not necessarily indicate
lntense competition. "Low" profits may exist because of general inefficiency,
govermment regulatory policy,ég/ or other problems of adjusting supply to

23/ The usual approach to profitability is to attempt to measure
the rate of return on physical capital investment. 1In real
estate brokerage, however, such calculations would tell us
little. Brokerage firms typically invest little in physical
capital. Most brokerage profits represent a return to human
capital, i.e., skills, knowledge, and reputations possessed
by owners of firms and by brokers. Total profits as a per-
cent of physical capital would surely overstate the rate of
Leturn. Since we cannot measure brokers' investments in
human capital, we have no way to estimate rates of return in
2 meaningful way.

A frequently cited example of an industry in which prices
Were not competitively determined, but profit rates were
low, is the airline industry prior to rate deregulation.

"If there are multiple sellers . . . and price
competition is controlled but other forms of
competition are not, nonprice competition may
emerge, driving costs up on the more lucrative
products or services until supra-normal returns
erode. Airline regulation provides an illustra-

Cont i tion. Until reforms were introduced during:.the
( On\.lnued)
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demand. The hypothesis about the real estate brokerage industry that we are
examining is that firms are so interdependent, as a result of oooperative
brokering (particularly through the MLS system, where such a system exists), that
successful price competition is exceptionally difficult, and that vigorous
competition is displaced into promotional efforts to obtain listings, the
provision of services of marginal value, intensive advertising, or the expansion
of work forces beyond the levels that might normally be expected.

Our approach will be to examine directly several sources for evidence on
pricing patterns (using commission rates as a surrogate for prices). We consider
both the mathematical distribution of commission ratessf'thin markets and the
aggregate changes in commission fees earned over time.

a. The Evidence on Uniformity
of Commission Rates

An alleged high degree of cammission rate uniformity in the real estate
brokerage industry has been an important focus both of curiosity and of
criticism. In determining the underlying validity of the allegation, we have
chosen to treat brokers who quote identical commission rates as charging
identical prices.62/ wWe begin by examining the various statistical sources
available to us for evidence that might reveal patterns of price uniformity. We
then analyze this data to see whether such uniformity is most consistent with
vigorous price competition, with price fixing, or with same other explanation.

late 1970s, prices were higher relative to cost on
long flights than on short hops. . . . The ample
margins on long flights stimulated competitive
escalation in the number of flights offered,
leaving what appears to have been an inefficiently
large number of seats unfilled on the average
flight."” F.M. Scherer, Industrial Market
Structure and Economic Performance, Second Edition
(1980) at 485.

See also George W. Douglas and James C. Miller III, Economic
Requlation of Domestic Air Transport (1974), Chapters 6 and
7; and George C. Eads, "Competition in Domestic Trunk Airline
Industry,” in Phillips, ed., Promoting Competition in Regu-
lated Markets, at 16-39.

81/ High profits could temporarily exist due to fees being
increased by inflationary housing prices faster than
resources could enter.

82/ we recognize that there may be great qualitative and
quantitative differences among firms in the services they
provide to earn commissions nominally of the same amount.
We deemphasize changes in costs relative to prices because
of the problems with using industry profitability as a mea-
sure of the vigor of price competition. Ideally, what we
would like is a measure of the costs of selling an indi-
vidual home and the price obtained by the broker for the
sale. Since it is extremely difficult to quantify the many

characteristics of a broker's service, this is also not)a
Frnitfnl annrnanch
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(1) FIC Consumer Survey

In late 1979 and early 1980, the FTIC had a survey conducted of recent buyers
and sellers of homes regarding their personal experiences with brokers.63/ Each
member of the sampled population who had sold through a broker was asked the
cammission rate that had been quoted by his or her broker. The distribution of
the quoted rates is presented in Table III-1. Eighty-five percent of the sample
reported that it was quoted either a conmission rate of six percent or one of
seven percent.

TABLE III-1

National Sample of Quoted Cammission Rates a/
FTC Consumer Survey —— Screener Questionnaires

Commission Percent
Rate (Percent) Frequency of Total
Less than 5 29 3.1

5 41 4.4

5.5 4 .4

6 492 52.7

6.05 1 .1

6.5 10 1.1

7 302 32.3
Greater than 7 55 5.9
Totals 934 100.0

&/ This information was obtained from "screener" questionnaires mailed to
potential sellers. The screener produced a sample group which was
Subsequently interviewed by telephone for the balance of the survey.

§3/ National Family Opinion, Inc. (NFO) performed the suryey
under contract to the FTC. Additional details of the'survey
methodoloqy arc contained in the NFO report.
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Sellers also were asked whether before or at the time of sale, they were
given a de facto revision of the commission rate for which they had originally
ocontracted — that is whether they were charged a lower commission, received a
rebate, or were made a gift by their broker — and the cash value this change
represented. The rates initially contracted for and the actual rates paid are
presented in Table III-2. Thirty sellers out of a telephone survey of 382
reported receiving reductions which ranged from $100 to $3,500 in value.—/
Factoring in such "after-the-fact" reductions in prices, we found that while
eighty-five percent of the sellers surveyed were quoted either a six or seven
percent commission rate, seventy-eight percent actually were charged commissions
at those rates.

TABLE III-2

National Sample of Commission Rates a/
FTC Consumer Survey -- Second Wave

Camnission Rate Frequency Percent of Total
(Percent) Quoted  Actual Quoted  Actual
Less than 5 11 21 3.4 6.6
5 14 18 4.4 5.6

5-6 - 9 - : 2.8

6 170 160 52.7 49.6

6-7 6 6 1.9 1.9

7 103 90 31.9 27.9
Greater than 7 16 16 5.0 5.0
Totals 320 320 99.3 99.4

. egh‘)"e . t
¥ s regggtg@m etes%z 18 d}gfggg%ﬁrgmﬂggligt%ablgoﬁf-l.

$4/ Twenty-nine of the 30 were originally quoted a rate of
either 6% or 7%. Minor reductions below $L00" were ignored
in calculating actual rates.
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(2) RESPA Sample

In oonnection with monitoring the federal Real Estate Settlement Procedures
Act (RESPA), the Department of Housing and Urban Development (HUD) collected
three large samples of data (including real estate brokerage commission rates) in
1975, 1978, and 1979 fram copies of standardized HUD-1 forms.65/ All three
samples contained data from selected major U.S. cities and surrounding
areas.56/ 1In addition, the 1979 data included a large survey of HUD-1 forms from
all 50 states.

The samples included transactions on both new and existing (i.e., used)
homes. HUD-1 forms do not state whether a home was new, so the categories were
separated by using a proxy variable. If the seller's name was that of a company,
the sale was considered to be a new home. Only homes not sold by a company are
considered here. .67/ They are referred to as "households only."

The HUD-1 forms provide for either the percentage cammission rate (herein
referred to as "stated" rates) or the dollar amount of commission to be listed.
In some cases both might be listed.88/ which figure is provided probably
depends upon local custom or whether a rebate or disocount was given. For
example, if a rebate was given on a transaction originally involving a six
percent rate, then aone would expect the dollar amount of cammission to be shown
to keep the disclosure accurate.

Because the selling price of the home is also given on the HUD-1 forms, it
was possible to calculate the rate paid for those forms showing a dollar
cammission amount. We refer to these as "calculated" rates. When these
calculated rates were compared to the stated rates, the calculated rates were
found to be slightly lower on average. We oconclude, therefore, that the
calculated rates are a very conservative measure of the commission rates
actually paid, probably biased toward that minority of transactions which

65/ Analysis of the RESPA data appears in Michael Carney, Real
Estate Brokerage Commission Rates in the 1975, 1978, and
1979 RESPA Samples, 1980. HUD-1 forms are utilized
routinely by mortgage lenders to meet federal requirements
tolgisclose settlement or closing costs to home buyers and
sellers.

£6/ The markets involved are wider than cities. 1In 1975 data
was collected from all mortgage lenders in each of seven
counties. In 1978 and 1979 selected mortgage lenders in
major cities were surveyed, but again the data extends
beyond cities, because loans are made on residences in
surrounding areas.

81/ A more complete analysis including both new and existing
homes appears in Carney, supra note 65. Our study was con-
cerned only with residential resales. Developers and
builders selling new homes and housing tracts often involve
fact situations substantially different from those encoun-
tered by consumers trying to sell individual residences.
Developers often undertake most of the advertising and
selling functions themselves.

68/ Sample sizes of stated and calculated rates differ because
data is not complete on all HUD-1 forms.
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involved same form of rebate.

