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Executive Summary

In last four years online stock trading has emerged as the leading edge of e-commerce in retail financial services.  While Web banking and electronic bill payment have made slow and uncertain progress, online trading has grown rapidly, seizing market share and forging a dynamic new business model for the brokerage industry.   

In this case study we first overview the industry background of online stock trading.  The main reasons that people invest online are due to its extraordinary simplicity, extensive service, extraordinary saving and excellent security.  We found that online traders are mainly men between the ages of 25 and 34 with household incomes of $75,000.  The reinventing of brokerage industry due to online is described and market share distribution is provided, showing that six firms including Charles Schwab, E*Trade, Waterhouse, Fidelity, Datek and Ameritrade accounted for more than 80% of business.  Online customers can be segmentated into three kinds: delegators, validators andself-directed individual investors and online brokerage can be divided into deep discount, mid-tier and full service.  Market projection shows that 9.7 million US households will manage more than $3 trillion online in 20.4 million online accounts by year 2003 and online brokerage firms will have average 60% growth rate.  

After the background description, we highlight two representative companies on this industry to try to research their business.  They are E*Trade, a pioneer of Internet stock trading service provider, and Charles Schwab, a largest discount broker.  As a deep discount broker and offering real time stock information online, E*Trade enables small investors to take control of their financial assets rather than through traditional brokers.  The basic advantage of E*Trade includes low transaction fee, simple to use interface, real time stock quote, 24 hours service, online community, E*Trade game and detail tax report.  In order to maintain its competitive advantage, E*Trade is moving to offer full financial service online rather than brokerage only.  Now E*Trade offers banking, bill management, financial advice, retirement manage, collage savings, real estate insurance, taxes calculator and E*Trade visa.  For Charles Schwab, we focus on that how the large traditional discount broker successfully manage to change its business into online.   We describe the company background, Schwab online, its information systems and global presence.  A key factor behind Schwab’s strategy and success is that fact that they are a multichannel company.  We conclude that the breadth of functionality and availability on their site, as well as the commitment they have to develop the online offering, has contribute to Schwab.com’s popularity.  

At last we bring up those problems associated with online trading.  They are general fraud problems, regulatory agencies for online trading, market volatility and some technological issues.  

Industry Background     

"The Internet is giving individual investors access to more resources than they’ve ever had before." 

                                                                             Smith Barney analyst Jonathan Cohen
Why Invest Online? 

          There are a number of reasons that could explain this online trading phenomenon.  We particularly cited the approach provided by Xolia.com, which specializes in guiding consumers through complex commerce decisions with vast experience in online trading.  Xolia.com developed what they call “XOLIA’s click’nvest pyramid advantage” in order to explain the basis that sustains the satisfaction experienced by online-trading consumers.  The pyramid is shown as exhibit 1
.   
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Exhibit 1: Xolia.com’s pyramid advantage of online trading.

          One of the main benefits of investing online is its extraordinary simplicity.  This means being very convenient and easy to use.  Online investors can trade from home, from the office, or even while lying under the sun at the beach.  Online support, phone support, chat rooms and message boards are also available for users to ask questions and discuss problems with fellow account holders. 

          Another benefit of online investing is extensive services.  Users can track their portfolio from anywhere and at anytime.  Users can obtain free real time quotes and continuous portfolio updates.  They can also receive periodic updates by alphanumeric messages on a mobile phone or via e-mail.  Exhaustive research services are also available.  Users have access to financial statements, analyst opinions, stock ratings, historic information, and company specific information such as managerial discussions, company announcements, and recent company news.  

          Online investing also provides users with extraordinary savings.  Instead of paying fees and commissions at a traditional "full service" brokerage, you pay a discounted commission for each trade.  Nearly 10 million people actively trade stocks online and pay $6 - $35 per trade, while a traditional broker charges an average of $80 per trade.

           The last benefit, according to the Xolia pyramid,  is excellent security.  All information, which is transferred electronically instantly, becomes encrypted.  Late-breaking technologies are able to use 128-bit encryption.  Clearly, technology is the driving force behind all of these benefits.  Information that once was only available to professionals on Wall Street is now available to almost anyone who has access to a computer and the Internet.  New investment options can be offered online.  Investors are no longer limited to the traditional investing method of finding and paying a full service brokerage firm, and actually they can conduct their investment by their own.

Online Traders

           Approximately 13% of people on the Internet today have added to mutual funds or traded stocks, bonds, or options online.  However, despite increased advertising and news coverage about the phenomenon, this percentage stayed flat for most of last year, according to a new study by Wilton, Conn.-based market research firm Greenfield Online Inc. But 25% of 3,036 respondents say they are extremely or very likely to trade online in the future.  People who have been on the Internet for more than two years are significantly more likely to be in this group of future traders, says Greenfield.  The research shows that hose participating online are mainly men between the ages of 25 and 34, and are individuals with household incomes of $75,000 or more.  The study, part of Greenfield's Digital Consumer Shopping Index, provides six quarters of online trading statistics.  The latest fielding of this ongoing quarterly study was November 12 to November 24, 1999.  The sample is drawn from Greenfield's 1.4 million person research participant community, and the data has been weighted to represent the U.S. Internet population in terms of age, gender and geographic region”
.

Business Renovation 

        The following materials are extracted from Xolia.com
.  These statements serve as a perfect introduction of the revolution change this industry has been experienced and the segmentation effect.

