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The Econom1cs of*Informat1on, Market Structure,
and Pricing in the Securities Industry .

by William E. Mitchell and Robert L. Sorensen

I. Introduction

-Traditional microecbnomic:theorycexpiaihs:the,process byZWhichlr

markets determine prices, output, and product variety under the,simplifytng

assumption that all market participants.possessfperfect (costless)
information. Whi1e it is recognized:that,fin fact,'informationfie '

' neither perfect nor ccst1ess, it is commbnly aesumed that the otﬁer
properties of the model do not depend in any important way on this -
condition. This model predicts that there will be a single market pr1ce
for identical goods in a perfect1y competitive market.

Beginn1ng with the sem1na1 article by Stigler (1961), a theoret1ca1
literature began to emerge in the 1970s concerning the economics of market
tnformation,-wﬁich'isrthe stﬁdy of the microeconomics oprroducing,.

: optaining, and using information about the potential terms otitrade in

a market‘context. Ecpnomics of informatipn models seak t04prcVide
explanations_pf the‘aejustment to-equt1ibr1um that‘are Tacking in |
traditional models. Hirshleifer (1973) provides a -good description

of this field of stpdy:v in these models, it is assumed that buyers

and se11ers are uncertain about the market'termé of trade of price and ’
qua11ty character1st1cs of goods and services. They are assumed to. have
perfect 1nformat1on about the1r own resources and opportun1t1es but -

are uncerta1n»(1mperfect1y,1nformed) about the demand-supply offers of

each other. Information, which reduces uncertainty,.is produced basica11y 3

by buyer search and seller advertising. _Theseiactivities by buyers and
sellers, co]1ective1y-termed "search,” provide a theoretical explanation

of how markets adjust,to:equi]ibrtum. Modé]s»of market. information




can be divided into three different'typesﬁ‘ information ahout:price,;
* information about quality, and social welfare impiications‘of‘marketki
information. | . . |
The traditionai microeconomic model assumes that prices wiii be - '7
estabiished and will change in predictable ways regardiess of the existence
or extent of imperfect information. Any exogenous shock, such as'a change
in the cost of information or entry of new firms into the 1ndustry,
isets in motion equiiibrating forces that lead toward,the competitive
equilibrium price. In‘contrast, ‘the economics of information modeis |
suggest that the existence of costly information.may,fundamentaiiy,change
the'ekpected outcomes .of a competitive marhet; .For exampie, the monopoly -
price may prevail even in markets with large numbers of}smaii'firms |
(e.g., Diamond, 1971; Scitovsky, 1950) |
and prices may be higher in markets'with a iarge'number of~se11ers
tgggt;:tﬁggfgzs ?3;3)fewer sellers (e g., Salop, 1976; Stigiitz, 1979.
Moreover, some economics of 1nformation models predict that the
predominant equilibrium characteristic of competitive markets is- price
dispersion, not a unique price. B8y intr-oouci.ng an adjustment mechanism,
however, the existence of an equilibrium price dispersion can be explained
by the traditional theoretical framework in the following way: Although
the competitive pressures of search and advertising would lead toward .
a single price equiiibrium,'as price differentials narrowed, the gains
from search and advertising wouTo decline. . Since it is never profitable -
to become perfectiy informed in a world of costly‘information, an '
equilibrium price distribution for 2 homogeneous good mouid obtain at~
~ the point where the net gains from additional information are zero. Since
Athis equiiibriom couid:be'consistent mith Sma11 or large price dispersion, -

however, this is an issue of some importance. Onée observer posed the




“question thisiwey: Does‘imperfect information_and the‘friotion of
disequilibrium make a suhstantiai‘difference in_market outcomes or”does

it mereiy account "“for variations in the numbers we observe at the fifth .
or sixth dec1ma1 piace (RothschiId 1973 p. 1283) By assuming specific
:behav1ora1 characteristics of buyers and se11ers as they search, some
}economics of information models predict that for- a variety of reasons,
price disper51on in competitive markets may be large and per51stent

(e. g., Salop, 1973; Butters, 1977; Salop and stiglitz, 1977).

This paper concentrates on several aspects of ‘the impact of information

on merket prioe in the retail discount commission brokerage industry.