From the 50-state sample we obtained data on the national pattern of
rates.69/ They are presented in Table III-3. The patterns of stated and
calculated rates are similar to those of quoted and actual rates revealed by
the FIC Consumer Survey.

TABLE III-3

National Distribution of Stated and Calculated
Commission Rates — RESPA Sample, 1977
Households Only

Commission Frequency Percent of Total
Rate Stated Calculated Stated Calculated

Less than 5 268 259 5.6 9.1
5 449 237 9.4 8.3

5-6 —_— 86 - 3.0

6 2,734 1,467 57.4 51.3

6-7 - 50 - 1.7

7 1,171 659 24.6 23.0
Greater than 7 140 102 2.9 3.6
Totals 4,762 2,860 99.9 99.9

Distributions from the HUD-1 data of stated and calculated rates by "city"
(though the areas covered are actually larger) are presented in Tables III-4 amd
III-5. respectively. Rates cluster around either 6 percent or 7 percent in
individual cities, while the totals (like the national samples) tend to average
out these effects and hence present a bimodal distribution. City modes are
summarized in Table III-6 for ease of reference.

£9/ This data does not constitute a national probability
sample. Sample sizes from different states are not propor-
tional to state populations.
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AAAA

TABLE III-6

o Percentages of Calculated and Stated Commission
Rates At Modes of 6% and 7%, By City,
1975, 1978 and 1979 Households Only

v City Calculated Stated
‘“F Rate Rate
o 6% 7% 6% 1%
-1
i — — N
03¢
ﬁ“ 1975
1. Bridgeport 83 -- 918 -—-
2. Boston 56 — 84 —
3. Washington 68 -_— 74 --
4, Orlando -~ 51 -~ 56
5. Des Moines - 80 — 86
6. Denver -— 83 - 9]
7. Los Angeles 78 -_— 82 -~
978
3. Washington 72 - 74 —
1. Los Angeles 78 -_ 77 -
8. Houston 80 — 80 --
9. Columbus 56 33 61 32
10. Atlanta — 69 — 69
11. Rochester 51 29 66 31
12, Portland — 56 — 55
13, Seattle -— 69 -— 78
1979
1. Boston 53 - 73 -
2. Denver — 59 — 62
3. Washington 84 — 86 —
, 4. Jacksonville - 30 - 50
5. Los Angeles 80 - 83 -—-
6. St. Louis 86 — 90 —
7. San Antonio 82 -—- 86 —
8. Seattle - 57 31 56
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A total of 16 cities is reported, though not all cities appear in each
sample. In all cities but Jacksonville the majority of transactions takes place
at a single calculated commission rate (6% in some cities; 7% in others). 1In
seven cities, 80 percent or more of the transactions occur at a single calculated
rate in at least one year, and in 11 out of the 16 cities, 80 percent or more
take place at either 6 percent or 7 percent.

More information would be needed to explain the tendency toward bimodality
that appears in some areas, but we can offer some possibilities. Because the
markets involved are wider than cities, there may be neighborhood or other intra-
market differences in the standard rate. Even within cities, the difference may
reflect the fact that it is more difficult to sell a house in some neigborhoods
than others.

(3) MLS Listing Book Samples

As part of our investigation, five metropolitan areas were studied in
depth. These areas were Boston, Massachusetts; Jacksonville, Florida; Los
Angeles, California; Minneapolis/St. Paul, Minnesota; and Seattle, Washington.
For these areas MLS listing books were obtained fram local MLSs 16 Where
possible, books were obtained for sample periods in both 1978 and 1979.

Most local markets were found to have modes at either six or seven
percent. These are the "normal” modes for virtually all markets, and nationwide,
a high percentage of real estate brokerage transactions occurred at a comission
rate of one or the other.

In all cities except Jacksonville the MLS books showed the full commission
rate at which each hame was listed. It was thus possible to estimate the
distribution of listed commission rates by sampling the listings in the MLS
listing books. For each MLS book at least 100 randomly chosen home listings were
sampled. Only residential resales were included in the sample.

Table III-7 shows the results of this sampling of MLS listing books. The
pattern is similar to that seen in the other surveys, especially the RESPA data
for cities summarized in Table III-6

10/ Not all areas of Greater Los Angeles were studied.
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TABLE III-7

Percentage of Listed Commission Rates at 5%, 6%, and 7%,
Residential Resales Only, MLS Listing Book Sample

1978 1979

Listed Commission Rates: 5% 6% 7% 5% 6% 7%
Boston (a)

GBB-MLS 5% 708  22% 2% 1% 25%
Quincy/So. Shore-MLS 47% 49% 1% 46% 53%
Cent. Middlesex-MLS 10% 85% 43 -NA-

Los Angeles (b)

SFVB MLS 8% 86% 3% -NA-

LA/BH MLS 10% 86% -NA-

United MLS -NA- 80%
Minneapolis/St. Paul (c)

Minn-MLS 4% 9% 86% 2% 9% 85%
St. Paul-MLS 3% 46% S0% 3% 37% 43%
Seattle (d)

EBA-MLS 8% 90% 9% 89%
SW-MLS 138 84% 8% 90%
NBA-MLS 8% 91s 9% 89%
Sources: (a) Greater Boston Board Multiple Listings Service,

(b)

(c)

(@

August 1978 and March 1979; Quincy/South Shore Multiple Listing

Service, August 1978 and March 1979; Central Middlesex Multiple
Listing Service, August 1978.

San Fernando Valley Board Multiple Listing Service "Summary"
(Listings) dated 3/6/79; Los Angeles/ Beverly Hills Boards
Multiple Listing Service "Cumulative Indexes" dated 1/1/78 to
12/31/78; United Multiple Listing Service, current listing set
obtained 3/7/79.

Minneapolis Multiple Listing Service, dated
August 1978 and March 1979; St. Paul Multiple Listing Service,
dated August 1978 and 1979.

Eastside Brokers Association, June 1978 and

October 1978; Northend Brokers Association,

June 1978 and October 1978; South-West Multiple Listng, June 1978
and October 1978.
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(4) Analysis of Commission
Rate Uniformity

Table III-4 suggests that, on average, about ten percent of transactions in
the cities which we examined involved a stated commission rate of less than six
percent, and that fg?i fewer than four percent of transactions was the stated rate
below five percent"_d/ Fram our survey of alternative brokers, it seems apparent
that few such firms have been able to long survive while consistently charging
sellers less than a five percent commission, even if these firms have sought to
cut their operating ts and have chosen to offer a somewhat reduced range of
brokerage services ./

We expect that in a competitively priced market a greater range of
commission rates and services would be offered, especially on the low side of the
scale. However, we do not know exactly how low competitive rates would qgo, nor
do we know how much the variability in rates and services might increase.

Some observers of the real estate brokerage industry find it odd that the
shrewd, entrepreneurial, risk-taking broker willing to base commissions directly
on his or her own estimate of the difficulty of selling a particular property
appears to be absent from all geographic markets. Instead, firms which charge a
oonstant percentage commission from transaction to transaction, appear to be the
rule (exceptions existing only for a very unusual property such as a large
estate).

Basic economic theory, as well as history, teaches that it is difficult to
create a cartel which can effectively maintain prices over time. The greater the
number of participants in a cartel, the likelier it is that one or more will
start to cheat on the other members by offering covert discounts. The phenomenon
of cartels in each local market for residential brokerage service in this ocountry
has, therefore, seemed to be an unlikely explanation for the observed pattern of
virtually uniform pricing in each local market.

According to the historical record, brokerage commission rates at one time
were defined in most local markets by mutual agreement among brokers to adhere to
a particular price list. This is price fixing, and the brokers appear to have
been establishing cartels. But the mere existence of a price list and the mere
promise to adhere to it usually are not enough to prevent at least same firms
from seeking to compete against the cartel price. The question then is what the
mechanism of enforcement might have been and why, with the official abolition of
such lists and the repeated reminders issued by brokers' trade associations that
price competition is now permissible, so little of it is observed today.

Local professional associations, at one time, might have been prepared to
expel those who cheated on the cartel price and it is not inconceivable that some
state requlatory bodies might have lent their weight to efforts to stabilize
prices. The question remains why brokers accepted a restraint on their freedom
to set their own prices. We hypothesize that it is because price stability has

11/ Sstated rates provide a better guide to the extent of
price variation associated with service than do calculated
rates. Calculated rates reflect concessions made by brokers
after the listing was signed. These generally do not
reflect reduced service but rather attempts by brokers to
close a deal by reducing the difference between a buyer's
offer price and the net price received by the seller.

