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Fox the'short term, Nathan’s income was safe. In an effort to help with the transition, for the
18 months following the December launch of ML Direct, Merrill would compensate him as if his
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clients’ on-line trades had generated their normal broker-assisted commissions. That, of course,

would not last, and Nathan was determined before his time ran out to figure out the best way to
position himself for a future that would include low-cost on-line trading.

On-line Brokerage

On-line stock trading traced its roots to as early as 1983, according tQ
was the commercialization of the Internet in the mid-1990s that spgrke

were expected to increase by as much as sevenfold during(the aex . Although many
investors still traded stock the old-fashioned way throu ne\investors, including
aggressive day traders, made up for their relatively/Small pypy \ aged activity and
volume. The result, according to U.S. Bancorp Pip \ d-ling trading represented

43% of all retail equity trades in 1999 up from 27%

hen brokerage commissions were first deregulated. By the end of
anch offices around the world and $725 billion in assets. Over the years,

www.schwab.com at the reduced price of $29.95. The firm no longer distinguished “e-business”
from its core business. Instead, Schwab emphasized its accessibility through any medium—Web,
phone, or branch office.

! Estimates vary widely. Gomez Advisers’ estimates are about twice those of Forrester Research. Some of the
difference is attributable to how a firm defines an on-line account. Some firms count only active accounts with trading
activity. Others include any account that has access to on-line information and trading.
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Throughout its history, Schwab continued to innovate and to offer new products and services.
In 1992, Schwab introduced the Schwab Mutual Fund OneSource as the industry’s first no load, no
transaction fee marketplace, offering more than 80 funds from 800 fund families. By 2000, Schwab’s
mutual-fund assets had grown to $285 billion, and OneSource offered nearly 1,200 funds from more
than 200 fund families, including its own family of mutual funds. Some 500 additional funds were
available to clients of Schwab Institutional, a division servicing the 5,600 independent, fee-based
investment advisers who managed 10% of Schwab’s client accounts and 30% of \its assets.

CyBerCorp, for $488 million. U.S. Trust, a 150-year-old blue chip
offered complete asset management, and tax- and estate-planning se

it 22 million PCs.” By fiscal year-end 1999 (September,
gillion accounts with $28.5 billion in client assets.

Schwab. (lierts could choose from among 5,000 mutual funds at E*Trade versus less than 2,000 at
Schwab. Although E*Trade offered a greater selection of mutual funds, its customers seemed to
prefer other assets. At fiscal year-end 1999, mutual fund assets at E¥Trade were only $1 billion.

? Heather Green and Seanna Browder, “On-line Merchants: Cyberspace Winners: How They Did It” (Info Tech
Annual Report: The Digital Bazaar), Business Week (22 June 1998): 154.
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E*Trade courted active traders with Power E*Trade, a service for active investors that
featured streaming NASDAQ level II quotes, an enhanced trading desk, and preferred IPO
allocations. In 1999, the firm offered clients access to 85 IPOs managed by E*Offering, its affiliated
on-line investment bank.

comprehensive global financial services experience on the Internet.” In Jan
announced plans to offer financial planning services through an agreemen

Also in January, the firm merged with Telebanc Financial
E*Trade the first pure-play e-commerce company in the finan¢i
line banking and brokerage services.

the on-line industry held 85% of the market. Each sought to carve out a niche for itself in on-line
trading and many spent heavily—as much as $100 million a month, resulting in acquisition costs of
$100 to $300 per account. Not all the advertising was worthwhile. Ameritrade, for example, was an
aggressive competitor that advertised heavily to promote its brand. Its irreverent commercials
featuring a character named Stuart had been broadcast more than 4,500 times and developed a cult
following. Unfortunately for Ameritrade, some market studies found that many potential customers
associated Stuart with rival E*Trade.
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Barely five years old, on-line trading was changing at Internet speed, and the rapid growth
attracted hordes of competitors. By early 2000, more than 100 firms offered on-line trading, and the
list grew daily. The increased competition from so many new entrants fueled a price war that
steadily decreased the average on-line commission from as high as $60 in 1996 to $15.75 by 1997.
Commlssmns stabilized at the $15.75 level for a year or two but NOW a new price war had erupted

vagketing study had shown that most consumers who managed
als over brokerage sites. For example, 32.5% reported AOL

ripensating portals was complicated by the U.S. Securities and Exchange
O regulatlons which had yet to catch up with the Internet’s technology Most on-

the SEC allowed broker-dealers to pay a portal a flat fee based on orders transmitted, they currently
could not pay based on the number of accounts opened, which was their preference. According to
current regulations, a referral fee paid to a portal based on the number of new customer accounts
resulting from the hyperlink would be considered transaction-based compensation. Receiving
transaction-based compensation would make the portal a broker-dealer (broadly defined as any
person, other than a bank, engaged in the business of effecting transactions in securities for the
account of others), and the portal would be required to register as such with the SEC.
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Because most navigational portals such as Yahoo! followed an advertising business model,
many broker-dealers saw them as a means of marketing and distribution. Yet some saw portals such
as Quicken.com as a threat to the broker-client relationship. Quicken originated as a bill-paying
software program created by Intuit. The firm developed and sold both bill paying and tax preparation
software and pursued the potential of the Internet with new technologies aimed at transforming the

