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presidential documents

Title 3—The President

EXECUTIVE ORDER 11838

Amending Exccutive Order No. 11491, as amended by Executive
Orders 11616 and 11636, relating to Labor-Management Relations
in the Federal Service

Correclion

In FR Doc. 75-3781 appearing in the issue of Friday, February 7,
1975, on page 5743, the following corrections should be made to text on
page 5746:

1. The word “decision” in the second line of paragraph (d) should
be changed to read “procedure”.

2. Paragraph 16 should be changed to read as follows:

“16. Section 21(b) is revoked.”
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rules and requlations
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Title 16—Commercial Practices

CHAPTER |—FEDERAL TRADE
COMMISSION

[Docket C-2574]

PART 13—PROHIBITED TRADE PRAC-
Iécrelg AND AFFIRMATIVE CORRECTIVE

Sharp Electronics Corp.

Subpart—Combining or cons.iring:
§ 13.388 T'o control allocatéons ans’ solic-
itation of customers; § 13450 To limit
distribution or dealing to regular, es-
tablished or acceptable channels or
classes. Subpart—Cutting off access to
customers or market: § 13,560 Inlerfer-
ing with distributive oullets.
{8ec. 6, 38 Stat. T21; 15 US.C. 40, Interprets
or applies sec. 5, 38 Stat. 719, as amended;
156 US.C. 46) |Cense and desist order, Sharp
Electronics tion, Paramus, NJ.,
Docket C-2574, Oct, 9, 1074

In the Matter of Sharp Electronics Cor-
poration, a Corporation

Consent order requiring a Paramus,
N.J., distributor of consumer and busi-
ness electronic products, among other
things to cease imposing territorial, cus-
tomer and other anticompetitive restric-
tions on its dealers.

The order to cease and desist, includ-
ing further order requiring report of
compliance therewith, is as follows: *

It is ordered, That respondent Sharp
Electronics Corporation, and its officers,
agents, representatives, employees, suc-
cessors and assigns, directly or through
any corporate or other device, In con-
nection with the advertising, merchan-
dising, offering for sale and sale or dis-
tribution of electronic calculators, in
commerce, as “commerce” is defined in
the Federal Trade Commission Act, do
forthwith cease and desist from directly
or indirectly:

1. Imposing or attempting to impose
any limitations or restrictions respecting
the territories in which electronic cal-
culators may be sold by its dealers.

2. Attempting to enter into, entering
into, continuing, maintaining, or enforc-
ing and contract, combination, under-
standing or agreement to limit, allocate,
or restrict the territory in which elec-
tronic calculators may be sold by its
dealers.

3. Imposing or attempting to impose
any limitations or restrictions respecting
any contract, combination, understand-
ing or agreement to limit, allocate or re-
strict the person or class of persons to

! Coples of the complaint and decision and
order flled with the original document.

whom electronic calculators may be sold
by its dealers.

4. Attempting to enter into, entering
into, continuing, maintaining, or enforc-
ing any contract, combination, under-
standing or agreement to limit, allocate
or restrict the person or class of persons
to whom electronic calculators may be
sold by its dealers.

5. Requiring or attempting to require
for a period of five years from the date of
this Order that its dealers without
option, enter into any contract, com-
bination, understanding or sagreement
establishing for the period of time during
the warranty a mandatory fixed schedule
for the division of any profit earned in
the sale of an electronic calculator be-
tween the selling dealer and a dealer
in whose territory the calculator is to be
used and serviced.

6. Requiring or attempting to require
for years subsequent to the period of five
years from the date of this Order that its
dealers without option, enter into any
contract, combination, understanding or
agreement where such mandatory fixed
schedule has the effect of umldng allo-
cating or restricting the temtory in
which electronic calculators may be sold
by its dealers.

Provided, That nothing in this Order
shall -prohibit respondent from:

(a) Engaging in apy activity specifi-
cally rendered lawful by subsequent leg~
islation enacted by the Congress of the
United States or any rules or regulations
promulgated pursuant to such legislation.

