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INTERMEDIARY ECONOMICS

The Other Customer

What happened when trusted intermediaries started
making money from both sides of the transaction.
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The other customer

Anintermediary earnsabuyer’strust. The trust aggregatesdemand. Thensellersnotice.

What sellersnotice isusually that reaching the intermediary’sbuyersdirectly would cost more thanpaying
theintermediary to doit. That gapisthe whole story, anditiswiderthanmost people expect.

FACT. Bytheearly 1990s, US airlineswere paying travel agentsroughly $7.5 billion ayearincommissions, an
amount comparable to what they were spending onfuel. At the same time almost no traveler paid anagent
anything.

FACT. A2011House Ways and Meansreport found that royalty payments fromfor-profit partners made up
nearly 46 percent of one large membership organization’srevenuein2009, while member dueswere about
17 percent. Between2002 and 2009 duesincome rose $60 million. Income from businessrelationships,
primarily withinsurance companies, rose $417 million.

FACT. ADPpublishesanaccountant referralprogrampaying 25 percent of areferred client’sfirst-year
payrollbilingsat oneto fourreferrals, 50 percent at five to nine,and 75 percent at tenormore, plusal0
percent annualresidualforfouryears. No accountant could charge aclient that muchforthe
recommendationitself.

The second customerisfrequently thericher customer. Intermediaries do not usually decide to serveit.
They growintoit, because the buyer-fundedrevenue stopskeeping pace withthe seller-funded revenue

and the ratio changesoveryearswithout any single decisionanyone could point to.

The questioniswhat happensnext, and the historicalrecord answersit more precisely thanthe usual
argumentsabout conflictsof interest do.
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The compensation test

The usefulquestionisnot whetherthe seller pays. Nearly every intermediary takes sellermoney somewhere.
The usefulquestionis:

Does the intermediary make more money if the buyer
chooses Seller Aratherthan Seller B?

Compensationvariancerunsalong aspectrum, and the closerit getsto theindividualrecommendation, the
stronger the steeringincentive.
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THE VARIANCE SPECTRUM

STEERING INCENTIVE STRENGTHENS DOWNWARD

LEVEL OF VARIANCE

None

\

Portfolio level, invariant to seller

!

Portfolio level, varies by sellerin
aggregate

!

Transaction level, varies by seller

\

Termlevel, varies with what the
buyerreceives

!

Intermediary owns the seller

EXAMPLE

Flat subscription, fee unchanged by
outcome

GPO administrative fee across contracted
volume

Contingent commissions on annual book
performance

Per-salereferral fee, differential
commission

Yield spread premiumrisingwith the
interestrate

Affiliate pharmacy margin plus formulary
control

HOW THE RECORD TREATED IT

Unquestioned

Protected by safe harbor with
disclosure

Banned, then restored under universal
disclosure

Litigation andrestructuring

Statutory prohibition

Ongoingregulatory crisis

Thatisone axis. Onitsownit doesnot predict outcomes, and thisiswhere the simple versionof the thesis

breaks.

The second axisiswhat the buyerbelieves. Variance became atrust failure specifically where the buyer
understood the selectionto beindependent, unbiased, free, exhaustive, ormade ontheir behalf.

The dangerous configuration is both conditions together.

CONDITION 1

Economics move with the recommendation

Theintermediary’s economics change depending on
which seller, product, or terms the buyer selects.

CONDITION 2

= HISTORICALLY DANGEROUS CONFIGURATION

The buyer believes the selectionis independent

The buyer understands the recommendation to be made
independently on their behalf.

Where bothappeared, the cohort produced steering, litigation, regulatory intervention, restructuring, or
sustained public scrutiny. Where seller payment existed but could not move the recommendation, trust
frequently held fordecades. And where compensationvaried enormously but the buyerhad knowingly
agreedto the arrangementinadvance, the structure could also remain stable. Franchise vendor programs
are the proof of that last point and they are discussed in Section 4.

EVIDENCE-BACKED INFERENCE. Neitherconditionalone consistently produced failureinthiscohort.The

combinationdid.
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When the money moved the
recommendation

CASE 01 INSURANCE BROKERAGE - 2004-2012

The case with the internal documents

Thisisthe strongest caseinthe study because the steeringis established fromthe firm’sown
communicationsratherthaninferred.