· “To know the price of a stock or the latest news about any company or how much of the company you owned you had to call up your broker, probably wait on hold for a while, and then quickly ask all of your questions. Today, you can access this information right away.” 

· “Not all investors are alike. For one new online investor, the most important consideration might be that his online broker has a long-standing reputation for ease-of-use and customer service; whereas a highly-experienced day trader would probably want her online brokerage to offer the lowest possible commission rates and quickest trade executions.” 

        The exhibit 2 shows the way this brokerage service was previously given to customers.  The market was segmented into two categories.  Large customers, represented by institutional investors, companies, and wealthy individuals, and small customers, represented by less wealthy individuals.  The high quantities of money involved with large customers required the relation between them and full service brokers be based on trust and advice.  Customers need and trust in the wisdom of these firms, and the firms provide the advice needed and many times they will manage their portfolio, making all the necessary decisions.  Commissions could cost hundreds of dollars, and the cost per trade was about $80 each.  Therefore, the field of finance and investing remained something of an elitist's pastime.  Access to real time information was also expensive and thus could only be afforded by wealthy investors and institutions who rented special information systems.        
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Exhibit 2: Previous brokerage service provided

         Small customers did not provide the volume or dollar amounts required to have access to this personalized advice and management.  Thus their sources of information were press media, special cable channels, any information of public access and their own wisdom.  Small customers either paid full service brokers, or they looked for discount brokers who were only channels or retailers that could place a trade on behalf of the small investor.
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Exhibit 3: Brokerage service with online
         Exhibit 3 shows the method that the brokerage service joined by online is currently provided to customers.  Pioneered by E*Trade, Internet stock trading service providers have initiated since early 1996.  The user-friendliness, accessibility, speed and low fees of online trading have challenged the established full-service and discount brokers and changed the way people invest.  Even Charles Schwab, a firm that invented the concept of a discount broker, has not gone unchallenged.  More than 60 online brokerage firms have emerged within the first two years and now more than 140 brokerage firms offer online trading to their customers.  With fees in a downward trend and advertising spend increasing, this fast growing segment, which holds about 7 million of the approximately 80 million accounts up to year 1998, is managed by full-service brokers and traditional discounters.  And the market share is distributed to several leading companies: Charles Schwab leads with 27.4% market share; next comes Waterhouse with a 12.4% market share and E*Trade with 11.8%, both beating a traditional giant such as Fidelity, which commands 9.4% of the market.  As shown in exhibit 4
, the six firms (Schwab, E*Trade, Waterhouse, Fidelity, Datek, Ameritrade), all of which entered the market before June 1997, accounted for more than 80 percent of the business.
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Exhibit 4: Market share of online brokerages 

        As previously mentioned, new technology has greatly increased people's access to information.  With the use of the Internet, real time online information is now available at no or little cost.  As mentioned in the “XOLIA’s click’nvest pyramid advantage”, there are now extensive research services available.  There is also a disintermediation effect.  By allowing the online investor to directly place orders and initiate his own trades, online cyber-finance service providers have greatly reduced the need for a full-service broker. No one will be telling you what to buy or sell, unless you request such advice.  
        Online investing also has a control factor involved.  There are many Americans who want to be in their own seat, in control of their financial destiny.  Placing their own trades, tracking their favorite stocks, managing their own portfolio, 24 hours a day, 7 days a week - aspects of the control factor associated with online trading.                   

Customer and Online Service Segmentation

        The Internet opens a wide array of possibilities in providing trading services.  Different online brokerage firms will provide different services, participating to a more or less degree in the processes of developing investment strategies and deciding about specific trades, therefore, appealing to different segments of customers. 
        From an interview with David Pottruck of Charles Schwab, three different groups of customers have been identified

· Delegators: Do not want to handle their money; do not want to make any financial decisions. 
· Validators: Want to have control over their transactions; want to discuss their investment strategy with professionals; require some advice on buying and selling stocks 
· Self-Directed Individual Investors: Financially literate; do not need advice to invest; know the financial market; want fast and easy transactions; want adequate investment tools 
Forrester research has also identified three groups of online trading services
.   
· Deep Discount: No or little advice; $8 to $16 a trade; all research tools and information provided. 
· Mid-Tier: Advice with specific limitations; about $30 a trade; all research tools and information provided. 
· Full Service: Total advice with respect to any investment issue; costly in commission; trading fees about $80; research tools and information provided.
Market Projections
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Exhibit 5: Market projections

         The market projections were provided by forrester.com6, a leading market research firm with extensive research in online trading.  Exhibit 5 clearly shows us the dramatic market growth in next couple of years. 

· By 2003, 9.7 million US households will manage more than $3 trillion online in 20.4 million online accounts. 

· Assets managed by online full-service brokerage firms will grow at 115% in the upcoming years. Assets managed by mid-tier providers will grow at 62% and assets in deep-discount will grow at 26%. 
·  By 2003, mid-tier providers will control 47.7% of the assets invested online. Full Service brokers will control 44.6% and deep discount providers 7.7%.  

In this case, we will review E*Trade - the pioneer, Charles Schwab - the leader in the online trading business. 

E*Trade
“A slick interface, a solid portfolio manager and a wide variety of access options put E*Trade at the top of a growing heap of online investment services.”

PC COMPUTING while announcing the winner of the Most Valuable Product Award for 1997 Internet Financial Services.
The Story of E*Trade

          On July 11, 1983, a doctor in Michigan placed the first online trade using E*Trade technology. What began with a single click over 16 years ago has now taken the world by storm. Today, E*Trade customers can be found in all 50 states and 119 countries from Aruba to Zambia.