(b) Designating geographical areas
within which a dealer may agree to de-
vote his best efforts to the sale of elec-
tronic calculators (hereinafter “area of
pﬂmnry responsibility”) as a condition

of becoming a dealer or maintaining a
dealership, provided that such dealers are
told that said area s not exclusive and
does not place a territorial restriction
upon the sale of such equipment,

(¢) Requiring or attempting to require
as a condition of maintaining a dealer-
ship any dealer to undertake or cause
others to undertake obligations of instal-
lation and warranty in connection with
the use of any electronic calculators sold,
leasedornntedbysuchdealerortor
which a dealer has accepted compensa~
tion for installation or warranty.

(d) Making available a program for
use at the option of a dealer which pro-
vides, or contains provisions which pro-
vide, In all instances in which the selling
dealer chooses not to undertake the obli-
gations of installation or warranty, for
a stated fixed schedule for the division

of any profit between the selling dealer

and a dealer in whose territory the cal-
culator is to be used and serviced.

(e) Requiring, as a condition of main-
taining a dealership, compliance with any
program described in paragraph (d) vol-
untarily accepted by such dealer,

pe

It is further ordered, That respondent
shall within sixty (60) days after service
upon it of this Order serve upon all of its
franchised dealers a copy of this Order
along with a copy of the attached letter
(Attachment A) on respondent’s oflicial
company stationery and signed by the
president of respondent,

1t is further ordered, That respondent
shall forthwith distribute a copy of this
Order to each of its subsidiaries and
operating divisions.,

v

It is further ordered, That respondent
notify the Federal Trade Commission at
least thirty (30) days prior to any pro-
posed change in the corporate respondent
such as dissolution, assignment or sale
resulting in the emergence of a successor
corporation, the creation or dissolution
of subsidiaries or any other change in the
corporation which may affect compliance
obligations arising out of this Order.

It is further ordered, That respondent
shall within sixty (80) days after service
upon it of this Order, file with the Com-
mission a report In writing setting forth
in detail the manner and form in which
it has complied with this Order,

Decision and order issued by the Com-
mission Oct. 9, 1974,

CHARLES A. ToRIN,
Secretary.

ATTACHMENT A
(OfMcial Sharp Stationery)
(Date)

Dear: The Federal Trade Commission has
entered Into a Consent Order with Sharp
Electronies Corporation which, among other
things, prohibits Sharp Eleotronics Corpora-
tion from imposing or attempting to Impose
any limitations or restrictions respecting the
territories in which, or class of pemsons to
whom dealers may sell electronic caloulators
Dealers are permitted to sell outside the con-
fines of thelr assigned territories and to seil
1o any person or class of persons to whom
they wish.

The Order prohibits as well, for a period
of fiye years, any mandatory fixed schedule
for the division of profit in the sale of elec~
tronic calculators between the selling dealer
and the dealer In whose territory the caleula-
tor is to be used and serviced. For the period
of time beyond five years, tho Order prohibits
mandatory fixed schedules with the effect of
Umiting, allocating or restricting the territory
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in which electronie caleulators may be sold by
its dealers.

A copy of the Order Is attached for your in-
formation,

Very truly yours,
Prosident

Sharp Electronics Corporation.
[FR Doc.76-4544 Piled 2-10-75:8:45 am]

Title 17—Commodity and Securities
Exchanges

CHAPTER II—SECURITIES AND
EXCHANGE COMMISSION

[Release 34-11203)

PART 240—GENERAL RULES AND REG-
ULATIONS, SECURITIES EXCHANGE
ACT OF 1934

Fixing of Rates of Commission

The Securities and Exchange Commis-
slon, acting pursnant to the asuthority
vested in It by the Securities Exchange
Act of 1934, and particularly sections 2,
6, 10, 11, 19 and 23 thereof,* has adopted
Rale 18b-3. The rule will be effective as to
the rates charged by members of national
securities exchanges (exchanges) on
transactions for persons other than
members or associated members (public
rates), and for clearance charges' on
May 1, 1975, the date originally proposed.
As to floor brokerage rates, that is, rates
charged to members or associated mem-
bers except for clearance, the effective
date will be May 1, 1976. The rule has

determined not to adopt proposed Rule
10b-22.