FACT. OnOctober14,2004,the New York Attorney General sued Marsh & McLennan, alleging it steered
clientstoinsurerswithwhichit held lucrative contingency agreementsand solicited rigged bids. The
complaint stated Marsh collected approximately $800 millionincontingent commissionsin2003. By the
firm’sownadmissionthe 2003 figure was $845 million.

FACT. The complaint quotedinternalmessages. One seniorexecutive wrote that the firmneededto place
businesswithinsurersthat “pay usthe most.” Anothernoted that the size of contingent commissions would
determine who businesswas steered to and steered from.

FACT. OnJanuary 31,2005, Marshestablished an $850 millionrestitutionfund, apologized forconduct it
called shamefuland unlawful, and took a $618 million pre-tax charge. Aonsettled for $190 million and Willis
for $50 million. The chief executive hadresignedin October2004. Three thousand jobswent inNovember.

Contingent commissionsvaried by carrier. Acorporateriskmanagerbelieved the brokerwas searching the
market asitsagent. Bothconditions, present at once.

THEN THE PART ALMOST NOBODY REMEMBERS

FACT. InFebruary 2010, officialsinNew York, lllinois, and Connecticut amended the settlement
agreementsandreleased Aon, Willis, and Marshto accept contingent commissions againforthe first time
sinceJanuary 1,2005. Therelease was conditioned onthe three firms complying nationwide withanew New
Yorkregulationrequiring allproducers, regardless of size, to disclose theircompensationto customerson
request. Regulatorsnoted the new standard wasinsomerespectslowerthanwhat the three had been
operatingundersince 2005.

Sellerpayment survived. Hidden, steering-capable
payment did not. Sixteen years later the modelis still running.

AND THEN THE FIRMS DREW THEIR OWN LINE

FACT. Afterthe banlifted, Marshdeclined contingent commissionsinits core USbrokerage business while
acceptingtheminitsagency, affinity, and consumer businesses. Aonsaid it would take themwhere
appropriate and legally permissible. Willisrefused theminretailproperty and casualty, thenbegan
acceptingthemonemployee benefitsin2012.

Thelargest firmintheindustry, handed legalpermissionto take the money everywhere, tookitinthe
distributionbusinessesand refused itinthe advisory business. Nobody required that. It isthe single most
instructive factinthe cohort.

Limitation worth holding onto. The Marsh case involved bid rigging alongside contingent
commissions, andthose are separate offenses. Contemporaneous academic
commentary argued that contingent commissions absent bid rigging promote
competition amonginsurers. The caseis used here for the documented steering
mechanism, and the 2010 restoration is decent evidence the compensation formis not
inherently harmful.



CASE 02 MORTGAGE BROKERAGE - PRE-2011

Where theregulator drew the structuralline

FACT. Before 2011, mortgage brokerscommonly received ayield spread premium, alender payment that
increased withtheinterestrate ontheloanplaced. Borrowersfrequently also paid the brokeranupfront
feewithoutunderstanding that the lenderwas separately paying apremiumthat rose withtherate.

RESPA and TILA disclosure regimeshad governed thismarket for decadeswhile that was happening.

FACT. In2010 the FederalReserve amended RegulationZ, effective April1, 2011, to prohibit loan originator
compensationbased onany termorconditionof atransactionotherthantheloanamount, to prohibit dual
compensationfromboththe consumerand another party onthe sameloan, and to prohibit steering
towardloansproducing greateroriginatorcompensation. Dodd-Frank codified the prohibition. The
CFPB’s2013finalrule definesatermof atransactionasany right orobligation of the parties, and states that
abrokercannotbe compensated based ontheinterest rate oronsteering aconsumer toward affiliated
titleinsurance.

Theregulatordid notban sellerpayment. Itbanned seller
payment that moved with the recommendation.

FACT, AND A REAL cosT. Industrygroupshave arguedtheremedyovershot,because therulerestricts
compensationpracticesforlenders’ ownemployeesratherthanonly third-party brokers, and prohibits
essentially allvariationexcept by loanamount. Structuralremedies are blunterthandisclosure. Thatisthe
price of being administrable.