12/ sSee Ch. 1IV.E.
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gone hand in hand with efficient cooperation in selling. We believe that it is
the interdependent, cooperative relationship among brokers that has been a
critical element first in fostering and then in maintaining uniformity in
comnission rates, and that explicit agreement is not necessary for the
stabilizing mechanism to work.

The commission rate employed in any local market probably is related to the
elasticity of consumer demand. Prices do not drift, we hypothesize, because
price—cutters will lose the crucially valuable ocooperation of their fellow
brokers.

If interdependence were the sole factor in determining rates, we would
expect the use of a particular rate to be primarily a local phenomenon. That is,
while we might expect to find roughly uniform rates within any local market, we
might also expect to finmd a greater degree of variation among different
geographic markets, depending on historical experience, and such other factors as
average selling price for homes, degree of urbanization, demand for housing, and
so forth. However, we found local markets to consistently have commission modes
at either six or seven percent. These are the "normal" modes for virtually all
markets, regardless of how they might vary from one another, and nationwide a
very high percentage of real estate brokerage transactions occurred at a
commission rate of one or the other.’3/ Six percent, however, apparently was the
rate most frequently provided for in the last officially sanctioned schedules of
commissions used in most communities.

It can be argued in defense of basically uniform rates that they lessen
consumer search costs along at least one spectrum—-price. But in the absence of
public ar private regulation, general uniformity of prices also usually will
attract entrepreneurs into the market seeking to exploit and play against the
very fact that oconsumers perceive all other competitors to offer identical
services at non-competitive prices.

Constant percentage commissions ocould be justified on the basis of
difficulty of sale, if sales frequency did in fact decline systematically as
prices increased over a broad range of offerings. No such relationship emerges
from Table III-8. Sales frequency appears to be distributed fairly evenly among
price categories below $80,000, a range that included more than seventy-five
percent of the sales of existing homes in 1978.

A competitive market should drive prices down to the level of costs. Many
costs of selling, e.g., the cost of listing a hame on the MLS, appear to be the
same for all homes. All things being equal, this would imply that the actual
dollar amount of commission paid should more nearly reflect actual cost of each
individual ficm.

While each broker must average out his or her commissions to cover all
expenditures — those relating to properties sold and those relating to
properties for which no buyer is ever found -- we expected to see more variation
1n cammission rates among firms, simply because we expected same firms to be more
efficient, more aggressive, or more successful than others and to capitalize on
this advantage in the way suggested by traditional econamic analysis. We
expected to see many more firms attempting, in the process of campetition, to
successfully "skim" the market by holding their prices close to their estimated
variable costs than we did. The degree of rate uniformity we found clearly is
inconsistent with a market characterized by the particular kind of vigorous
competition common in many other markets.

13/ see ch. IV, Parts C and G for discussions of fee stabi-
1ization activities which originally contributed/ 'to' 'the
nationwide uniformity.
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TABLE III-8

Percentage Distribution of Existing Single
Family Home Sales by Price Class

1978 a/
Price Class
($'s) Percentage

19,999 or under 5.4
20,000 - 29,999 12.5
30,000 - 39,000 17.4
40,000 - 49,999 16.8
50,000 - 59,999 14.0
60,000 - 69,999 11.3
70,000 - 79,999 7.3
80,000 - 89,999 4.8
90,000 - 99,999 3.2
100,000 - 119,999 2.8
120,000 - 159,999 2.8
160,000 - 199,999 1.0
200,000 - 249,999 0.4
250,000 and over 0.3

Total 100.0

8/ Source: National Association of Realtors, Division of Economics
and Research, Existing Homes Sales 1978, Table 9.

b. OCommission Per Sale —
Annual Rates of Growth

Having studied the dispersal of commissions, we next turn to an examination
of their level.

Commission per sale is a measure of broker compensation. By measuring the
growth of commissions over the past 30 years, we can compare it with the growth
in compensation for other labor services over the same period. Since there is no
way to measure commissions directly, we must estimate their growth indirectly
from data available on the price of homes. If we knew that all brokers had
charged the same cammission rate over the period in question, then it would be a
simple matter to derive yearly estimates of average commission dollars per sale
by multiplying the uniform rate times the average price of a home for each year
and dividing by the number of sales.
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Since we cannot observe commission rates on a transaction-by- transaction
basis, we cannot compute yearly estimates of average commissions. Nevertheless,
it is possible to get a conservative estimate of the rate of growth of
commissions. To do so we shall first make two assumptions:

1. The average commission rate has been constant since 1950.

2. If there is a relationship between commission
rate charged and the price of a house (relative
to the price of other houses), it did mot change materially
between 1950 and 1980.

Taken together these two assumptions imply that the average commission per sale
has increased at the same rate as the average price of homes sold.

How much violence do these assumptions do to reality? If anything, they
appear to understate substantially the growth in commissions. While there may be
marginally more rebates or reductions from the standard rates today than in 1950,
the evidence discussed in Section a.(l) above suggests that they are still
relatively few.

Of much greater significance are the standard (modal) rates themselves. The
evidence which exists indicates that commission rates rose from 5 to 6 or even 7
percent in most areas of the country between 1960 and 1979.74/

Keeping in mind the understatement caused by the assumptions, we examine the
data on average and median prices of new and existing homes as presented in Table
III-9, together with the average annual rate of growth for the period 1968 to
1978 for each series.’>/

,15/ Prof. Fred E. Case, co-founder of the UCLA Housing, Real
Estate and Urban Land Center, a nationally-recognized
brokerage scholar, estimates that nationwide the average
cogm;:sionlggge went from 2; in11267 to somewher: between 6%
an n . Case, Residential Brokerage; Histor
Characteristics, Problems, supra, note 57, at 1-5. See also
Chapter 1V, Part G.

In the RESPA national sample, only 9.1% of transactions in
1979 are at a rate lower than 5%. Eighty-three percent are
at rates greater than 5%.

15/ the natural series to use would be average price of existing
homes. The National Association of Realtors has been col-
lecting prices of existing home sales only since 1968. The
Bureau of the Census has published average and median prices
of new homes for each year since 1963, and the series on
median prices can be extended back (with interruptions) using
decennial census data from 1950 and 1960 and surveys made by
the Bureau of Labor Statistics in 1954, 1955, and (1956.
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TABLE III-9

Average and Median Sales Prices of Existing And
New One-Family Houses for the United States

Average Price Median Price
Year Existing (a) New (b) Existing (a) New (b)
1979 $71,900 p $62,900 p
1978 $55,500 62,500 $48,700 55,700
1977 47,900 54,200 42,900 48,800
1976 42,200 48,000 38,100 44,200
1975 39,000 42,600 35,300 39,300
1974 35,800 38,900 32,000 35,900
1973 32,900 35,500 28,900 32,500
1972 30,100 30,500 26,700 27,600
1971 28,100 28,300 24,800 25,200
1970 25,700 26,600 23,000 23,400
1969 23,700 27,900 21,800 25,600
1968 22,300 26,600 20,100 24,700
1967 24,600 22,700
1966 23,300 21,400
1965 21,500 20,100
1964 20,500 18,900
1963 19,300 18,000
1959 15,200
1956 14,300
1955 13,700
1954 12,300
1950 8,800
Average Compound
Annual Percentage
Increase 1968 - 1978 9.5 8.9 9.3 8.5

Sources: (a) National Association of Realtors, Division of
Economics and Research, Existing Home Sales
1978, Table 14, at 39.

(b) 1963-1979: U.S. Department of Commerce, Bureau
of the Census, Construction Starts Branch, Con-
struction Reports. 1979 figures were preliminary.

1959: Estimated from 1960 U.S. Census of Housing,
Volumes II amd V.
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(TABLE III-9 continued)

1954-56: U.S. Department of Labor, Bureau of Labor
Statistics, Bulletin 1231, New Housing and Its
Materials, 1940 and 1956, Table 8, at 38.

1950: 1950 U.S. Census of Housing, Volume IV.

Notes: Prices for 1954, 1955, and 1956 are "proposed
selling prices" indicated by builders.

1959 price is value reported by owner.

For 1963-1979 and for 1950 the data equals actual
sales prices.

p - 1979 prices were preliminary estimates.

Since we are interested only in growth rates, the median price of new homes,
rather than the average price of existing homes, is acceptable for our
purpcses, The four series grow at about the same rate during the period for
which they overlap, and the median new-house price, as the table reveals,
exhibits the slowest growth rate, lending another conservative bias to our
estimate of growth in commissions.