At first, full-service brokerage firms seemed
Lynch launched Merrill Lynch On-line (www.mlol.

notoriety both inside and outside the |
Americans’ financial health. Privatel

11 Lynch segmented its business into two areas: Wealth Management and the Corporate
and Inshtutiona)/Client Group (CICG). Its wealth management services included retail brokerage,
cash managenient accounts, and mutual funds and were subdivided further into three groups: U.S.
Private Client, International Private Client, and Merrill Lynch Asset Management. Exhibits 4 and 5
show the firm’s revenue sources according to business segment and type of revenue for the past five
years. According to Bear Stearns, wealth management accounted for about half of Merrill Lynch’s
1999 earnings, of which about 10% was from the mutual fund or asset management business.

3 Joseph Nocera, “Main Street Broker,” Time (7 December 1998): 98.
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On the corporate and institutional side, the firm offered trading, investment banking, mergers
and acquisitions, government bonds, and clearing services. CICG was divided into three areas:
Global Clients, Global Client Businesses, and Regions. Global Clients included Institutional Client
and Investment Banking, and competed with investment-banking firms such as Goldman Sachs.
Global Client Businesses included Debt and Equity Markets, which included trading, syndication,
and securities-clearance services. Regions provided CIGC with a strong presengé o meet client
needs in specific geographical areas, including Europe, Asia/Pacific, Japan, Canad atin America,
Australia/New Zealand, and the Middle East and Africa. Efforts to expand the
paid off. The firm had been a leading underwriter of global debt and equit

With the 1ntr0duct10n of Unlimited Advantage, a
several options:

1. Maintain her current accountdnd pg

4. Put a portion'ef herfu 2ds I
and keep the balancein a regd

vrival. “They’re doing what we did in 1995, said David Pottruck, president and co-CEO
of Charles Schwab. “They’re emulating Schwab 1.0.”

In a speech at Salomon Smith Barney’s Third Annual Financial Services Conference in late
January 2000, Merrill’s chair and CEO, David H. Komansky, shed some light on the decision to
offer Unlimited Advantage. He told the audience, “The price for advice is about 100 basis points.
We know it, the client knows it, and we priced Unlimited Advantage accordingly.” Komansky
pointed out that the Unlimited Advantage program provided a method to annuitize Merrill’s
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revenues as well as to establish a floor for the firm’s velocity (revenues/assets under control), a
measure used by analysts to evaluate the retail securities industry. Unlimited Advantage also
provided a new prospecting tool for the firm’s financial consultants.

In the first six months of availability, the Unlimited Advantage program proved attractive to
both Merrill’s brokers and clients. At launch time in mid-July, the program attracted},000 accounts
per day. By January, brokers were opening twice that many, and total assets had rea $70 billion.
Of that total, net new assets in the program were $9 billion, two-thirds of which san the fourth

Merrill.

firm had announced
Client Group, a move



9. UVA-F-1284

Exhibit 1
MERRILL LYNCH & CO., INC.

Assets in Online Brokerage Accounts
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Exhibit 2
MERRILL LYNCH & CO., INC.

E*Trade Group’s Alliances and Investments

Company Product/Service Offering

America On-line Internet service

Archipelago Electronic communications
network

BancBoston Robertson

Stephens Research

Bond Exchange Bond tradin

Bridge Information Financial ne

Briefing.com

Critical Path

Digital Island

DirectAdvice

E-Coverage

E-Loan

E*Offering Investment banking, research

First USA edit cards

Web-based venture financing
firm

After hours trading

Insurance

Clearing service

On-line services for mortgage

brokers
Message Media e-messaging
Morningstar, Inc. Financial news/analysis
TheStreet.com Financial news

Yahoo! Internet portal site

UVA-F-1284

lliance

Alliance
9.9%

5.6%
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Investor
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Exhibit 3
MERRILL LYNCH & CO., INC.