CASE 03 RESIDENTIAL REAL ESTATE - 2023-2024

Corroboration, briefly

FACT. InOctober2023 aMissourijury returned a $1.78 billion antitrust verdict in Sitzer/Burnett against the
National Association of Realtors and severalbrokerages overthe MLS cooperative compensationrule. NAR
settledinMarch2024for $418 million, agreeing to prohibit offers of compensationbeing made onthe MLS,
to prohibit requiring listing brokers to make them, and to require writtenbuyer agreements specifying
compensationbeforetouring aproperty. Practice changestook effect August17,2024.

Seller contributionto buyer-agent compensationsurvived. What went was the shared systemthat
displayed avariable amount to the agent before showings, plusthe absence of awrittenbuyeragreement.

Restraint on this one. This was an antitrust case about a horizontal rule, not a trust case.
The compensation structureis the through-line, and the remedy shape is the useful part.

CASE 04 PHARMACY BENEFIT MANAGERS - 2022-PRESENT

The terminal form

FACT. The FTC’sJuly 2024 interimstaff report, from Sectioné(b)ordersissuedin2022, found that the six
largest pharmacy benefit managersmanage nearly 95 percent of US prescriptions, and that some
manufacturerrebateswere expressly conditioned onlimiting accessto lower-cost generic and biosimilar
competitors.

FACT. TheJanuary 2025 secondinterimreport found that PBM-affiliated pharmacies generated more than
$7.3 billionof revenue above estimated acquisition costs during the study period, and that the three largest
PBMsgenerated anestimated $1.4 billionfromspread pricing.

Every element is present at maximumintensity. Compensationvariesby product. The intermediary controls

the formulary that determinesthe product. The plansponsorcannot observe the variance. And the
intermediary hasintegratedinto the seller side, so steering toitself isthe most profitable outcome.
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When seller money did not
break trust

Wirecutter

FACT. ThesitelaunchedinSeptember2011and generated $150 millionin affiliate revenue initsfirst five
years. The New York Times acquired itinOctober2016 forareported $30 million. Affiliate-drivenrevenue
forthe parent was estimated at roughly $40 millioninFY2023, onreported gross merchandise value
exceeding abilliondollarsannually.

Sellermoney onessentially every recommendation, fourteenyears, no credible steering accusation.

FACT. Itacceptsno advertising, specifically so advertiserscannot be perceived asinfluencing reviews. It
returnsordiscardstest productsratherthankeeping them. Affiliate relationships are disclosed onevery
page. The commercialteamoperates separately fromeditorial, withjournalists unaware of commercial
agreementsinplace.

FACT, AND THIS IS THE LOAD-BEARING ONE. Therevenueteamstatedin2018thatretailerlinksare
chosenbased onconvenienceto thereaderregardless of whethertheretailer offers affiliate revenue at all,
and that the site links to whicheverretailerhasthe best price and delivery evenwhere that reducesitsown
payout.

THE ORDER OF OPERATIONS

RECOMMENDATION
\:

fixed independently, by testing, before commerce enters
d

COMMERCE - AFFILIATE ECONOMICS

The commercial layer follows the editorial decision rather than determiningit. The
money cannot reach therecommendation because the recommendation s already
made when the money arrives.

FACT, AND A USEFUL QUALIFICATION.In2019abusiness-sideemployee attheparentcompany
unilaterally edited a Wirecutter financial product article to insert affiliate links, prompting internalreview. The
firewallisacontrolthat canbe breachedratherthanaguarantee.

FACT. In2021the site added asubscriptionpaywall. It now takes money fromthe buyerand the seller at the
sametime.

Healthcare group purchasing organizations

FACT. GPOsare funded by administrative feesfrom suppliersbased onmember purchasing volume,
typically oneto three percent, protectedunderasafe harborat 42 CFR1001.952(j). The safe harbor
requiresawrittenagreement witheachmember stating the GPO may receive vendor paymentsand
specifying the amount or the method of calculation. Where the memberis ahealthcare provider,the GPO
must disclose inwriting at least annually the amount received fromeachvendoronthat member’s
purchases, and must disclose the same to HHS onrequest.