C. Oomparison of Commission Growth
Rates with Other Data

Average cammission per sale is the average cost of brokerage services to the
seller associated with selling a house. Over time, the increase in this cost
must be due either to an increase in the compensation received by brokers for
work performed, an increase in the amount of work performed to make a sale, or a
combination of both.

For purposes of exposition let us make the temporary assumption that the
entire increase in average commission represents an increase in compensation.

Let us further assume (also temporarily) that, on average, the number of
transactions per year handled by a broker has not changed, and that there is also

no change in the relative proportion of his or her time that a broker spends
selling houses.



- 60 -

TABLE III-10

Comparison of Growth in
Estimated Compensation

Compound Annual Total Percent
Rate of Growth Increase
1950-1963 1963-1979 1950-1979
Real Estate Commissions (a) 5.66 8.13 615
Salaries of Professional,
Administrative and
Technical Support
Workers (b) 5.9 )
) 366
Wage of Salary Income )
of all Male Professional, )
Technical or Administra- )
tive Workers (c) 4.9 )
Salaries of Clerical (b) 5.8 )
) 337
Wage or Salary Income )
or all Male Clerical )
Workers (c) 4.5 )

Sources: (a) Computed from Table III-9.
(b) U.S. Department of Labor, Bureau of Labor Statistics,
Bulletin 2004, National Survey Professional
mnisttatfve, 'rechnIcal, ﬁ Clerical Pay,
(March 1978), Table 1, at (with update for 1979)

(c) U.S. Department of Commerce, Bureau of the Census,
Current Population Reports, Series P.60, No. 69;

Incame Growth Rates in 1939 to 1968 for Persons by Occupations and
Industry Groups, Table 17, a .
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Under these assumptions, average commission corresponds exactly to a wage
(i.e., a measure of compensation per unit of time spent working), and it makes
sense to compare the rate at which commissions have grown over time with the
growth rate of wages for other activities.

The years for which we have an unbroken series of estimated commissions
(1963-1979) ooincide almost exactly with those during which the Bureau of Labor
Statistics conducted its annual survey of white collar salaries (1961-1979).
Annual rates of growth of the two series are compared in Table III-10. Owver the
16 years of overlap, commissions grew at a rate more than two points (or more
than one-third) faster.’6

Between 1950 and 1979, consumer prices increased by 204 percent.lz/ As
Table III-10 indicates, the increase in salaries of white collar workers was 366
percent for this period, while estimated average commissions rose by 615 percent
— roughly three times the percentage increase in consumer prices.

If, instead of assuming no increase in prevailing commission rates, one were
to make the most likely assumption that it increased from 5 to 6 percent in most
areas at some time during this period, cammissions would be increased by 758
percent — more than twice the increase in white collar salaries.

This is not to say that individual brokers have actually experienced such an
increase in earnings. Rather, since entry into this occupdtion is relatively
easy, we believe that the numbers of salespersons and brokers has increased and
that each broker (on average) handles fewer transactions now than in the past.
They may spend more time and resources competing for each 1listing, and they may
spend more time finding buyers. Thus, while industry revenues have increased
greatly, these may be spread among more individual brokers and salespersons.

Studies of the productivity of real estate agents support this view.
Gillies and Mittelbach found that the number of real estate licensees in
California increased by 47 percent between 1950 and 1956, while the total number
of transactions handled by brokers increased by only 31 percent.’8/ Thus,
transactions per licensee fell by 11 percent over the period. Fred Case reports
that, on a nmational béi&?’ transactions per licensee declined by about 7 percent
between 1967 and 1975.

All persons licensed to sell or broker are not, of course, engaged in doing
0, and the proportion of licensees employed in actual practice or full-time
practice is not stable over time. When real estate markets are active, the
average licensee is more inclined to be in the business of brokerage than when
conditions are slow, so that statistics may tend to overstate productivity as the
market heats up by failing to accurately capture the number of persons actually
employed in the business.

16/ For years prior to 1963 the table utilizes annual income
figures reported in Current Population Reports by the Bureau
of the Census.

S

gnguted from Economic Report of the President (1980), Table

2

James Gillies and Frank Mittelbach, "The Real Estate
Commission Rate" California Real Estate Magazine (June
1959), at 23.

g

Case, supra, note 57, at 1-5. One cannot say that this
represents a trend since there is considerable year-to-year
fluctuation.
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A recent study commissioned by the NAR appears to take account of this
problem. Arthur D. Little, Inc. reported that:

Salesperson transactions rates in the residential real estate
brokerage industry (houses listed or sold per unit time per full-
time equivalent salesperson) have been decreasing in recent years.

The report goes on to state that reasons for declining productivity include a
tendency for firms to compete by adding staff or increasing services to clients
rather than reducing price.80/

Based on these studies and extensive ocontacts with industry representatives
nationwide, we conclude that brokerage industry productivity, measured by sales
per licensee over time, has almost certainly declined in recent years.8l/

2. Implications of the Pricing of
Brokerage Services for Performance

a. The Cost of Brokerage

When market forces are prevented from driving prices to their lowest
competitive levels, the clearest and most obvious effect is that consumers pay
more than they would in the absence of restrictions on price competition. While
we do not know what average cammission rates would turn out to be in a truly
price competitive market for real estate brokerage services and cannot therefore
calculate precisely any consumer injury or the trade-offs that may result from
artificial price levels, we can illustrate why the topic is one of importance.

The data in Table III-1 through III-3 suggest that, conservatively speaking,
80 percent of sales of existing homes made through brokers entail payment of a
brokerage commission equal to or greater than 6 percent of the sales price. Our
consumer survey also indicate that better than 80 percent of all sales of such
homes are made through brokers.82/ These estimates imply that approximately 64

80/ vincent Giuliano, et al., The Challenge of Success, report
of an independent study commissioned by the National
Association of Realtors (Cambridge, Mass.: Arthur D.
Little, Inc., 1979), at 71-72 (hereinafter, A.D. Little).

81/ Statistics relating to the percentage of the population
holding a real estate license also indicate declining pro-
ductivity. At the top of the active market of the 1920's
one person in every 80 in California held a real estate
license. The Depression reduced this to below one in every
200. Since then, however, the proportion of the population
holding licenses has increased steadily. Today one person
in every 50 in California is a real estate licensee.
Industry literature statements also substantiate this
pattern. See Ch., IV, Part A.2.4.

82/ F{C Consumer Survey, Cross Tab of Screener Questions 9 and
11.
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percent of existing homes sold in the United States are sold subject to a
commission of at least 6 percent. What might the savings be from a 1 percent
reduction in the "standard” 6 percent rate? According to the NAR, the ,_71
dollar volume of existing family homes sales in 1978 was $216.7 billion
Sixty-four percent of that figure is approximately $139 billion, and a one-point
reduction in commissions on thg homes would have yielded a saving to consumers
of over $1.3 billion for 1978

b. Long-run Implications
of the Level of Rates

(1) The Use of Brokers

If brokerage commissions were lower the number of transactions handled by
brokers might slightly increase. We have no estimate as to how many sellers not
currently utilizing brokers would choose to do so at lower commission rates, but
the number would appear to be fairly small in view of the relative inelasticity
of the demand for brokerage services (as discussed in Ch. II).

A more significant effect of reduced commissions on resource allocation
would appear to be a reduction in the number of firms and salespersons. That
effect is discussed below.

(2) The Number of Brokers

When the rewards for any occupation are inflated, the occupational choices
of individuals are distorted, and, in the absence of barriers to entry, people
will enter that occupation in excess numbers — in essence bidding away those
higher rewards by lowering the productive value of each worker in the industry.
If there are in fact higher-than-campetitive commissions in the brokerage
industry, that can be expected to have had the effect of attracting excess entry
into the business of selling real estate. The goods and services such
individuals would have produced in alternative fields will have been lost to the
economy and are a measure of resource misallocation.85/ Fred Case estimates that
in 1979, there were 819,000 brokers and 1,218,000 salespersons licensed in the

83/ National Association of Realtors, Division of Economics and
Research, Existing Home Sales 1978, Table 6, at 3l.

84 Our earlier analysis of price trends indicates that a
reduction of at least two points would be necessary to eli-
minate the differential between increases in commissions and
increases in salaries for other white collar workers.