In section 11, we describe the characteristics of the industry and the -
product and,in section III, weuexamine the date_set’and the extent of

price dispersion in this market. In section IV, we test severa1 hypotheses
about the effect of market structurefonvpricing behavior by discount

brokerage firms.

II. Industry_and Product Characteristics'

There are two reasons why the discount brokerage industry provides
an 1nteresting case and a good set of data for studying the, 1mpact of
‘informationally imperfect imarkets on prices. First, this industry |
offers a relatively homogeneous product, which reduces the problem of
adjusting the data for quality differences;' Second, since its
‘raison &tre is to offer efficient, 1ow—cost\transactions services,
discount.brokerage firms publish detailed price information on their
services, which provides a good data set.- |

This segment of the securities industry evolved as a result of

legislation that_abolished-the-carte] pricing system in 1975. Most




retai1~discoont brokerage firms offer a single, relatively:standardized;:
product called title transfer, which is just one part of total transactions

services.® 1In the theoretical mode]aof'transaoting.-Demsetz (1968)

: 1Fu]'l service brokers, such as Merr111 Lynch Bache, and E.F. Hutton.
also provide a variety of 1nvestment advisory services at no additional

_charge. Thus, their "brokerage" commissions, which are substantially
higher than the discounters, are actually a combination of fees for title
transfer services and fees for 1nvestment advisory serv1ces

divides transacting 1nto tno steps: a 11quidity function,-provioed by -
dealers, and a title transfer functfon,-orovided by brokers. The price
of 1iqufd1ty, which is the. premium pafo by persons_forAtpredictablea
immediacy of exchange in organized markets” (Demsetz, pp. 35-36), is
measuredrhy thefbid-ask spread. The price of title transfer is measured

hy brokerage commissions.2 There may be particular trades 1n which

2There are also minor miscellaneous charges, such as transfer
taxes and certificate del1very fees.

- a securities ffrm assumes both dealer and brokerageiactivitfes, but
they are functions that can be priced separately.

v Although brokerage iL usually defined as bringing buyer and seller .
toegether, it is more accurate to say that generally the broker brings
buyer and dea]er or seller and dealer together Thus, brokerage can
be def1ned as. an interface service between clients who wish to obtain
title transfer services and dealers who perform the execution funCtjon.‘
Brokers also function as the fnterface,between~their c]ients and transfer
' agents, who handle the actual phys1ca1 transfer of title.

In this study, we assume that brokers are price takers with respect

to dealer services, so that variations in the quality of»execut1on :

services is not an explanation for variations in brokerage commissions.




The priqe-taker'assumptionlis-certainiy-true'for'eil limit orders:that
'_are pIeced away from the current market price.. Aﬁd for‘market orders,

. the alternative is to assume that‘brokehs'eitheé fulFinl the dealer
function themselves, so they have'some control ever quality, or they are
particularly adept at negotiating or searching among dealers- for the

best bid-ask pricee If a firm was able to offer e title transfer
serv1ce that 1nc1uded access to better execut1on, and if buyers recogn1zed
th1s fact, that firm could ‘charge a .premium for this higher qual1ty

product.1 Some brokers claim that they can obtain the best price for

'IWe are ignoring the potentiai]y.mbreadifficult issues ofrquality
perception by buyers, which may be influenced by advertising.

‘clients, presumably by searching fbf dea]ers_ﬁith the most favorable
bid-ask spread. But this fact is virtually impossﬂble for the client
to vefify;‘ Moreover, it is questipnable'whether, in fact, brokeré search.x
The brokerage'function itself is 11mited_to a:few relatively : |
standardized items:
1. receive, transmit, and'cohfirm'title transfer orders;

2. provide supporting documentation, such as conf1rmat1on
and month]y statements;

3.-hand1e the payment and dispersal of money re1ated to trades,
4. collect and deliver secur1t1es cert1f1cates;
‘5. manage margin accounts and free credit balances;
6. provide cuetodfaf services. , o
Item 1 represents the brokerage function that fac111tates -axecution
of the trade. Items 2, 3, and 4 are known collectively as the “c1ear1ng“

function. Money and certif1cates‘change.hands-between buyers and sellers
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-throughrtheir brokers.” Items 5 and 6 are ancillary services.