         The early E*Trade provided online quote and trading services to Fidelity, Charles Schwab, and Quick & Reilly.  In 1992, E*Trade Securities, Inc., one of the original all-electronic brokerages, was born and began to offer online investing services through America Online and CompuServe.  Then, with the launch of www.etrade.com in 1996, demand for E*Trade’s services is exploded.  E*Trade is now a global leader in online personal financial services with branded Web sites around the world.  In March 2000, the company introduced E*Trade Bank, the nation's largest pure-play Internet bank.  And through its digital financial media initiatives, E*Trade continues to be a leader in providing “anytime, anywhere, any device” access to financial information and transaction capabilities.

          E*Trade’s products and services can be customized to reflect a customer's unique needs and interests, including portfolio tracking, free real-time quotes, market news, and research available 24 hours a day, seven days a week. Customers can access their E*Trade accounts virtually any time anywhere around the world.
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Exhibit 6: Stock performance of E*Trade

Business Description

          E*Trade Group, Inc., through its subsidiary, E*Trade Securities, Inc., is a provider of online investing services, and has established a popular, branded destination Web site for self-directed investors.  The Company offers automated order placement and execution, along with a suite of products and services that can be personalized, including portfolio tracking, Java-based charting and quote applications, real-time market commentary and analysis, news and other information services.  The Company provides these services 24 hours a day, seven days a week by means of the Internet, touch-tone telephone (including interactive voice recognition), online service providers (America Online, CompuServe, and Microsoft Network), and direct modem access.  E*Trade’s proprietary transaction-enabling technology supports highly automated, easy- to-use and cost-effective services that empower its customers to take greater control of their investment decisions and financial transactions.  E*Trade Group had revenues of $621.4 million for the fiscal year ended September 30, 1999 compared to $335.8 million for the prior fiscal year.

         In August 1999, the Company began offering extended hours trading of NASDAQ and exchange-listed securities through an agreement with Instinet; expanded its global coverage by launching new sites in four additional countries (France, Sweden, the United Kingdom, and Japan) to complement existing coverage in Australia, New Zealand and Canada; and acquired TIR (Holdings) Limited. TIR is active in equity, fixed income, currency and derivatives markets in over 35 countries, and holds seats on multiple stock exchanges around the world.

         Free resources made available to the public on E*Trade’s Web site include breaking financial news, real-time stock and option price quotes, company financial information and news announcements, live market commentary, personalized investment portfolios, investor community areas, and search and filtering tools for mutual fund and fixed income products.  E*Trade’s Web site services three levels of investors: visitors, members, and customers, with each successive group gaining access to additional value-added products and services.  Visitors can view market information, headline news, stock quotes and charts, mutual fund information, and much more.  By registering, but not opening an account, a visitor becomes a member and receives free access to many advanced, customizable investment research tools, including free real-time quotes and secure email.  Those with E*Trade accounts, have complete access to E*Trade’s trading engine and to all the investment research and management features, including Smart Alerts, and many sophisticated analytical and record keeping tools.  Customers may also subscribe to E*Trade’s Professional Edge service and apply for IPOs, as well as receive access to institutional quality research reports, and other premium services.

           As of September 30, 1999, the Company had 1,551,000 active accounts, up 185% for the year, with assets held in customer accounts in excess of $28.4 billion, up 154% from last year. Average daily deposits were $51.4 million per day in fiscal 1999. In fiscal 1999, E*Trade added 1,007,000 net new active accounts, an increase of more than 300% over last year.

Stock, Option, Fixed Income and Mutual Fund Trading


           Customers can directly place orders to buy and sell NASDAQ and exchange-listed securities, as well as equity and index options, bonds and mutual funds through E*Trade’s automated order processing system.  E*Trade supports a range of order types, including market orders, limit orders (good-till-canceled or day), stop orders and short sales.  Account holders receive electronic notification of order executions, printed trade confirmations and detailed statements.  The Company also arranges for the transmittal of proxy, annual report and tender offer materials to customers.

            E*Trade’s Mutual Fund Center (the Center) features more than 4,800 mutual funds, over 1,000 of which are available without transaction fees or loads.  The Center also offers several services free of charge, such as Power Search, a state-of-the-art proprietary screening tool, and a wide spectrum of research, including risk measures, portfolio information, historical charts, and online prospectuses.  During fiscal 1999, the Company expanded its offering by launching four proprietary mutual funds.  In addition, four new funds are currently in registration, as the Company continues to expand its broad base of products and services to serve all types of investors, from active investors to those who invest with a long-term, buy and hold strategy.

Market Data and Financial Information


           E*Trade continuously receives a direct feed of detailed quote data, market information and news.  Customers can create their own personal lists of stocks and options for quick access to current pricing information.  E*Trade provides its customers and members free real-time quotes, including stocks, options, major market indices, most active issues, and largest gainers and losers for the major exchanges. Users are alerted when a stock hits the price, volume or P/E ratio that they set.  Through its alliances, the Company also provides access to breaking news, charts, market commentary and analysis, and company financial information.