85/ This foregone alternative production is actually a measure
of the maximum resource misallocation loss and would be a
strictly correct measure only if consumers derived no value
from the increase in real estate services over what a com-
petitive market would have provided. The value of such ser-
vices would appear to be small when compared with the exces-
sive amount of brokerage services apparently available.
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u.s.8¢/ 1f only 10 percent of those salespersons had been attracted as surplus
workers into the business of brokerage by the apparent opportunity to earn
higher-than-competitive commission rates, and if their average productive value
in alternative endeavors had only been $10,000 9 year, foregone production would
still have totalled in excess of $1.2 billion.8%/

3. Conclusions

The evidence indicates that brokerage commission rates are quite uniform
within local markets. In most markets, the prevailing rate is either 6 or 7
percent. Furthermore, the dollar value of commission fees per transaction has
increased very substantially in recent years when compared to the general rate of
inflation or the incomes of other white collar workers. At the same time, there
is at least some evidence that brokerage industry productivity apparently has
declined in recent years.

Available statistics, therefore, strongly suggest that forces other than
free competition are affecting the level at which commission rates are set.

B. OONSUMER INFORMATION AND SERVICE

1. Introduction

This section describes the performance of the real estate brokerage industry
in terms of the information and services provided to consumers and notes some of
the problems that arise in the course of the broker/client relationship.

Real estate brokerage essentially is an information industry. Brokers
provide information useful to consumers in two types of search
endeavors: choosing a principal brokerage firm with which to deal in buying and
selling a house, and choosing from among the offerings that the firm subsequently
presents for consideration. Brokers and salespeople advertise and promote
themselves in an effort to convince sellers and buyers to use their particular
firm, and in the process may provide information about the fees and services they
can offer. Additionally, brokers and salespeople help buyers search for homes and
sellers search for buyers. In this activity they perform both the market-
making function, matching buyers and sellers, and a representation function of
negotiating for and advising consumers about their alternative choices.

In this section the nature of the information and service which brokers and
salespeople provide to consumers in these various capacities is briefly analyzed.

86/ Case, supra, note 57, at 1l-3.

81/ Case, supra, mote 57, at 1-5, estimates that the average
real estate licensee sells about two homes per year. Even
if two-thirds of licensees are inactive, transactions per
active licensee would still be only about six per  year.
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2. Information Reqgarding the Search for a Broker

., Four out of five consumers search for a broker prior to the sale or purchase
of a home.88/ The selection of a broker can be confusing and difficult. What
role d brokers play in this search?

To determine how brokers perform in this process, we pursued two questions:

(1) Are consumers aware of important fundamentals, such as variations in
price and service, needed to select a broker rationally?; and

(2) Do brokers compete in providing consumers with adequate information for
consumers to discriminate rationally in their selection of a broker?

Our evidence indicates that consumers usually are unaware of two key
fundamentals of broker selection, and that brokers today generally are not a
particularly good source for the important information needed for informed
consumer choice. We will examine the evidence regarding first sellers and then
buyers.

a. Sellers

The FIC's Los Angeles Regional staff, working through the national marketing
research firm of National Family Opinion, Inc. (NFO), surveyed samples of hame
buyers and sellers throughout the United States in late 1979 and early 1980.89/

To evaluate the status of consumer knowledge and of broker information
services, the FTC and NFO staffs designed survey questions to explore the issues
of fee negotiability and the role the broker plays in the transaction. These
issues are central to consumer knowledge about the prices brokers charge and the
services brokers provide, respectively. If they misunderstand these central
facts about prices and services, consumers lack important information needed to
make informed selections among brokers. _

Specifically, we examined: (1) the extent to which consumers understand
that commission rates are not fixed by law or otherwise, and may therefore be
negotiated; and (2) the extent to which consumers understand the role the broker
will play in the real estate transactions, including the duties owed by brokers
to the various parties.

Our survey results reveal a low level of seller knowledge or understanding
of these two key aspects of the brokerage transaction.

88/ See FTC Consumer Survey Exhibit, Screener Question 1l.

89/ For a more detailed report and analysis of the FTC Consumers
Survey see Consumers' Experiences with Real Estate
Brokers: A Report on the Consumer Survey of the Federal
Trade Commission's Residential Real Estate Brokerage
Investigation, an FTC staff report written by Gerard R.
Butters. See also the Report of the FTC Real Estate

Brokerage Consumer Survey from National Family Opinion,
Inc., 1980.
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(1) Seller Knowledge of Fee
Negotiability

A substantial number of recent home sellers believed that commission rates
are fixed by law or by the local Board of Realtors. Seller Question 36 asked:
"How do you think commission percentage rates are determined?" About half of the
sellers questioned said they had no idea how commission rates are determined. 1In
addition, approximately 10 percent of the sellers construed the question as
referring to the calculation technique used, answering that rates are set "by
percentage."” Of the remaining 40 percent of the sellers, approximate%gg?o
percent believed that rates are fixed by law or by Boards of Realtors.

Seller Question 60 asked for a response to the statement, "commission
percentage rates are fixed by law." A total of 27 percent of all sellers agreed
or agreed strongly with this statement. As the results from Question 36
demonstrate, consumers often cite other possible sources of fixed commission
rates, such as Boards of Realtors. Since Question 60 only mentions the law as a
source of commission rates, the 27 percent figure represents only one part of the
larger oconsumer group which believes the rates are fixed by one source or
another.

Exactly 60 percent of those responding to Question 60 did not disagree with
the statement. Thus as many as three-fifths of recent sellers may have been
unaware of the negotiability of commission rates.

Our Alternative Brokers Survey, which sampled the views of 147 alternative
brokers nationwide in 1979-80, also revealed that consumer ignorance of fee
negotiability is widespread and may be a barrier that must be hurdled by would-be
price-campetitive brokers. Question 13 (Part V) in that survey asked the
alternative brokers to indicate the occurrence, on a scale fram "frequent"™ to
"never,"” of the problem of "[c]onsumer belief that commission rates are fixed by
law or are otherwise non-negotiable.” The brokers indicated this mistaken belief
was their second most prevalent problem: 62 percent of the brokers indicated the
problem was "frequent" in their first year of operations; 91 percent found it at
least an "occasional® problem in the first year.

20/ Of these 40% of the sellers, 44% answered that rates are
set by law or Boards of Realtors. Most of the remaining
sellers answered that rates were set by the realty company,
according to the classification scheme used by NFO staff.
However, a portion of this latter group answered that the
rates are "fixed by the Realtors," a response which may
indicate a belief that the Boards of Realtors fixed the
rates. If a portion of this group is added to the 44%
figure given above, then it may be raised to the 50% figure
given in the text. Some bias may have been introduced by
the way in which the question was phrased. For example, the
word "determined"” may have suggested to at least some res-
pondents that the correct response was to mention some
specific human agency rather than a term such as “"the
market.® Bias of this type exists, inevitably, in any
attempt to conduct a survey, and must be borne in mind in
interpreting the resulting data.
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(2) Seller Knowledge of the
Role of the Broker

Our Survey also indicates that sellers do mot perceive the role the broker
plays in the transaction in the same way brokers do. The general industry view
is that as a legal matter the broker or salesperson working with the buyer
represents the seller and not the buyer, even if the broker who has a contract
with the seller works for a different brokerage firm. In particular, according
to the industry view, once negotiations between the buyer and a seller begin, it
is the duty of the broker working with the buyer to obtain the highest possible
price for the seller. This notion of "representation" is explained further in
the remainder of this chapter and in Chapter IV.F. below.

In contrast, most of the sellers of homes in our survey expressed their
belief that the broker working with the buyer "represents" the buyer. In
response to Seller Question 50, which asked "Who do you think the other agent was
representing?,” 81 percent of the sellers who expressed an opinion said that the
other broker in the transaction represented either the buyer or the buyer and the
seller. Only 6.3 percent of the sellers held the industry view that the broker
represents the seller only. A total of 11 percent of the sellers indicated a
belief that the broker working with the buyer in fact represents himself or
herself.

These figures include a number of cases in which the buyer and seller used
the same broker, so there was in reality no "other broker." Removing these cases
from the sample, 82 percent of the remai?é£7 sellers responded that the broker
represented the buyer and not the seller.

In interpreting these results, it must be recognized that since the survey
questions did not define the term "representing,"™ consumers may attach a
different meaning to the term than the legalistic meaning understood by real
estate attorneys and brokers. For example, buyers may be responding in part to
the fact that brokers provide buyers with general market information, useful
advice oconcerning the selection of houses to inspect, presenting an offer to the
seller, help in obtaining a loan, or other services.

(3) Broker Role in Providing
Information

Our secord inquiry concerns the information brokers provide to help sellers
in the choice of brokers.