1The selling broker delivers the security to the buying broker. .-
(This is accomplished on a net trading basis by specialized clearing
institutions.) The buying broker sends the certificate to the appropriate -
transfer agent (usually a commercial bank), who issues a certificate in
the name of the new owner. The certificate is then delivered to the.
new owner through the buying broker. ' . '

Discounters‘and small full service;brbkers;often'contréct out one
' orrmorg of items 2-6 td firms that havereXCESs c;pacity'torhandle theSes"
routine chores. For example, the most specialized type of discount

brokef is the so-called "1ntroducihg broker,”.wﬁQ;Actually pérforms‘
only one phase of the'first function»listed'above, This type of firm .
receivesvahd transmits.orders,tOfanotheE~broker'who, inAturn, directs

them to dealers. Confirmation is then relayeﬁ baék.thﬁbugh the introducing
‘broker io_the client. ‘One or more of theirémainiﬁg fundtions'ére-performed’
.by another firm, often a large fn11'serv1ce broker 1ike Merrill Lynch

who, in effect, participates‘indirectly in the discount brokerage business.

“In Summary, there is no reason to believe thatkthere are significant

or systematic differences in the quality of title transfer serQices

offered by firms in the retail discount commission brokerage industry.
Indeed, the smallest firm cpuldtcontract with a highly efficient élearing
broker for many of its functions and provfde a éervicé equal to or better
.in qualify than a competitor»who is much bétter.;dpitalizedi Thg~

product is rendered ﬁore homogeneous by the protEction against fraud’
or mismanagement éfforﬁed by'SIPC insurance, which is often supplemented by

individual firms with private»ihsurance.




L. Pricing Charactgristiés_
In this section, we examine the pricjng-tharacterfstics of a sample‘of-discount

- firms. The firms in the sampl e were 1dent1f1ed*through a procésé‘of'

searching advertisements in Barrdn's,jwa11 Sfreet,JoqrnaI;,yellow pagés;;-
of telephone directories, and 1oca1‘newspapéfs. We obtained price data
and. the characteristics of sefvicgs.offered by 68 fjfﬁs that advertised
discoun&Acommission rate§ dﬁring 1979."Thesejfirms had home offices
or branches in 26 different cities that‘were-geographicaIiyrseparated :
- enough to be considered independent local market afeas, :Thgse markets
‘wére>located throuﬁhout the United States. | .

Table 1 provides information on mean pfice. makimum'and minimﬁm'v

TABLE 1
Selected Statistics for Discohnt Bfokers‘

Trade Mean Minimum Maximum. - Coefficient’ -Aﬁi;“Chéfftﬁiean
. : of Variation ‘of Variation*
200 shrs. @ $20 ) $ 45 $ 30 $70 : 19.5% - 18.5%
300 shrs. @ 30 78 37 135 - 25.4 : 22.7
400 shrs. @ 40 113 ‘50 . 224 29.7 26.1.

500 shrs. @ 50 146 62 290 3.3 28.2

* : = '
see text for details of adjustment procedures

price,:cbefficienf of variation, and adjusted coefficient 6f variation
(discussed below), that where computed from our sample of discount

brokers for selected trades. It is‘évideht that a good deal'qf variation
exists in the commissions charged for the same trade by»discount brokers,'
The coefficients'of variation range from'Ig.S% tn-31.3$iaﬁd the maxfmum

»price<exceeds the minimum price by a factor of 2.5 to 4.5 times.




To gain perspective on the significant'price disberﬁidn among A
discount brokers, TabTevé,pnesentsv51mi1ar information for a~sample:df
TABLE 2