Portfolio Tracking and Records Management


          Customers have online access to a listing of their portfolio assets held at E*Trade, including data on the date of purchase, cost basis, current price and current market value. The system automatically calculates unrealized profits and losses for each asset held.  Detailed account balance and transaction information includes cash and money fund balances, buying power, net market portfolio value, dividends received, interest earned, deposits and withdrawals.  Brokerage history includes all orders, executions, changes and cancellations.  Tax records include total short-term or long-term gain/loss and commissions paid.  Customers can also create “shadow” portfolios to include most financial instruments a customer is interested in tracking--for example, assets held at another brokerage firm.  These shadow portfolios can include stocks, options, bonds and many mutual funds.

Cash Management Services


           Customer payments are received through the mail, federal wire system or the Internet, and are credited to customer accounts upon receipt.  The Company also provides other cash management services to its customers.  For example, uninvested funds earn interest in a credit interest program or can be invested in one of nine money market funds.  In addition, the Company provides free checking services with no minimum balance requirement through a commercial bank and is exploring the expansion of these services.  The Company, through its strategic relationship with National Processing Company, has expanded its cash management offerings to include electronic funds transfer via the Internet and an automatic deposit program to allow scheduled periodic transfers of funds into customers’ E*Trade accounts.

          The Company uses a combination of proprietary and industry standard security measures to protect customers’ accounts.  Customers are assigned unique account numbers, user identifications and trading passwords that must be used each time they log on to the system.  The Company relies on encryption and authentication technology, including public key cryptography technology licensed from RSA Data Security, Inc., to provide the security and authentication necessary to effect the secure exchange of information.  In addition, the Company uses Secure Socket Layers technology for data encryption.  Touch-tone telephone transactions are secured through a personal identification number (PIN), the same technology used in ATMs.  A second level of password protection is used prior to order placement.  The Company also has an agreement to provide digital certification and authentication services for electronic commerce through its alliance with VeriSign, Inc.
Financial Summary

        For the fiscal year ended 9/00, E*Trade’s revenues rose from $671.4 million to $1.37 billion.  Net income applicable to Common before acct. change and extraordinary items totalled $19.2 million, vs a loss of $54.9 million.  Results reflect increased trading volumes and gains from sale of investment.

	
	Top of Form

Annual Figures: (EGRP) E TRADE GROUP INC    
Balance Sheet
Summary
 
Cash
Securities
Receivables
Allowances
Inventory
Current Assets
Property and Equipment, Net
Depreciation
Total Assets
Current Liabilities
Bonds
Preferred Mandatory
Preferred Stock
Common Stock
Other Stockholders' Equity
Total Liabilities and Equity
 
 
Income Statement
Summary  
Total Revenues
Cost of Sales
Other Expenses
Loss Provision
Interest Expense
Income Pre Tax
Income Tax
Income Continuing
Discontinued
Extraordinary
Changes
Net Income
EPS Primary
EPS Diluted
Sep 2000
US $
(12-MOS)
175443

9,462,970



334,262

17,317,437


0
0
3,045
1,853,788
17,317,437
 
 
 
 




-600,862
104,449



0
0
19,152
$0.06
$0.06
Sep 1999
US $
(12-MOS)
85734

2,606,255



155,785

3,926,980


0
0
2,398
911,269
3,926,980
 
 
 
 




73,367
-91,356



0
0
-54,438
$-0.23
$-0.23
Sep 1998
US $
(12-MOS)
21834

1,310,235



48,128

1,968,918


566
0
0
709,670
1,968,918
 
 
 
 




39,714
-1,665



0
0
-712
$-0.02
$-0.02
Sep 1997
US $
(12-MOS)
21814

724,365



18,802

989,903


0
0
387
280,888
989,903
 
 
 
 




14,909
23,330



0
0
13,905
$0.40
$0.40
Top 30 Competitors: E TRADE GROUP INC    
Rank by Name |   Market Capitalization   
Symbol 
Company Name 
Market 
Cap($000) 
MWD
MORGAN STANLEY DEAN WITTER
$79,570,623
MER
MERRILL LYNCH & CO
$53,922,082
SCH
SCHWAB CHARLES CORP NEW
$43,066,324
GS
GOLDMAN SACHS GROUP INC
$41,568,585
DLJ
DONALDSONLUFKIN&JENRETTE NEW
$13,144,129
LEH
LEHMAN BR HLDG
$13,072,946
PWJ
PAINE WEBBER GROUP INC
$10,344,950
BSC
BEAR STEARNS COS INC
$5,989,828
SEIC
SEI INVESTMENTS
$4,896,620
AGE
EDWARDS A G INC
$4,018,973
EGRP
E TRADE GROUP INC
$3,580,152
LM
LEGG MASON INC
$3,071,465
WDR
WADDELL & REED FINL INC
$2,648,822
AMTD
AMERITRADE HOLDING
$2,255,610
RJF
RAYMOND JAMES FINL INC
$1,497,380
DRC
DAIN RAUSCHER CORP
$1,222,565
HQ
HAMBRECHT & QUIST GROUP INC
$1,222,250
ITG
INVESTMENT TCHNLGY GRP INC
$1,148,739
WDR.B
WADDELL & REED FINL INC
$1,049,058
EVR
EVEREN CAPITAL CORP
$1,042,235
NDB
NATL DISCOUNT BROKERS GRP
$1,027,932
JEF
JEFFERIES GROUP INC NEW
$672,768
DIR
DONALDSONLUFKIN&JENRETTE NEW
$566,636
MOR
MORGAN KEEGAN INC
$560,549
TA
TUCKER ANTHONY SUTRO HLDGS
$447,686
SWS
SOUTHWEST SECS GROUP INC
$438,023
CXB
SALOMON SMITH BARNEY HOLDING
$395,500
FSI
FREEDOM SECURITIES CORP
$348,032
FBR
FRIEDMAN BILLINGS RAMSEY
$341,353
MLF
MERRILL LYNCH & CO
$315,281