Thefeeisearned acrossthe contracted portfolio ratherthanonwhich contracted supplieramember
ultimately buysfrom. Disclosure isaconditionof the arrangement ratherthanacourtesy. The structure has
beenoperating since 1991.

Criticismhasconcentrated where the variance actually lives, whichis the decisionabout which suppliersget
contractsat all. GAO examined GPO contracting practicesin2003 and againin2014, reporting
manufacturercomplaintsthat GPOsare slow to place productsoncontract and that fee levelsmake
obtaining acontract difficult forsome firms.

Franchise approved-vendor programs

Thiscase mattersbecauseit disprovesthe tidy versionof the thesis.

FACT. Underthe FTCFranchise Rule, franchisors must disclose inltem 8 of the Franchise Disclosure
Document any requirement that franchisees purchase fromdesignated orapproved suppliers, including
whetherthe franchisor orits affiliates are approved suppliersand whetherthey are the only ones. The



Amended Rule requiresdisclosure of rebate programsincluding amountsreceived, of any officerorowner
interestinrequired suppliers, and of the processforapproving alternate suppliers.

Here compensationvarianceisat amaximum, because the franchisor takesrebatesonfranchisee purchase
volume. Controloverbuyerbehavioris also at amaximum, because the purchase iscontractually mandated.
By the simple versionof the thesis this should be unstable. [tisnot.

What makesitstableis that Condition2is absent. The
franchisee agreedin advance, in writing, with the economics
disclosed, as a term of arelationship they chose. Nobody
told them the vendor selection was independent.

SMB referral programs, as short corroboration

Anaccountant canearnsubstantialrevenue share from payrollreferralswithout producing observable trust
problems, because the business ownerretainsreal comparison ability inamarket with published pricing and
understandsthat arelationship exists. Conflict severity scaleswithhow muchthe buyerisrelying onthe
intermediary’ssearchinstead of doing theirown.
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Disclosureis not alignment

ECONOMICS CANNOT MOVE THE RECOMMENDATION ECONOMICS CAN MOVE THE RECOMMENDATION
DISCLOSED Durable Disclosure frequently insufficient
Wirecutter. GPOs. Franchise vendor programs. Pre-2011 mortgage.
NOT DISCLOSED Possibly durable, but unverifiable from outside Highestrisk

OR MISUNDERSTOOD
— Pre-2005 insurance brokerage. TrueCar’s per-sale

fee.

Mortgage lendingisthe cleanest evidenceinthe whole study. Disclosure regimeswereinplace for
decades. Theincentive persisted anyway. Regulators eventually stopped adding disclosure and changed
the shape of the compensation.

Disclosure tells the buyer a conflict exists. It does notremove
theincentive.

It also doesnot tellthemwhetherthis particularrecommendationwas affected by it, and it cannot,
because they have no counterfactual.

But the franchise case blocksthe stronger claim. Where the buyerknowingly agreed beforehand that the
intermediary controlsvendor selection, disclosure doeslegitimize ahighly variable structure, because
independence wasnever part of what was promised.

The precise finding: disclosure cannot rescue anincentive that contradictsthe service the buyerbelieves
they arereceiving. Where the service wasneverdescribed asindependent, disclosure does most of the
work.

A private example of the same logic.FACT. TrueCar charged dealers $299 pernew vehicle and $399 per
used vehicle sold throughits platformwhile advertising “No Surprises... No hiddencostsorsurprise fees.
Ever.” Litigationalleged the per-sale fee wasundisclosed to consumers. Inlate 2017 it settled the California
New Car Dealers Associationsuit by switching from per-sale compensationto aflat subscription.No
regulatorrequired that. Theremedy wasremoving the variance.



06 / THE SELLER CAN LEAVE

No buyer trust failed.
The payer simply left.

Everything aboveisabout trust. Here therecordturns.

Evenwhere sellermoney nevertouchesthe recommendation, thereisasecond problem, andit appearsin
the one caseinthiscohort where anentire industry contracted by two thirdswithout anyone’s trust failing.