Selected Statistics for ?u1lrService Brokers* |

Trdde , Mean ~ Minimum - Makiﬁum o Coefficfedt‘dfr'.
— - o A : -Variation
100 shrs. @ s N 8§63 $60°  $6 291
1000 shrs. @ 8 208 200 225 AT
,_3ooo shrs. @17 650 606 e 30

source:r Survey,by Kennedy;Cabot Co. 1979

¢

full service brokerage firms drawn from a differént sourse.. As

demonstrated by a comparison of the data11ﬂ‘Tables 1»and 2, price

d{spersion among discount brokers is 4 to 7 times higher than for full
service brokers. Full service brokers apparently choose to engage in -
nonprice competition'through the provision~df'1nvestment*advisory serviceé,

which are bundled with title transfer servir’:es.1

1A1though it is beyond the scope of this paper to examine why the
pricing structure is dramat1ca11y different for these two segments of
the securities industry, there is one point worth noting. The market
structure of the discount brokerage industry is more competitive than the
full service segment of the industry. The pricing structures of these
two industries are consistent with Stigler's (1961) proposition regarding
market structure and pr1ce dispersion: .Since price dispersion engenders
search, and search cost is a cost of goods sold, which reduces quant1ty
demanded firms in industries with monopoly power will find ‘it in the1r
collect1ve 1nterest to have less price d1spers1on. .

The data in ThbTe.1; however, may dnly représeht “apparént" rather
than "real" price dispersion if the amount ofjsefvicgs {i.e., cost of ”

operations) differs among firms. Since the firms in'ourrsample differ




to some extent with respect to services offered in addition. to tit1e
transfer, these data constitute an upward boundary to the amount of actuai
:price dispersion within the industry. In order to obtain-a tighter
fix on the amount of actual price dispersion, we-estimated how much of |
~ the variation in commission charges could be accounted for by variation.
fn the range of ancillary services offered anong firms.

We identified three important services that differed among firms:

(a) Investment Advisory Services. " Some firms that advertised

'discount brokerage commissions also offered investment edviSOry services, -
such as'individuai security and portfoliofanaiysis;.buy'and seii

- recommendations, and investment newsletters. This service should raise
their cost of operations above those‘firmein the industry that offer
only title transfer services. Therefore,~we e&pectrcommission rates.

will be higher for firms that offer investment advisory services.

(b) Interest Paid on‘Free.Credit Baiances; Some firms:pey interest

on idle eccount_balances.‘ Thesevarrangements usﬂa]]& involve the use
of overnight repurchase agreements»withibanks or money market mutual
funds. Since this is a level of service beyond_titie‘transfer, we
expect that-firms offering this arrangement wouid-have.higher commission
rates.1 | .

- {e) Branch Qffices. Most of the firms in our sample operate from

a single 1ocation; but some of them,have established‘brench offices in
other cities. This service provides ciients with more convenient access
to the tirm, but raises the fixed cost of operations We expect;that
firms with branch offices will have higher comm1551on rates.

Equation (1) represents the form of the regression estimated to

1It is not clear that prov1d1ng this service will actuaiiy raise the cost
of operations to the firm, since the firm may receive services in kind or
fees for directing customers balances to a particular bank or mutual fund.
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" account for the foregoing factors:

(1) COMy = ag + aADV + 2,INT 28R +e
where: _ , ‘ »
com, = commission_cﬁarged by firms'for trades in Table 1 (1=1,8);
ADV = a dummy vardable with value of 1 f firm offers investment
advisory service, otherwise 0; o |
’ INT =-a,dumﬁy variable with va1ué of 1 1f firms provide for -
| interest on free credit -balances, otherwiseno;‘i a »

BR =a dummy.variable with value of 1‘if‘firm_operate§,bbanch; o

offices, otherwise 0.
The results of the regressions are reported in Tablg 3. 'In ggnera], o
TABLE 3.

Regressions Explaining Commission Levels -
(t values in parentheses) ‘

INTERCEPT ~ ADV  INT B8R RZer

COM2 - 45,0  5.57 -2.16  4.26 .10

| (28.3)*  (1.99)* (0.99) (1.05) _

coM3 75.4  19.95 -4.23 17.73 .20
_' (22.5)% . (3.23)* (0.92) (2.08)*

coMs - ~109.7  38.5  -9.60 20.15 .23
(19.7)* ° (3.75)* (1.20) .(1.82)*

coMs . 142.8  48.15  -13.19  17.29 . .20

(a.s)r  (3.37)* (1.23)  (0.98)