Investors’ Use of Portals and Brokerage Sites”

Frequency Selected

by Investors a<
Preferred SHe._

America On-line Personal Finance 32 5% \
Quicken.com 13 3\( & \
Yahoo! Finance /_17)\&2\
Schwab /6\1\%

@Q

* Study conducted by Cyber Dialogue and Booz-Allen & Hamilton of 1,000 Internet users in second quarter 1998.
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Exhibit 4
MERRILL LYNCH & CO., INC.
Merrill Lynch’s Selected Financial Highlights

(in millions of U.S. dollars)

Net Revenues 1996 1997
Wealth management
Brokerage & lending $5,435  $6,328
Asset management & portfolio services 2,431
Other 118
Wealth Management Total $7,984
CICG
Trading:
Debt 2,072
Equity 65 3.638
Subtotal $3)%%1\\\:E2§ $6,035
Underwriting
Debt $489 $593 $488 $450
Equity 87 770 841 1,104
Subtotal SY076  $1,363  $1329  $1,554
Strategic servic $430 $797  $1,102  $1,270
401 325 483 469

$5,637 $6,751  $6,522  $9,328

0 0 _ (306) (415)

$13,621 $16,256 $17,547 $21,869

Wealthl management $855 $994  $1,241 $1,260
CICG 930 1,186 961 1,906
Corporate (137) _ (245 _ (943) (548)

$1,648 $1,935 $1,259  $2,618

* Corporate revenues include acquisition-related financing costs for Mercury Asset Management acquired
in 4Q97.
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Exhibit 5
MERRILL LYNCH & CO., INC.

Financial Summaries for 1995-1999 (in millions of dollars, except per-share figures)

1995 1996 1997 1\5298 1999

Net Revenues és\s
Commissions $3,308 $4,085 $5,79 $6,334
Principal transactions 2,601 3,531 3,8 651 4,361

Investment banking 1,343 2,025 %6 3,2 3,614
Asset management and portfolio service fees 2,030 5 2 4,202 ,753
Other 329 5 19 500 623 720

Subtotal
Net interest profit

0
12 00 16,539 19,782
1,933 0 1,008 2,087

Total Net Revenues
Noninterest Expenses

\735 64 7547 $21,869

Compensation and benefits $ $9,199 $11,153
Communications and technology 01 1,749 2,038
Occupancy and related depreciation 742 867 941
Adpvertising and market development \_97 613 688 779
Brokerage, clearing, and exchange fee 433 525 683 678
Professional fees 385 520 552 567
Goodwill amortization 50 65 226 227
Provision for costs related to@ ctiqns 430
Other 700 834 1,098 1,057 1,408
N $8,779|  $10,993| $13,145 $15451  $17,791

Total Noninterest Ex nsm
Earnings Before Income axes antNRivi

1,836 2,628 3,111 2,096 4,078

Income tax expense 710 980 1,129 713 1,265
Dividends preﬁe@ed curities is ue subsidiaries 0 0 47 124 195
Net Earnings $1,126 $1,648 $1,935  $1,259 $2,618
dixidend 48 46 39 39 38
pltsable jo Common Stockholders $1,078 $1,602 $1,896]  $1,220 $2,580

e Data
$2.98 $4.63 $5.57 $3.43 $7.00
2.68 4.08 4.79 3.00 6.17
16.25 19.24 23.63 26.89] 33.20 est.

Note: CeﬂMperiod amounts have been restated to conform to the current-period presentation.
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Exhibit 6
MERRILL LYNCH & CO,, INC.
Unlimited Advantage Fee Schedule

Asset-Based Fee Equity/Mutual Fund Cash/Fixed INcolme

For first $1 million 100 basis points
For next $4 million 75 basis points
For next $5 million 50 basis points

e unlimited free trades
e available on-line or through a broker
e minimum fee of $1,500 per year
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Exhibit 7
MERRILL LYNCH & CO., INC.

Comparison of On-line Accounts and Assets: E*Trade,
Charles Schwab, and Merrill Lynch (as of fiscal year-end)*

E*Trade 1996 1997
Active accounts 91,000 225,000

Total client assets ($ billions) $2.6
Average transactions/day 6,148
Number of associates 489

Average account size $28,571 $18,053

Charles Schwab
Active on-line accounts
Total on-line assets ($

,200,000 3,300,000

billions) $174.1 $349.0
Average transactions/day 97,200 163,000
N/A N/A

$67,333 $79,136 $105,758

4,000,000 4,800,000 5,600,000 6,600,000
$253 $354 $491 $725
$63,250 $73,688 $87,696 $109,848

N/A

70
14,200
N/A

Average account size N/A

*Schwab and Merrill Lynch have December fiscal year-end dates. E*Trade uses a September fiscal year-end date.
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Exhibit 8
MERRILL LYNCH & CO., INC.

Merrill Lynch Asset Management Group: Assets under Management (in billions of dollars)

1999 Percentage

Retail 290 52
Institutional 267 48
Equity 301 54
Fixed Income 256 46
U.S. 323 58
Non-U.S. 234 42
Total 557 100

Ny