Exhibit 7: Financial data for E*Trade

Summary 

          E*Trade started as a deep discount broker.  By offering real time stock information on-line, E*Trade enables small investors to take control of their financial assets rather than through traditional brokers.  The basic advantages of E*Trade includes 

· Low transaction fee

· Simple to use interface

· Real time stock quote

· 24 hour service

· On-line community

· E*Trade game

· Detailed tax report

           E*Trade is moving to offer full financial service on-line rather than brokerage only.  Now E*Trade offers banking, bill management, financial advice, retirement manage, collage savings, real estate, insurance, taxes calculator and E*Trade visa.

Charles Schwab
“Schwab is the only place where people and the Internet come together to serve and empower investors. Our mission is to help every investor enjoy the benefits of a complete investing experience, with extensive access to information and trading, and no conflict of interest, both electronically and in-person. We think this combination of technology, service and people is beyond the scope of what other brokerage firms provide.” 

David S. Pottruck, co-CEO and President, Charles Schwab

Company Background 

          The Charles Schwab Corporation (CSC) was incorporated in 1986 and engages, through its subsidiaries, in securities brokerage and related financial services to individual investors, independent investment managers, retirement plans and institutions.  CSC is one of the nation’s largest financial services companies, serving 5 million total active accounts with over $400 billion in client assets. 

          CSC’s principal subsidiary, Charles Schwab & Co., Inc. (Schwab), is a securities broker-dealer.  Schwab was incorporated in 1971, and entered the discount brokerage business in 1974.  It began with a very simple idea: to provide investors with the most useful and ethical brokerage services in America.  Initially established as a full-service broker, Schwab competed with traditional brokerage firms such as Merill Lynch and Salomon Smith Barney, which made the bulk of their profit from interest on loans to margin customers, fees for underwriting securities sales, and other investment-banking activities.  Schwab became a discount brokerage after the SEC outlawed fixed commissions in 1975.  While most brokers defiantly raised commissions, Schwab drastically cut its rates.  Schwab changed the focus of its business to executing trades for clients who make their own investment decisions at a discount price.  This strategy proved to be very profitable.  Schwab increased its client list thirty-fold while tripling its revenue from 1977 to 1983.  Today, Schwab controls roughly 50% of the discount brokerage industry with its closest competitors only half of its size. 

          During the nineties, Schwab has faced increasing competition from other discount brokerage firms such as National Discount Brokers.  Schwab has differentiated itself by offering a great amount of investment educational materials and analytical tools.  As a result, it has been able to attract a new wave of more sophisticated investors, including independent financial advisors, who defected from traditional full-service brokerage firms and mutual-fund companies.  Schwab has placed a new emphasis on guidance and advice.  This new focus is also an attempt to set Schwab apart from the new pack of deep-discount trading firms that have sprung up in the past few years.  In many ways, Schwab is expanding into a full-service firm once again, only this time at a discount price. 

          Schwab's total customer assets exceeded $350 billion by year end 1997 as customers brought almost $69 billion in net new assets to the firm and 1.2 million new accounts were opened.  Revenues surpassed $2 billion just three years after reaching $1 billion in 1994.  The Company achieved a 12.8% after-tax margin for 1997, its fifth consecutive year of margins in excess of 12%.  Exhibit 8 provides a summary of selected financial data for Charles Schwab. 

	CONSOLIDATED BALANCE SHEET 

	(In Thousands, Except Per Share Amounts) 
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	December 31,
	1998
	1997
	

	


	ASSETS 

	   Cash and cash equivalents 
	$
	1,155,928
	$
	797,447
	

	   Cash and investments required to be segregated under
	 
	 
	 
	 
	

	      federal or other regulations (including resale agreements
	 
	 
	 
	 
	

	      of $7,608,067 in 1998 and $4,707,187 in 1997)
	 
	10,242,943
	 
	6,774,024
	

	   Receivable from brokers, dealers and clearing organizations
	 
	334,334
	 
	267,070
	

	   Receivable from customers — net
	 
	9,646,140
	 
	7,751,513
	

	   Securities owned — at market value
	 
	242,115
	 
	282,569
	

	   Equipment, office facilities and property — net
	 
	396,163
	 
	342,273
	

	   Intangible assets — net
	 
	46,274
	 
	55,854
	

	   Other assets
	 
	200,493
	 
	210,957
	

	


	      Total 
	$
	22,264,390
	$
	16,481,707
	

	




	LIABILITIES AND STOCKHOLDERS' EQUITY 

	   Drafts payable
	$
	324,597
	$
	268,644
	

	   Payable to brokers, dealers and clearing organizations
	 
	1,422,300
	 
	1,122,663
	

	   Payable to customers
	 
	18,119,622
	 
	13,106,202
	

	   Accrued expenses and other liabilities
	 
	618,249
	 
	478,032
	

	   Borrowings
	 
	351,000
	 
	361,049
	

	


	      Total liabilities
	 
	20,835,768
	 
	15,336,590
	

	


	Stockholders' equity: 

	   Preferred stock — 9,940 shares authorized; $.01 par
	 
	 
	 