* . - . - o

. significant at .05 Tevel or better

**adjusted for degrees of freedom

the coefficients on the variables are of the expected sign, and many
afe,statistiéally significant at the 5% Tevel or better. The coefficient

for the advisory servfcelvariab]e'is positiVe,‘as expected, and significant.
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fin-ali'of the equations; ‘The coefficients iorlthe‘branching}variabie,»~
also haye the expected positive signs andvare'signifiCant in twovof'the
fbur}equations. Finally, the ccefficient for the interestrrate variabie'
1s negative, but is'not significant;in any Of'the'equatjons. '

Most important for present purposes~isfthe amount'of:observed price
dispersion that can be accounted for by the differences in firm characteristics.
’ The residual variance 1eft unexplained by the regression is given by |
(1 - R ), where R is the coefficient.ofvdeterminat1on of the regre551on‘
eduation; Thus, the percentage reduction in the- standard error due to |
~ the regression can be calculated~as;17-q(1 - Rz) ~Applying this ad;ustment
factor to each of the trades listed in Table 1 yieided the adjusted .

' coefticients of'variationfgivendin_cdiumn 5 of that Tab]efA While specific

firm characteristics account for some ofbthe variation in prices .among

discount brokers, substantial'price disnersion remains even'after adjustnent.
"~ The preceding analysis impiicitly assumed that the market for

discount brokerage services is national in,scope. But if the reievant

market 1s local, then some of the observed price dispersion may reflact

differences in spatially separated markets that are not arbitraged anay;

While, in principle, there is nothing to prevent a client from dea1ing“

_with a broker iniany area of the country (most firms offer free NATS | ”

| serv1ce), there are reasons to believe that, to some extent, the reievant

1 market for brokerage services is_loca], First,. the existence of branching.

by some discount brokers suggests that these firms believe it is important

to have offices close to the potential customer'base. Second, ciients

may prefer to deal with local brokers to take advantage of such fac1iit1es

as stock quotation machines and library materials that are provided

in the.broker 5 office. Finally, clients may feel that dealing With a

local broker will .expedite the solution to any problems thatlarise;




t-lz,

, 4such as incorrectrexecution or errors on monthiy'statements.'

in order to investigate thedimpact_of‘geographicai differences on
the obserVed'leveliof‘price dispersion,’the firms-and branch offices
were sorted by location of the city in which they operated Since

the firms that offer investment advisory services were found to have

51gnificant1y different prices from those that do not, they were dropped :

~ from the sampie. Then, for each city location, the mean price and
coefficient-of variation were'calcu]ated'within the'city for various

trades. The results of these calculations are presented in Table 4,

It 1s .evident that, even within individuai cities, substantial variation ,

sti11 remains for commissions charged for the«same,transaction. We
7 conclude that the price dispersion observed for the complete sample is

not simply a statistical artifact of spatially separated markets.

Tv. information,'Competition,:and Prices

The analysis so far has indicated'that.a subStantiai amount of
’price dispersion exists for commission charges of discount brokers. .
Since "price dispersion is a manifestation-and,‘indeed; it is the
measure--of ignorance in ‘the market (Stigler, 1961 p. 214), we conc]ude
that the discount brokerage 1ndustry is characterized by imperfect
buyer 1nformat1on. We now turn to a tast of some of the hypotheses_‘
about the role of competition under conditions'of imperfect information.
Standard microeconomic theory generaiiy associates price competition
with the number of firms in an industry. Increases in-the number of
firms through. entry is expected to ioWer the industry equiiibriom»price.
- Under conditions of costly or imperfect information; however, this

conclusion does not necessarily obtain; increases in the number of
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TABLE 4 o

Coefficient of Vari ation . | . Méan Price .
coMz COM3  COM4  COMS coM2 COM3  COM4  COMS