The high level of unawareness among recent sellers indicates that the
disclosures brokers make today are not generally effective in providing to
consumers information on either the negotiability of fees or the presumed legal
role of brokers. The lack of awareness of recent sellers suggests that many
brokers simply may not provide this information to consumers. This suggestion is

s/ See FTC Consumer Survey Exhibit, Seller cross-tab comparing
Question 50 with Question 52 ('Was the agent the buyer used
from the same firm as your agent or a different firm?").
About 10% of the sellers answered "don't know" to Question
50. If these sellers are included in the sample, then the
percentage of sellers who responded that the broker repre-
sented the buyer and the not the seller is reduced to 74.4%.
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supported by the findings in our five City Summaries,gg/ our consumer survey,gé/
and our interviews with brokerage industry experts nationwide

The sellers results also suggest one reason why brokers might not perceive
it in their interest to provide this information: Sellers who think rates are
negotigg e are more likely to bargain over fees than those who think rates are
fixed

In general, the trend of all of our correlations between the degree of
seller's exposure to the brokerage process and knowledge of the intricacies of
the brokerage transaction reveals no significant relationship between these two
variables. For example, the number of homes bought or sold by the seller does

not oorrelate significantly with increased knowledge that commission rates are
negotiable .J

b. Buyers

The results from the buyers questions in the FIC Consumer Survey reveal a

pattern of consumer unawareness and ineffective broker disclosure similar to the
pattern with sellers.

(1) Buyer Knowledge of Fee
Neqotiability

Buyer Question 39 asked: How do you think real estate commission percentage
rates are determined?"” Almost exactly half of our buyers sample said they did
not know how commission rates are set. An additional 18 percent of the
respondents construed the question as referring to the calculation technique
used, answering that rates are set "by percentage."” When both of these groups

92/ see generally, City Summaries of FTC staff studies of
brokerage markets in Los Angeles, Seattle, Boston,
Minneapolis-St. Paul, and Jacksonville.

93/ seller Question 40 asked for comments about commission rates

made by the seller's broker. Only 6.4% of the sellers said
that their brokers told them that commission rates are
negotiable.

24/ the consumer belief that fees are not negotiable may reflect
the fact that in most cases brokers will not negotiate their
fees. In most cases brokers do not compete for listings by
lowering their fees, and consumers do not select their
brokers on the basis of their fees.

95/ Ssee FTC Consumer Survey Exhibit, Sellers Results Analysis,
comparing Question 38 (on attempts to bargain) with Question
60R (on knowledge of negotiability).

See generally FTC Consumer Survey Exhibit, Seller cross-tabs

of Question 57 by Question 36, Question 57 by Question 53,
and Question 57 by Question 61.
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are removed fram the sample, 41 percent of the remaining bugers responded that
rates are fixed either by law or by the Boards of Realtors.2?/

Buyer Question 53, a question identical to its ocounterpart sellers question,
asked buyers whether they agreed or disagreed with the statement "cammission
percentage rates are fixed by law."™ One-third (33%) of all buyers agreed or
agreed strongly with this statement. Three-fifths (60%) of this sample of recent
buyers failed to disagree with this false statement, a result identical to that
of the parallel sellers question.

(2) Buyer Knowledge of the
Role of the Broker

Our Consumer Survey revealed that the level of buyer knowledge of the role
of the broker is also low.

Buyer Question 31 asked: "Who do you think the agent who handled the
purchase of your house was representing?"98/ A total of 57 percent of the buyers
believed that the broker with whom they were dealing was representing them. A
total of 66 percent of all buyers believed the broker was representing either the
buyer, or the buyer and the seller, in the transaction. Thus nearly two-thirds
of all buyers in our study believed that representation was being provided to the
buyer.

Where a oooperating broker was involved, 72 percent of the buyers bel‘gved
that the cooperating broker was representing the buyer and not the sellere——/
Even 31 percent of the buyers in transactions where only one broker was involved
believed that the broker represented the buyer.l00/ However, as in the case of
the sellers survey, there is no guarantee that buyers understand the term
“representation® in the same way as brokers or attorneys.

(3) Broker Fole in Prowviding
Information

The results of the buyers survey also support the conclusion that brokers do

s/ Using the methodology outlined in note 33, supra.

38/ About one-third of the buyers had participated in trans-
actions where only one broker was involved; about two-thirds
participated in transactions with a cooperating broker. See
FTC Consumer Survey Exhibit, Buyer Questions 46a and 46b.

In either case the buyers would be referring to a broker who
probably owed duties primarily to the seller.

FTC Consumer Sutve¥ Exhibit, buyer cross-tab comparing
Questions 31 and 46.

9/

100/ Id. The NAR view is that the cooperating broker, working
with the buyer, is nevertheless a subagent of the listing
broker and seller, owing duties primarily to the seller,
including the duty to sell the house for the highest price
possible. See Ch. IV.F.
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not communicate certain information of importance to consumers.

Buyer Question 40 asked how buyers learned what they knew about commission
rates. Nearly a third (31%) of the buyers indicated they learned what they knew
about rates from either their own or from another real estate agent or broker.

In general, brokers do not appear to effectively provide consumers with
information relating to the negotiability of commission fees or the role of the
broker in the transaction. And consumers may base their opinions on
negotiability on the oconduct of the brokers. Specifically, the oconsumer belief
that commissions are not negotiable may reflect the fact that their own broker
never offered to negotiate and they never thought to inquire about the
possibility because of a perceived lack of price competition in the industry.

c. Oonclusions

The selection of a broker is a very large purchasing decision. For example,
a 6 percent commission rate on a median- priced hame in California involves a
consumer cost of $6,000 in brokerage services. Despite the magnitude of this
decision, many consumers are unaware of basic aspects of the decision, including
that the brokerage fee is negotiable, and that the brokers' services may mot be
as buyers believe them to be.

The state of consumer information relating to these important terms of the
transaction provides same evidence of an important deficiency in the performance
of the information function of the real estate brokerage industry.

3. Information and Service Regarding
the Search for Homes or Buyers

Once a broker is selected, he or she begins the tasks related to helping a
client find a hame or a buyer. These tasks consist of two functions: the
"market-making™ function and the representation function. The next sections
analyze the performance by the brokerage industry of these two functions.

a. The Market-Making Function

The first aspect of real estate brokerage is market-making: brokers match
homes with buyers to produce sales. This is primarily an information function.
Brokers gather information on available homes and interested buyers and make this
information available to buyers and sellers. Brokers provide optimum service
when they have access to and use the maximum amount of information. Sellers want
brokers to provide the maximum possible exposure for their homes. Buyers want
brokers to obtain and screen information about the maximum possible number of
suitable homes.

To evaluate broker performance of this function, we examined the quality and
quantity of the information brokers provide to consumers.

The results from our Consumer Survey and other sources suggest that sellers
are receiving many of the market-making services they desire. These services
include placing the sellers' hames on an MLS, showing homes to best advantage,
holding "open houses"™ to show homes, and providing knowledge of the housing
market., (See Figure 1 below.) All these services are different methodi ?
facilitating the flow of information and thus maximizing hame exposure.ll

01/ The consumer survey could not, of course, measure the degree
to which consumers could adequately measure the quality of
these services. For example, was the home actually placed
on the MLS as quickly as possible?

1sG17 ' 163°
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Importance of Factor
1n Broker Selection:

Fiqure 1l:

Selected Services to Sellers

Very
Important Important

Somewhat Of Little
Important Importance

Agent's ability to
place home on MLS

Agent's ability to
show home to best
advantage

Agent's willingness
to hold "open houses"

Agent's knowledge
of housing market

Extent to Which
Broker Provided
Service:

Agent's ability to
place home on MLS

Agent's ability to
show home to best
advantage

Held your house
open for “open
house®

Knowledge of
housing market

56.9% 32.8 5.5 4.9
48.6 37.4 9.2 4.9
26.7 28.2 21.0 24.1
63.5 29.0 5.5 2.0
A Great Samne Little No
Degree Degree Deqgree Deqgree
81.2% 11.8 1.7 5.2
6l.1 29.4 6.3 3.2
32.9 19.5 10.2 37.3
77.0 21.6 1.1 3
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Similarly, home buyers appear to receive many of the market- making services
they desire. These services include the extent to which brokers provide
knowledge of the housing market, ability to utilize the MLS, and ability to
screen out homes buyers are mot interested in. (See Figure 2 below.)