	 
	

	      value per share; none issued
	 

	   Common stock — 500,000 shares authorized; $.01 par value per share; 401,883
	 

	      shares issued and outstanding in 1998 and 401,533 shares issued in 1997*
	 
	4,019
	 
	2,677
	

	   Additional paid-in capital
	 
	213,312
	 
	241,422
	

	   Retained earnings
	 
	1,254,953
	 
	955,496
	

	   Treasury stock — 2,630 shares in 1997, at cost*
	 
	
	
	(35,401
	)

	   Unearned ESOP shares
	 
	(1,088
	)
	(2,769
	)

	   Unamortized restricted stock compensation
	 
	(43,882
	)
	(17,228
	)

	   Foreign currency translation adjustment
	 
	1,308
	 
	920
	

	


	      Total stockholders' equity
	 
	1,428,622
	 
	1,145,117
	

	


	   Total
	$
	22,264,390
	$
	16,481,707
	

	





Exhibit 8: Balance sheet from Schwab

Schwab Online 

“Schwab is reaching the mass market of Web investors by providing them with information, access, and control combined with the powerful combination of technology and people to serve their needs. Customers want the convenience of multiple ways to conduct business -- whether it be through the Internet, in 270 branch offices, access to brokers 24-hours a day, or through speech recognition or touch-tone trading telephone services.”

Gideon Sasson, EVP of Electronic Brokerage

           Technology has played an important role in Schwab’s success.  The company is recognized for meeting the changing needs of its customers through technological innovations.  Schwab was one of the first firms to introduce 24-hour touch-tone trading service. 

           Schwab first offered online trading in 1984.  Customers conducted PC-based trading through the proprietary Equalizer software.  Today Schwab offers a number of electronic brokerage services including telephone and PC-based distribution channels.  Schwab surpassed 1.6 million active online accounts at month-end March 1998.  Online customer assets reached $112 billion in March 1998.  During the first quarter 1998, 48% of total customer trades were executed through online channels, versus 33% a year ago and 41% in the fourth quarter of 1997. 

           There are two telephone-based online services: Telebroker and VoiceBroker.  The TeleBroker system, which is a touch-tone trading service, allows Schwab to process telephone calls in a more efficient way than traditional phone calls, resulting in cost reduction for Schwab.  The system allows clients to place trades, to check the status of a trade to get quotes and to check account balances.  The VoiceBroker system, which was introduced in the third quarter of 1996, uses voice recognation technology to provide real-time quotes to the customer.  Schwab’s automated telephonic channels handled 73% of total customer calls received in 1997. 

           The three PC-based on-line services are StreetSmart, E-Schwab and SchwabNOW.  The StreetSmart service, which was established in 1994, allows customers to dial into the Schwab system to execute trade and research, to review accounts and to use portfolio management tools. Trades executed through StreetSmart received a 10% discount on Schwab’s regular commission.  E-Schwab, which was established in June 1996, is Schwab’s Internet service and offers the same services as StreetSmart.  The customers, however is expected to conduct most of his business online. 

           SchwabNOW is the newest tool that Schwab offers through the company web page and was introduced in 1997.  The web service is positioned as a “value-added” service that supplies market data and a comprehensive set of financial tools for clients. Similar to a virtual branch it allows customers to communicate with Schwab and to execute trades.  In January 1998, Schwab extended its Web site offering to include investment ideas, research, guidance and decision-making tools never before offered by Schwab, and beyond the scope of what full-commission brokers have traditionally provided including the Asset Allocation Toolkit for portfolio allocation guidance and the Mutual Fund OneSource Online and Market Buzz sites for research and information. 

           By year end 1997,  Schwab had approximately 1.2 million online accounts, with more than $80 billion in assets, both more than 90% higher than the totals at the end of 1996.  For the fourth quarter of 1997, the customers executed 41% of their trades at Schwab via online channels, versus 28% a year ago.  Gideon Sasson, Enterprise President of Electronic Brokerage, commented: 

“Online investing is evolving.  Phase one was about early adopters getting on the Internet and a fragmented marketplace of firms fighting a price war at the cost of providing service, quality information and quick access.  Phase two is about providing millions more investors with access to an Internet experience where investing smart at a good value is paramount, and where high levels of customer service support and unbiased information, with value pricing, are the competitive differentiators.  Phase two is here.”

CIO Dawn Lepore added: 

“If you wait until a technology is widely adopted before you try it, you’ve lost your market advantage. That is why we were early entrants on the Web and we have such a big share of that market.”

          Schwab has also focused on providing innovative services to independent fee-based financial advisors.  Schwab introduced the new SchwabLink Web site, which has made it easier for advisors to communicate with Schwab and receive news and information tailored to their needs.  Schwab also completed the nationwide rollout of the Schwab AdvisorSource referral service during the year.  Customer assets managed by advisors reached $106 billion by year end, up 45% from December 1996. 

          Schwab continued to expand its branch network during 1997 by opening a record 40 new offices.  Schwab also expanded its international presence, opening offices in Hong Kong and the Cayman Islands during 1997.  In addition, Schwab created the first online marketplace for international customers to trade third party mutual funds.  Over 200 funds are now available through http://www.schwab-worldwide.com.  Schwab believes that for the retail investor, the combination of multiple service channels, technology, access to information and guidance, and value pricing offered by Schwab is unequaled in the industry. 

Information Systems 

“Through the creative use of technology, Schwab is able to offer investors greater depth of services than was previously available. With unbiased and quick access to real-time information on the Web, combined with the support of Schwab’s people, investors benefit from guidance both electronically and in person. We believe this combination of technology, service, and people places Schwab in a category by itself." 