FACT. Beforethe mid-1990s, airline tickets generated asmuch as 80 percent of UStravelagency revenue
onaflat,uncapped 10 percent commission. Airlineswere paying agentsroughly $7.5 billionayear while the
domestic industry had lost $14 billionsince 1988.

FACT. OnFebruary 9,1995, Deltacapped base commissions at $50 foradomestic round trip and $25 one
way. Other carriersmatched withindays. Further cutsfollowedin1997. By March2002 eight of the ten
largest US carriershad takenbase commissionsto zero. Air Canadafollowed that April.

FACT. ARC-accreditedagencylocationsfellfromnearly 36,000 at their1995 peakto slightly under13,000
by 2015.

FACT. Surviving agenciesrebuilt onbuyer-paid service feesand oncommissionsfromhotels, cruises, and
tours. Contemporaneous 2002 reporting documents agents charging $75 to planavacation, $41fora

domestic flight booking, and $61foraninternational one.

No scandal. No steering. No buyer stopped trusting theiragent. A supplierconcluded the internet made
the intermediary optionaland stopped paying.

Thisisasecondrisk, and it should be named separately.

TRUST RISK DEPENDENCY RISK
Sellereconomics distort what the intermediary tells the The seller controls the revenue stream and can decide the
buyer. intermediary is no longerworth paying.

| Seller-fundedrevenue canbelarger, butitis rented.

It canexceed buyer-fundedrevenue precisely because the sellerisbuying distribution. That also meansthe
selleriscontinuously re-deciding whether the distributionis stillnecessary. Therevenueisnot owned. Itis
rented, fromacounterparty whose long-runincentive may be to remove the intermediary entirely.

Buyer-fundedrevenueissmalleranditisdurableinaway seller-funded revenueisnot.
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What the seller is buying

Sellerswere not all purchasing the same thing, and what they purchased predictshow much governance the
arrangement required.

ATTENTION ACCESS CONVERSION TRUST TRANSFER CONTROL



Alisting, a directory
entry, a placement. The
buyer still does all the
work. Cheapest, least
conflicted.

The abilitytoreach a
population the seller
could not efficiently
reach directly.
Membership
endorsements,
marketplace
presence.

Payment attached to
an attributable
outcome. Affiliate
links, referral
programs. Severity
depends on whether
the intermediary
influenced which seller

The sellerborrows the
intermediary’s
credibility. A2010
Rhode Islandrate filing
classified 4.95 percent
of Medigap premiums
soldundera
membership

The intermediary
determines, narrows,
defaults, ormandates
the selection.
Formulary placement.
Mandated vendor
status.

converted. organization’s brand as

royalties.

SELLER WILLINGNESS TO PAY INCREASES - GOVERNANCE BURDEN INCREASES -

Sellerwillingnessto pay generally rises as the intermediary gainsmore influence overwhat the buyerdoes
next. So doesthe governance burden.

The franchise evidence addstherefinement. Controlitself isnot theinstability. A franchisee canknowingly
agreetorequiredvendors. A healthplanmemberdoesnot knowingly agree to aformulary incentive

steeringthemtoward amore profitable drug. What separatesthose iswhetherthe buyerconsented to the
selectionarchitecture beforethey wereinsideit.
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Adviser or distribution
channel?

The more anintermediary’seconomics change withthe buyer’s selection, the moreitbehaves
economically like adistributionchannelratherthananeutraladviser, whateverit callsitself.

Sevenquestions,inroughorderof how easily anoutsidercancheck them.

1 Does the payment differ among the sellers being presented?

2 Can the person making the recommendation see that difference?
3 Does the buyerunderstand who pays?

4 Does the buyer believe the serviceisindependent or free?

° Does the intermediary narrow the choice set?

6 Does sellerrevenue exceed buyerrevenue?

7

Does the intermediary own or control any seller?

THE HISTORICALLY DANGEROUS COMBINATION 1 + 2 + 4

Variable compensation -+ Economics visible to the recommender

Buyer believes the recommendationisindependent

Variable compensation, visible to the recommender at the moment of recommendation, held by abuyer
who thinksthe recommendationisindependent. That describespre-2005 insurance brokerage, pre-2011
mortgage brokerage, and the MLS compensationdisplay. It doesnot describe Wirecutter, GPOs, or
franchise vendorprograms.