NewYork 19.1 27.8 30.9° 32.2 $42 370 - $102  $128

- Boston -+ ©17.8 3.1 433 535 43 65 91 125
- Philadelphia 6.0 .13.3 15.0 187 51 88  i130 175
" Washington D.C. 8.3 6.0 171 242 51 94 13 181
Houston 0.0 0.8 187 17.5 ° 48 8 106 133
Rochester 3.0 4.9 53 59 5 101 159 203
. Chicago - 12.3 15.3 22.2 27.3 . 44 79 106 140
. St Louis 14 09 0.7 06 - S0 75 100 -110.
Cleveland 24,6 23.6. 23.5 12.6 46 90 141 ' 179
Cincinnati 10,2 3.2 185 29.5 - 62 110 - 156 202
Miami - 16.4 WM.7 6.0 27.7 47  :.82 120 150
Memphis 13.5 7.2 0.0 0.0 42 79 118 163
Atlanta ~  24.6 18.8 18.3 185 . 46 8 135 187
San Francisco 13.5 12.3 216 19.3 48 91 - 127- 157
Los Angeles 7.5 9.9 14.2. 165 46 87 110 143
Phoenix 6.9 9.5 29.3 25.4 50 95 126 154

Dallas 0.0 0.8 187 175 48 89 106 133



14
_~firmsiwithin‘the industry may act to raise;rather’th&n’loﬂer the
equilibrium price. ’ -

This seeming1y paradoxical conclusion arises because of the interaction
between the number of firms.and the efficiency of-search (Salop, 1976,
Satterthwaite, 1979). More specifica11y. an increase in- the number of
firms acts to increase the effective search cost. of buyers. -If buyers
search in an optimai,fashion‘ then an,increase in the cost of search
will result in a reduction in the amount of ‘search undertaken. The
effect of Tess buyer search is to reduce the elasticity of demand facing
the individual firm, which 1mp1iesva higher equ11ibrium,price.. Thus.

* increases in the number of firms has two. counterveiling effects: the

usua1 effect of increasingrconsumer choice and.reducing prices, and the -
effect’of reduced information on the elasticity of firm demand.. Thereiure, , -
"the net effect of increased'ccmpetition may be either to raise or Tower
prices" (Salop, 1976, p. 245). | S |

An empirical test of these propositiuns can be made within the
context of pricing in the discount brokerage industry. If increases =
in the number of firms increases effective search cost and reduces the
intensity of’search, then markets with 1erger numbers of firms shouldrrp
exhibit greater amounts of price dispersion; In addition, if the effects
of increased search cost outweigh the normal effects of entry;_then mean
prices'shouidlbe higher in markets that have greeter numbers of'firms.

In order\to test these propositibns, we examine'the relationship
between the number of firms within each city in our semple and the
'resulting-coefficient of variation of prices and mean price. The
coefficient of variation is taken to measure the intensity of search,

since greater amounts of search shou]d reduce the allowable dispersion
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__of'prices.l' The mean price is taken to measure the‘equi]ibrium’price

1It is important: to note that we are wurk1ng with quoted prices »
rather than transaction. prices. While, as Rothschild (1974, p. 692)
notes, "It should turn out in most sensible models that increased -search
activity will decrease price dispersion,” our statement is not on as
~ theoretically solid graunds as the proposition that increased search -
- from an unchanging distribution of prices lowers the mean and variation
of transaction prices.

within each city.
Tablé 5 pfésents the results for regreésioh eduations acrass cities
TABLE 5

‘Regressions for Price Dispersion,A;ross Cities
‘ (t values in parentheses)

INTERCEPT NFPR SIEBR R

CVCoM2 16.8 86 -3 46
(58T (1i99) (3.69)%
cveoM3  14.8 .87 -1 48
(4.60) - (3.28)*  (2.99)* '
cveoMd . 17.8a .76 - -.04 .10
7 (3.59)* ~ (1.80)*  (0.73) '
CVCOMS 18.6 .84 -.03 .06
‘ (3.04)* (1.67) (0.45)

*significant at ..05 Tevel or better
**adjusted for degrees of freedom

in which the'dependént variahle is ‘the city;s;coeffitient of variation
of prices (CVCOM). The equafion contains two independent variables.