Art Shaw, SVP of Electronic Brokerage Product Development

           Schwab’s operations rely heavily on its information processing and communications systems.  Schwab’s system for processing a securities transaction is highly automated.  The company handles both telephone and online trades from all over the world through six different call centres located throughout the US, in San Francisco, Indianapolis, Denver, Phoenix, and Coral Gables and Orlando in Florida. 

           To support its multi-channel delivery systems, as well as other applications such as clearing functions, account administration, record keeping and direct customer access to investment information, Schwab maintains a sophisticated computer network connecting all of the branch offices and regional customer telephone service centers.  Schwab’s computers are also linked to the major registered United States securities exchanges, M&S, the National Securities Clearing Corporation and The Depository Trust Company. 
  
          In addition to its IBM, Sun and Compaq high-speed transaction servers in the call centres, the company runs a total of 84 Windows NT and Unix-based servers supporting both desktop applications and branch computer networks.  An AT&T TCP/IP network links all six computer sites, while a Sprint frame-relay network links branch offices and servers. 

          The company also puts much emphasis on technology through its web site, though only a small staff of five developers is used to start this job. It took a mere 10 weeks for the site to go from concept to final testing in 1996.  In the final quarter of last year, the team put out more than 20 production releases.  Management prefers to do it with in-house experts who have a “marrow-deep” understanding of the business, rather than outside consultants.  Sasson says: 

“We’re trying to create a web experience in an environment that changes extremely fast.  You can’t control that experience very well with a vendor.”

          To enhance the reliability of the system and integrity of data, Schwab maintains monitored backup and recovery functions.  These include logging of all critical files intraday, duplication and storage of all critical data outside of its central computer site every 24 hours, and maintenance of facilities for backup and communications in San Francisco.  They also include the maintenance and periodic testing of a disaster recovery plan that management believes would permit Schwab to recommence essential computer operations if its central computer site were to become inaccessible.  To reduce the exposure to system failures caused by external factors, including earthquakes, the primary data center is located in Phoenix. 
  
Global Presence 

          With the success of its US online business, Schwab is hitting the international scene.  In 1997, Schwab began moving the manually-conducted business of its subsidiary, UK-based Sharelink into cyberspace.  Schwab's Senior Vice-President of international technology Bob Duste notes that Schwab’s web strategy is ultimately designed to create a borderless business: 

“That makes it easier for anyone, anywhere in the world, to access Schwab and its subsidiaries over the Internet.”

          Nevertheless, the firm faces significant legal and regulatory challenges as it moves abroad. For example, in some places like Singapore, Duste observes: 

“Putting up a web site is seen as an unsolicited sale, and it’s frowned upon.  It takes a lot of time and effort to be sure that we don’t run foul of a country’s rules and regulations.”

         Another challenge is setting up an international communications infrastructure that is faster and more reliable than the current set-up.  Today, a web order placed by a customer located in Germany passes first to the company’s Internet service provider in Phoenix, then back to Schwab’s London office for processing.  This may not be best strategy for the future and Duste concedes that Schwab may eventually have to put a data center on the continent. 

         The virtual nature of cyberspace is one reason why Schwab insists on keeping the doors of its 254 US domestic and international branches open, and 5,000 human brokers among a total of 11,000 employees.  The company envisions its physical branches in the US, London, Hong Kong and the Cayman Islands as a kind of back-up, a reassuring presence that reminds customers that even if the wires aren’t working, they can still walk into a building to get a check.  Duste comments: 

"The branches represent the physical reality of the company. It tells people we won’t disappear next week."

Problems Associated with Online Trading
“That’s my home. Looks more like an island. Technically, it’s a country,” runs a Discover Brokerage Direct television advertisement. “Online trading is like the Old West. The slow die first,” reads a full-page newspaper advertisement for Fidelity Investments. “We’re now trusted with over 1,000,000 accounts. If you still think this is a fad, write us a letter on your typewriter,” teases an advertisement by E*Trade.

- Eliot Spitzer, Office of New York State Attorney General


These words are from some flashy advertisements by online brokerage companies a couple of years ago. It’s quite self-evident that these companies can achieve the best performance by not only attract more people to trade online, but, more importantly, attract their customers to trade more frequently. They failed to inform their customers the most important issue in stock trading: high risk. Trade online doesn’t change the basic principles and unpredictability of stock markets. Online traders can also be victims of new types of fraud facilitated by the Internet. Traditional types and internet-facilitated types of fraud will be discussed in this section, together with the changes in market statistics evolved since the beginning of online trading.

Types of fraud – traditional and internet-facilitated

          Investment frauds (or investment scams) are common practices in the security markets by a small group of people. This is the top-ten investment scams list compiled by the California Department of Corporations (only those directly related to the stock market are kept):

· Internet fraud Through the use of Internet, scamsters are plying their trade by making illegal and fraudulent investment offerings, engaging in market manipulation, conducting insider trading and acting as unlicensed broker-dealers. 

· Telemarketing fraud Boiler room operations are not new. High-pressured telephone sale tactics are being used to part innocent investors from their money by encouraging investors to invest into worthless investments. 

· Investment seminars and financial planner activity Many investment seminars and financial planner activity are carried on without the required licenses. 