Figure 2: Selected Services to Buyers

Importance of Factor Very Somewhat Of Little
in Broker Selection: Important Important Important Importance
Agent's knowledge of

housing market 62.5% 29.0 6.0 2.4
Agent's ability

to utilize MIS 52.7 24.5 14.2 8.5

Agent's ability to
screen out homes
buyer is not

interested in 59.5 24.8 10.6 5.1
Extent to Which A Great Same Little No
Broker Provided Degree Degree Degree Degree
Service:

Agent's knowledge

of housing market 68.7% 26.8 3.6 .9

Agent's ability
to utilize MLS 65.4 19.8 5.6 9.3

Agent's ability to

screen out homes

buyer is not

interested in 59.0 28.6 3.6 7.0

Both sellers and buyers in our Consumer Survey, when they were asked to rate
their general satisfaction with their brokers' performances, rated their brokers'
at a very high level. A large majorit{ of both buyers and sellers gave ratings
in the 8 to 10 range on a scale of 10.102/ (The caveat, of course, that we feel
we have to stress, is that these very buyers and sellers, while they may be
eminently qualified to judge their own satisfaction, were not here being asked to
judge something they might mot be qualified to judge objectively: the true value
of the service they received.l03/ Additionally, same experts believe that

102/ Seller Question 19: 70% were in the 8 to 10 range; Buyer
Question 16: 62% were in the 8 to 10 range.

R BT A
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consumer satisfaction is a function less of perceptions as to what the brokers
did or did ot do than of the price ultimately received or paid for a house.)

In opposition to positive aspects of broker performance, there are
occasional, negative brokerage practices which restrict information to consumers
and the market-making function of brokers. The most significant of these are
practices familiar to industry members, and two have long been a subject of
industry concern and industry efforts at self-policing: self-dealing and "vest-
pocket” listings. A third practice which we identified is of concern both
because of its possible impact on price competition for brokerage service and
because buyers and sellers often are urged by members of the profession to rely
an a single broker either as a source of information on all properties available
through a MLS or to believe that "the entire MLS is working for you." This is
the practice of “"steering."

(1) Self-Dealing

Historically, broker self-dealing has been one of the industry's most
prevalent consumer problems. The self-dealing broker is the seller's agent who
directly or indirectly purchases the seller's house without disclosing his or her
interest in the purchase. While broker purchases, properly disclosed, may be
entirely appropriate, serious harm is likely to occur where the broker purchase
is undisclosed. State laws and the Realtor Code of Ethics have attempted to deal
with this problem for many years. Under the law in thirty-seven states and under
the Realtors' Code of Ethics, the broker has a duty to disclose to the seller
when he or she is acting as a principal.l04

While the states and industry trade associations have attempted to control
this practice, industry sources contend that it still oocurs. Textbooks dealing
with real estate law indicate that violation of this duty to disclose has been a
frequently litigated issue relating to the duties of brokers.l05/ state
licensing agencies indicate that they continue to receive numerous consumer
complaints alleging self-dealing by brokers.106/

103/ See, e.q., Report of Interview with Horald H. Kassarjian,
Professor of Marketing, UCLA Graduate School of Management
(July 24, 1979), at 1; Donald J. Hempel, Professor of Mar-
keting, Univ. of Connecticut Center for Real Estate and
Urban Economic Studies in A Comparative Study of the Home-
buying Process in Two Connecticut Housing Markets:. CREU?S
Real Estate Reports #10 (1979), at 165, et seg. (discussion
o toker control over awareness and thus satisfaction of

consumers).

Cf. Case, supra, note 57, Part 5, at 7 (discus§ion of seller
satisfaction as affected by overall selling price).

104/ See Appendix B. Section 1.

105/ see, e.q., California Continuing Education of the Bar,
Regents, University of California, California Real Estate
Sales Transactions (1967), at 156-7.

106/ See, e.q., Report of Interview with R. Arnold, F. Carasko,
California Department of Real Estate, Los Angeles’(March 19,
1979). See also City Summaries, supra, note 92,
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Since self-dealing is, by definition, unknown to the consumer, the FIC
Consumer Survey ocould rot measure the prevalence of this practice. However, our
information from industry sources suggests that self-dealing continues to some
extent. ’

(2) "Vest—Pocket” Listings

"Vest-pocket" listings are those listings which a broker purposely withholds
from the MLS, usually because the listing is undervalued amd will sell quickly
and easily. The broker, by failing to advise the client that the asking price is
too low, and then failing to list it on the MLS, also avoids splitting the
commission with a cooperating broker.

The practice of brokers placing only their relatively high-priced or more
difficult_ to sell listings on the MLS was one of the historic problems of the
industry.107/ For this reason, many MLSs are "mandatory," requiring that their
members submit all listings of a certain type. Other MLSs, however, remain
"voluntary,” allowing broker discretion in listing. Even mandatory MLSs may
still face the problem of "vest-pocket"™ listings, since it is difficult to detect
violations of the mandatory listing rules.

We tested for "vest-pocket" listing effects as follows. If brokers who are
members of voluntary MLSs regularly withhold more of their easy-to-sell listings
than those brokers who belong to mandatory MLSs, the voluntary MLSs would be
expected to contain, on average, properties relatively more difficult to sell.
These properties stay on the market for a longer period of time than the
properties on a mandatory MLS. Such statistics must, of course, be read with
caution, particularly because we were unable to control for such factors as
variations in demand for housing or availability of financing between the markets
served by mandatory and voluntary MLSs.

Nonetheless, our MLS survey results show differences of about 10 percent
between the voluntary and mandatory MLSs. Mandatory MLSs answering our survey
indicated an average time—on—markei 8 65 days. Voluntary MLSs indicated an
average time-on-market of 71 days. 0

(3) Steering

Steering takes its name from the practice of cooperating brokers "steering”
customers away from disfavored listings. A common form of steering consists of
cooperating brokers failing to show their potential buyers homes which seem

107/ See Ch. IV.C. for a discussion of the history of the MLSs,
and the related problems.

108/ MLS Survey Question H1l ("Is an MLS participating broker
required to submit certain types of listings to the MLS for
dissemination to other MLS participants?") compared to
Question B7 ("Average length of time between the date a
property was listed and sold. . .").

Hl (Mandatory) B7 Time-on-Market Average

Yes (257 responses) 65 days
NoOo (70 recsoonces) 71 Aava
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inappropriate for the buyer in terms such as size, location, layout, or price.
However, steering may also occur for reasons having mothing to do with the
attributes of the house. Cooperating brokers may preferentially show a high-
priced property that offers them an unusually handsome split. They also may hold
back fram showing the exclusive listings of those brokers (often alternative or
"discount" brokerage firms) who offer a less than attractive commission

split 109/ 1n the steering process, the broker restricts the flow of information
and thus reduces the consumer's access to the market, and transactions that might
interest the consumer may never came to the consumer's attention.

Our Consumer and Alternative Broker Surveys suggest the possibility that
steering practices may be widely prevalent.

Consumer Survey Seller Questions 49 asked: "Did the buyer use an agent?,"
and if the answer was in the affirmative, Question 52a followed up by asking "Was
the agent the buyer used from the same firm as your agent or a different firm?"
Combining the answers to these two questions, about 53 percent of the sellers
indicated that the buyer used a broker from a different firm than the seller's
broker, signifying that cooperative sales between two firms occurred in at least
53 percent of the transactions. Additionally, even a higher percentage of sales
were done through the use of two salespersons or brokers, including those within
the same firm (or in a different firm). Approximately two-thirds of transactions
were found to be in this category.

The alternative brokers who use an MLS experience a very different level of
ocooperation. Alternative Brokers Question IV.D.3. indicated that only 29 percent
of the alternative broker sales involve cooperation with another firm. The
evidence also suggests that the homes being sold by the alternative brokers are
slightly less expensive than those being sold by traditional brokers.l19/ price
sensitive buyers, therefore, may likely be interested in the homes of alternative
brokers. Yet the alternative broker cooperation rate is far less than the rate
of the traditional brokers. -

The smaller commission split generally offered by alternatives may explain
much of this difference. As a matter of self-interest, brokers may tend to steer
buyers toward the homes that involve a better commission split just as merchants
may tend to pramote the sale of those items which will bring them the largest
returns., Because many buyers think they are seeing all the properties a broker
or salesperson knows to be on the market, the practice of steering coupled to the
general practice of denying oconsumers direct access to information from a MLS may
mislead buyers.

Alternative brokers indicate they experience a consistent pattern of
traditional brokers steering away fram the alternative listings. Of MLS
alternative brokers answering Survey Question V.7., 59 percent claimed to have
experienced frequent refusals by other brokers to show their homes during their
first year of operations. Fully 90 percent reported that they had experienced at
least occasional refusals during their first year. Even after several years in

109/ p reverse variation on steering takes place when a listing
broker refuses to allow another broker to cooperate in the
sale of a home, or offers a particular broker a discrimina-
tory commission split to discourage cooperation while
falsely maintaining in the seller's mind the notion that
“the whole MLS" is being recruited to work on the listing.