Worthnoting thatregulatorsinthree separate industriesconverged onremedies of the same shape.RegZ
prohibitscompensationbased onthe termsof the transaction, notlender payment. The NAR settlement
prohibitscompensationoffersonthe MLS, not sellercontribution. The GPO safe harborprotectsa
portfolio-levelfee withper-vendordisclosure. TrueCarreached the same structure privately under
litigation pressure. Marshreached it voluntarily inside itsown firm.



HYPOTHESIS. Thatconvergence mayreflectregulatorsborrowing fromone anotherratherthanfour
independent discoveries. The private settlementsand the voluntary internal split cut the otherway. lwould
not claimmore thanthat.
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The durable structure

Seller paymentis not the conflict. Recommendation-dependent
economics held against abuyerwho thinks the selectionisindependentis the
conflict.

Disclosure cannot neutralize anincentive that contradicts the service the
buyer thinks they are buying. Where the buyer never expected
independence, disclosure does most of the work.

The more buyer behavior anintermediary controls, the more valuable it
becomesto sellers and the more governance the arrangementrequires.
Controlis survivable where the buyeragreed toitinadvance.

Seller-fundedrevenueislarger anditisrented. The payercan go direct.

Where advisory and distribution live inside one company, they need
differentcompensationrules. In2010 the largestinsurance brokerinthe
world was released to take contingent commissions everywhere and chose
to take theminits agency and affinity businesses while refusing themin core
brokerage. That decision has held for sixteenyears and nobody imposediit.
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The finding

The historicalrecord doesnot say trusted intermediaries should refuse sellermoney. Most of them
eventually take it, because selleracquisitionbudgetsare larger thanwhat buyerswillpay for the same
service, and that arithmetic doesnot care what anyoneintended.

What therecord saysisthat the second customer createstwo distinctrisks that get discussed asthough
theywereone.

Thefirstisthat the seller’spayment changeswhat the buyeristold. That riskismanageable, and the
mechanismsthat manageit arevisible inevery durable case: keep the economicsaway fromthe
recommendation, or make sure the buyerknew the arrangement before they relied onit.

The secondisthat the sellereventually decidesit no longerneedsto pay. Thatriskisnot manageable by
governance at all, and the travelagencies never saw it coming.



Trust survives when the economics match the
promise. The business survives when the
intermediary is not dependent on one payer
continuing to find the distribution worth buying.

BUYERS DO NOTOBIJECT
TO SELLERS PAYING.

THEY OBJECTTO BEING
TOLD THECHOICEWAS
THEIRS WHEN THE
PAYMENTMADEIT.

APPENDIX

Evidence and limits
Failure producesrecords. Quiet success does not. Litigation, regulatory action, and

congressional inquiry generate documents. Anintermediary that has taken seller
money uneventfully for thirty years generates nothing. The durable counterexamples
here were harder to find than the failures, which biases the framing toward conflict.

Trustisinferred, not measured. No case in this cohort has longitudinal buyer trust
data. Litigation volume, regulatory action, market share, and business survival are the
proxies. They are reasonable proxies and they are proxies.

Some sources are interested parties. The membership organization figures come
from a congressional report produced by one party’s committee staff, from litigation
filings, and from a critic’s research. The underlying numbers are verifiable in Form 990
filings and a state rate filing. The framing around them is not neutral, and | have tried to
use the numbers rather than the characterizations. Nothing here establishes intent.

Contingent commissions cannot be cleanly separated from bid rigging in the Marsh
case. Those are distinct offenses and the 2010 restorationis evidence that the
compensation form alone was not the issue.

Thereal estate case was an antitrust case about a horizontal rule. Itis used for the
remedy shape rather than as a trust collapse.

Regulators may have borrowed from one another. The 2013 mortgage rule
postdates the GPO safe harbor by twenty-two years.

The two-condition model is a strongly supported mechanism, not a law. Sixteen
casesis enoughto see apatternand not enough to rule out configurations that did not
appearinthe sample. The absence of adocumented counterexample is weaker
evidence thanits presence would be.
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