· Affinity group fraud Affinity group fraud is the fraud against religious, ethnic and professional groups by members of these groups or persons claiming to provide assistance to these groups. 
· Abusive sales practices by licensed broker-dealers and agents These practices include sales of securities to unsuitable investors, failure to disclose critical information, fraudulent offerings of securities and market manipulation of low-priced microcap offerings. 
· High tech products and services There has been an increase in the number of illegal offerings of high tech investments. These offerings promise high profits with no risk.

   “Pump and dump”, “Short and distort” are two commonly observed methods for certain people to manipulate the market (usually on microcap stocks) by buying or short the stock, followed by a profit-taking sell or buy after people follow the pseudo-market trend he created earlier. Although this has been a classical scam, it is largely facilitated by the quick information flow of the Internet, exemplified as in stock chat rooms. Certain characteristics of the Internet, such as anonymous identity, also facilitate other unlawful activities: the release of company internal information, collaborated market manipulation, etc. 

    Since the beginning of economy trading in early 1980’s, complaints filed to NASD Dispute Resolution has been through a constant increase from ~300 in 1980 to ~3,600 in 1990. And it has increased for another ~30% in the 1990’s.
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Exhibit 9: Yearly volume comparison

Regulatory Agencies for Online Trading

State securities regulators have been protecting investors for almost 90 years. These practices proceed federal securities laws and the foundation of SEC (the Securities and Exchange Commission) and NASD (the National Association of Securities Dealers). The collaborative efforts from state, federal, and industry oversight make the regulatory system in the stock market of US an example of the world.  Each stock exchange market has their own regulatory division to investigate any customer complaints.  For example, NYSE (New York Stock Exchange) uses Stock Watch, a computerized system that automatically flags unusual volume or price changes in any listed stock, to help the Exchange to maintain the integrity of the market.  There are 164 cases documented at NYSE year-to-date, with detailed description of the complaints, investigation procedure, suspect’s biography, and action that’s taken.
NASAA (the North American Securities Administrators Association), formed by representatives of state securities agencies across the country, plays another important role in the regulation of securities market.  Finally, US Congress also watches over the issues raised by online trading, with the Online Investor Protection Act of 1999 (S.1015), which requires online brokerage firms to disclose on their website and to the SEC any delays in transactions due to service outages; any steps taken to address or prevent such outages or events; and any resulting investor losses. 
Market Volatility

     Another aspect of the risk on stock market lies in its volatility.  Volatility reflects the range of changes during a certain period of time for a market, a stock, or a stock ensemble.  It has been shown that since the onset of online trading, market volatility has increased (intra-day volatility and inter-day volatility has increased for 50% and 20% for NASDAQ composite from September 1999 to September 2000), probably due to more active trading with the ease of trade, higher tendency to follow the market with the ease to gain real-time information. 
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Exhibit 9: Average daily measures of NASDAQ market activity
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Exhibit 10: Average daily measures of AMEX market activity.
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Exhibit 11: NASDAQ volatility measures. Intra-day volatility refers to price movement within a single day and is calculated as (daily high - daily low)/daily high. Inter-day volatility quantifies day-to-day price movements.  Inter-day volatility is calculated as the standard deviation of the relative price changes (from close to close) over 20 trading days. Standard deviation is a measure of dispersion and, like the intra-day measure, a higher number corresponds to greater volatility. 
Difficulty to Make Sound Online Trading Decisions


As more and more people begin to trade online, there is the huge necessity to educate new investors about investment basics and veteran investor about not deviating from their old experience.  From a study conducted by McKinsey & Company, the first wave of online investors are generally either young, rich, inexperienced, but tend to take bigger risk, or older, also rich, knows what they are doing.  Unfortunately, even for some experienced investors that went online, the ease to trade gave them a wrong impression that more trade equals to better return, and it’s not the case.  Reported in a research conducted by U.C. Davis professor Odean and Barber, veteran investors who used to beat the market by 2 percent under perform the market by 3 percent after they went online, even after the factor of commission was considered. They also found that:

· Women achieve better returns than men do because women trade less often.
· People hang on to their loser stocks because they are reluctant to take a loss.
· Investors chase the action, buying the hot stocks and funds.

          With the next wave of online investors being middle-aged, more conservative, and more dependant on investment advices, more and more people will realize the difficulty to make sound decisions on the stock market.

Make a Trade Doesn’t Equal to Execution – Problem Raised for Technology

In early 1999, the slowdown and outage for several online brokerage firms raised the problem of fast and reliable execution for investors.  Such problem could be due to the deficiency in the front-end system, middleware, back-end system, the backup system, or shortage of quality information technology people.  It also raises the requirement for more reliable ISP, and the necessity to maintain a sufficient telephone support team for the online brokerage firms.  Better IT support with higher bandwidth is definitely required for the delivery of highly reliable trading execution.  And it is also one of the most important factors that the customers consider when they choose their online brokerage firm.

Future Directions to Solve the Problems

These problems are waiting to be solved for a securities market with high efficiency and integrity.

To lower the instance of Internet fraud, a tighter collaboration between state, federal, and the industry is required.  Huge effort on technology improvement is also critical in fighting for more and more sophisticated fraud attempts.

Investors need to be better educated on basic principles of online trading.  They need to understand the risk involved in having fully control of their investment decisions, the adverse effect of frequent trading, the real cost of commission, etc.

Online brokerage firms need to invest on having adequate telephone service team to fulfill any customer requests at any time.  They also need to provide more reliable network connection and fully functional system at any time.
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