110/ Alternative brokers reported that their selling price was,
on average, 94% of the average selling price for all resales
in their areas. Comparability of homes, however, could not
be measured. Alternative Broker Survey, Question III.1. and
I1.V.D.5.



- 76 -

operation, S0 percent of the alternative firms said that they continued to
experience frequent refusals.

In oconclusion, brokers provide a number of the market-making services
consumers want. However, there may be significant problems relating to the
practices of self-dealing, vest-pocket listing, and steering, all of which
practices involve restrictions on the flow of information to consumers.

b. Representation Function

Real estate brokers perform a representation function, consisting of advice,
help with negotiations, and help with meeting technicalities of all sorts. This
function involves both providing information ("I suggest you offer this") and
providing services ("I will meet with the seller's broker and try to get the
seller to accept your price").

Many industry commentators have recognized a problem of ambiguous
representation by brokers. These commentators often conclude that the present
system involves inherent conflicts of interest that make it difficult for brokers
to remain totally faithful to their obligations as agents. At least one legal
scholar has moted that "[a]jmong the seller, the buyer, and the real estate broker
there is a clear three-way conflict of interest."ll/ current practices can
"easily lead to violations of the fiduciary ﬂljy owed by the broker to one or the
other of the principals in the transaction.”

Many state and local government officials, in response to our invitatiﬁ:}?o
coamment, also noted that the problems of broker representation are serious.

To understand the representation function more clearly, we examined its two
principal aspects: the advisory function and the negotiation function.

(1) Advisory Function

Brokers provide and process market information to help consumers understand
the transaction and make optimal decisions. Direct measurement of the quality of
these services is difficult. However, several reasonable assumptions can be used
to evaluate broker performance in this regard. First, a good advisor should help
the consumer to understand a complex transaction. This involves helping educate
the consumer about the process. Second, a good advisor should make clear the
legal status of the various actors in the transaction, so the consumer can base
decisions on an accurate knowledge of the participants' roles and
responsibilities. Third, a good advisor should provide sound substantive advice
about the purchase or sale, including information regarding both the advantages
and defects of the home and of the prospective deal.

This third service function cannot be accurately measured by survey
techniques. Nor do we have much direct evidence regarding brokers' provision of

111/ Z. Gresham "The Residential Real Estate Transfer Process. A
Functional Critique,” Emory Law Journal (1973), at 421, 436.

112/ ?%}lei927§ta“' California Real Estates Sales Transactions
( .

113/ see Appendix B, Section 3.
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the first two service functions. However, a number of other studies show that,
for whatever reason, many oconsumers have little knowledge about the nature of the
real estate transaction itself, at least with regard to real estate terms. These
studies suggest that even relatively experienced participants in real eiia e
transactions display a minimal level of learning about the transaction 4/ The
FIC Consumer Survey data regarding consumer learning discussed in Section 2,
above, further supports the conclusion that minimal learning takes place in
current brokerage transactions.

In addition, the level of consumer unawareness about the role of the broker
suggest that brokers were not a particularly good source of volunteered
information that explained the roles of various participants. It is difficult
for a consumer to make an intelligent sale or purchase decision without knowing
the status of those who are advising him, especially if some of those advisors
have adverse interests. Yet brokers do not effectively provide this information,
at leﬁg according to our survey results on consumer's knowledge of the broker's
mﬂer——/

114/ A 1963 California Department of Real Estate Study of
Consumer Knowledge surveyed consumers who had recently
bought or sold homes using brokers. The study found that
commonly-used terms such as "community property," "joint
tenancy,” "trust deed," "escrow," and "closing statement”
were erroneously defined by 48% or more of the respondents
in a test of the ability to define real estate terms. R.
Connett and J. Sawatzby, The Public Image of a Real Estate
Agent 9-10 (1963).

A 1975 study commissioned by the California Department of
Real Estate and coordinated by Dr. B.E. Tsagris of
California State University, Fullerton, updated the 1963
survey research. The 1975 study also used a quiz on basic
real estate terminology to determine the levels of consumer
knowledge and consumer learning. Based on the results of
this questionnaire, Dr. Tsagris and his staff concluded that
"buyers and sellers misunderstood the terminology used by
real estate agent almost 40% of the time."™ B. Tsagris, The
Public Image of a Real Estate Agent 5 (1975).

A 1976 study of Stanford Law Professor Bruce Owen and his
associate Joseph Grundfest found similar widespread consumer
igngrance of the brokerage transaction. That study con-
cluded:

The results [of our study] justify the conclusions
that most real estate agents dealing with residential
property will find that 40% of the sellers and buyers
they come in contact with do not have any real compre-
hension of the vocabulary of real estate.

Owen & Grundfest, Licensing of Real Estate Brokers as
Underwritten Title Insurance Agents, 118 (1976).

115/ see Sections 2.a(2) and 2.b(2) above.
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(2) Negotiations

Helping the ?Sffymer negotiate has always been an important part of the
broker's function.l1l®/ oOver 80 percent of both buyers and sellers in the FTC
Consumer Survey agreed that brokers involved in their transactions played a
major role in negotiations.1

The Consumer Survey data indicates that consumers believe they are
represented in these negotiations, and that they act in accord with this
belief. Both sellers and buyers in the Consumer Survey believed they were
“represented"” in the process by their brokers: 78 percent of sellers and 66
percent of buyers indicated their brokers were representing them.l18/ Both
sellers and buyers relied heavily on their brokers' advice during all phases of
the transaction: 75 percent of sellers and 67 peif89t buyers agreed that they
"relied on [their] broker's advice a,great deal."™

The extent to which consumers take brokers into their confidence indicates
the degree of consumer belief about representation and suggests a potential for
harm. Both sellers and buyers generally tell their brokers the price beyond
which they will not go in the deal: 79 percent of the sellers agreed that they
"told [their] agent the lowest price [they] would accept;ﬁl%g/ 73 percent of the
buyers agreed that they "told [their] agent the highest price [they] would
pay;"121/ 83 percent of buyers also agreed that they "felt that whatever [they]
told [their] agent about how high [t were] willing to go for the house [they]
bought would remain confidential."122

Buyers also were asked whether their brokers had "told [them] how low [the
broker] thought the seller would go." Sixty-two percent of the buyers agreed
that brokers had. Where there was only one broker in the transaction, that
broker would have been the recipient of any "confidential disclosures" made by
either party. Fifty-six percent of the buyers who had been parties to
transactions involving only one broker reported that the broker had revealed to
them what apparently was confidential information.123

The potential for abuse in any transaction involving fiduciaries is always
great. Our evidence is only suggestive, of course, but it is important to record
that others who have studied the real estate brokerage industry have commented on 4
possibly common violations 8; what may in law be oconsidered to be the strict |
agency duties of a broker.l—/

116/ See, e.qg., E. Fisher, Advanced Principles of Real Estate
Practices 4 (1930).

117/ FTC Consumer Survey Exhibit, Buyer Question 53, Seller
Question 60.

118/ Seller Question 53, Buyer Question 31.
119/ seller Question 60, Buyer Question 53.
120/ sejler Question 60.

2 Buyer Question 53.
I4.

EEEERE

See 3lso Buyer cross-tab of Question 46 by Question 53.

See, e.g., Gresham, supra, note 112; Miller and(Starr,
Current Law of California Real Estate (1975); Comments of
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Two scholars of brokerage law summarized the listing broker's oconflicts as
follows:

A camon and recurring problem which involves the agent's duty
of disclosure, his duty to pursue the best interests of his
principal, and his responsibility to obtain the best possible
price and terms for the principal's property, occurs when the
seller's broker informs the buyer that the property probably
can be obtained for less than the listed sales price. The
problem, of course, is to draw a distinction between an act of
bad faith and a valid exercise of the broker's authority to
negotiate the transaction for his principal.l25/

c. Oonclusion

Brokers provide many market-making services that oconsumers desire. Without
intending to be overly critical of the industry, we have felt it is important to
als:pouu:out in this Report that those same brokers sometimes may engage either
in practices that limit consumer information or fail to take much initiative to
successfully provide consumers with appropriate facts. The oconflicts of interest
inherent in their agency relationship when combined with consumers' lack of
awareness and unfamllxarlty with what they should expect can produce an ambiguous
situation that may result in consumers <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>