' The first is the number of firms operating‘ﬁithin the cit} (NFR). If
increases in the ﬁumber of firms does résult‘in higher search cost and
v1essiintensity of search, then the coefficient for this variable ought

to be:positive. The second variable is an index to reflect the similarity
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© of firms within each city with respect tc the brenching charactenistic
o (SIMBR).A'Since firms with branch offices,were*previousiy found to
typically charge higher prices, some of the variation in prices within |
.cittes couId‘be attributable to differing mixes of bnancn and nqnp
Branching firms. The 1ndex isvdesigned'to;vary_betWeen Zero and one
hundred. It reaches its maximum value when afI'the firms Withinfa,city
are identical with respect to the'branching characteristic (i.e;;'none |
of the firms are branch firms or a11fofcthe firms afevbranch firms).
It reaches a value of zero when there is maninnmidis-sim11ar1ty of firms
rwith-nespect to branching (i.e., 50% of the firms are branch firms and
- 50% are not).' Since the greater the similarity of firms with,respect

to branching the less dispersion we,ekpect,'the coefficient for this

variable should be negative.1

1Speciﬁca'Hy, this variable is calcu1ated as two times the absqute
value of 50 minus the percentage of firms that are branches.

The nesu1ts_shown in Table 5 conform to the theoretical exﬁectatidns.
ot some economics of information models. The_coefficient for tne number
of firms variable is positive and significant at the 5% Tevel or better
in three of the four equetions. The coefficient for the simi1arity~of
branch1ng 15 always negat1ve. as expected and is s1gn1f1cant in two of
the four equations. These results are consistent with the notion that
increaseé in the number of firms raises effective search cost and reduces
the intensity of search. )

Does this imply that the net effect of increasing competition.is>

to raise mean prices? Table 6 presents regression equations across
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_cities in which the city's mean priée*is the dependént-variab1e~(MCOM). .

" TABLE 6

Regressions for Mean Prices Across Cities -
(t values in parentheses)

INTERCEPT ~ ~NFR ~  PERBR . RPws
MCOoM2 48.6 287 .07 10,
(25.7)* (1.76)* (0.80) '
MCOM3 81.8 -.525 123 .38
| (23.5)* (1.85)* (2.98)* |
MCOMS 8.6 -.877 14 .15
(15.1)* (1.27) (1.52)
MCOMS 151.9 -1.172 .207 .10
S (12.0)* -~ (1.39) :

(0.97)

* significant at .05 level or better
**adjusted for degrees of freedom

'Eath equation. contains two'independenf vafﬁables.- The first variable
is the number of firms operatingfwithin-eaﬁh éfty. If price competition
is actud11y impaired by large numbers of firms, then the,coeffi;ient '
for this variable ought to be positive. The second variable is the
percentage of firms within each city that éreZbranching firms (PERBR).
Since branthing,firmsAhave'highér prices. in genera1, it is expected that
the greater the ﬁercentage of firms in a.city that are branches, the ‘
higher will be that city's mean prices.:

The results shown in Table 6 give no indication that the<ﬁet effect
of increased cqmpetition is to raise rather than lower prices. The
coefficients»dn the number'of firms variable are consistently negative

“and significant in two of the'four equations. The effects of competition
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predicted by standard microeconomic theory‘seem to obtain.  The branching
variableiis positive, as expected, but is significant in only one of
the four equations. /

V. Summary and Conclusions

- This paper‘haé inVestigated:tﬁe pficfhg behavior‘of discounf -
brokerage firms. One striking characteristic_qf this industry ts-
the significant amount of pEitefdispersien'fhat_existsvfor commissions
chakged for identical transactions. The fact,fhat this cannot be
| be explained by differences in the serviee offerihgs of firmms or
imperféct]y‘arb%traged spatie1 markets suggestsethat this is an
information based phenomenom. Usihgvthe-observed price diebersidn
within cities as a measure .of the degree~of consumer ignorance sevef&1 |
hypotheSes about the ihteraetion of Tnforﬁation and competition were
examined. The results obtained are consistent with the theoretical
notion that competition (as measured by numbers of firms)>increases
effective search cost and reduces the intensity of search. MNonetheless,
the net affect of increased competitioh.was fbuﬁd to' lower rather than
raise prices. '
The results of this study of coUrse,mdst be considéred tentative.
" Not all aspects of fhe consumef.informatioh acquisition process. were

taken into account nor the behavior of sellers in providing information

" (e.g,, 2dvertising). Despite these shortcomings, the results presented

hefe suggest that information does play a quantitatiﬁely important ro1e'

in influencing pricing outcomes within the discount brokerage industry.
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