The Commission’s determination to
defer the effective date of the rule as to
floor brokerage rates is based essentially
on the following considerntions, In the
first place, the Commission recognizes
that the transition to competitive public
rates will create problems of adjustment
and accommodation for the exchanges
and a deferral of the change as to floor
brokerage rates may facilitate the ability
of the exchanges to accomplish a smooth
transition to the new environment. In
addition, it appears that many exchange
members did not fully appreciate until
September 1974, following intra-member
rate hearings, that the Commission’s
policy conclusions with respect to fixed
commissions, which were announced on
September 11, 1973, were applicable to
floor brokerage rates and thdat, conse-
quently, such members may not have had

115 U.S.C. 78a ot seq. (herolnafter cltod as
the Act).

215 US.C. 78b, 781, T8), 78k, 78z and TBw.

'In its statement of May 20, 1074, at tho
Intra-Member Rate Hearings, the New York
Stock Exchange concluded that fixed rates
for clearance could be determined on a com-
petitive basls at the same time as public rates
were so detormined. Statement of James J.
Needham, In the Matter of Intra-Member
Commiasion Rate Schedules of
National Securitiea Seourities and
Exchange Commission Pile No, 4-171 (1074),

'n‘murlp: at 4-5.
es Exchange Act Release No. 11073
(Oc:. 24, 1974), 39 PR 38398 (Oct, 31, 1974).
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the benefit of the advance notice and
time for planning with respect to floor
brokerage rates which the September
11th notice was intended to provide.
Finally, floor brokerage rates have con-
siderably less impact on public investors
than do public rates.*

The Commission’s decision not to
adopt Rule 10b-22 is based, in part, upon
& consensus which developed at the 19b-
3 Hearings*

Rule 19b-3 essentially prohibits any
exchange from adopting or retaining any
rule that requires, or from otherwise re-
quiring, its members to charge fixed rates
of commission for transactions executed
on or by the use of the facllities of such
exchange after the applicable effective
dates. Rule 19b-3 further requires each
exchange after the applicable effective
dates to provide in its rules that nothing
therein shall be construed to require or
authorize members to agree or arrange
for the charging of fixed rates of com-
mission. The rule would also relieve ex-
change members and their associated
persons of any obligation to comply with
rules prohibited by its basic provision,
regardiess of whether or not the ex-
change has amended such rules, and such
rules could no longer be relied upon. This
latter provision, among other things,
provides for the contingency that some
exchange may not have completed the
necessary process of rule amendment by
the applicable effective dates of the rule.

Rule 18b-3 is intended to reach all

Thus, for example, in the case of the
New York Stock Exchange (NYSE), the
provisions of Article XV of the NYSE
Constitution relating to floor brokerage
could be retained after May 1, 1975; but
such provisions may not be retained
after May 1, 1976. In addition, other
rules, such as NYSE Rules 391, 392, and
would have to be amended by ex-

tions outside the normal pattern of ex-
change transactions. It should be noted
that Rule 19b-3 covers any “rule of the
exchange,” which is defined as any pro-

ments
the name, of the exchanges.
INTRODUCTION

In view of the importance of the issue
of commission rates dealt with by the
mile and the extensive consideration
given to the subject over the past twelve
years, not only by the Commission but
by Congressional Committees, the De-

* Nothing tn Rule 10bH-3, however, reqitires
exchanges to wait until May 1, 1076, to ¢lim-
inate fixed floor brokerage rates, or for that
matier, Lo walt untl] KMay 1, 1975, to climinats
fixed public rates.

*In the Matter of Proposal to Adopt Rules

slon File No. 4-176 (1974).

partment of Justice, the Treasury De-
partment, exchanges, various firms and
organizations in the securities industry,
Investors and many mdepcndent econo-
mists, jurists and other the
Commission belicves It is nmrom‘iate to
set forth the reasons for the ruie and
the relevant considerations in somewhat
greater detail than is its usual practice
in connection with the adoption of rules
or than appears to be required by the
Administras

tive Procedure Aect’” At the

same time, the voluminous materials on
this subject which have been developed
and considered since 1863 and the nu-
merous questions with respect thereto
which have received the Commiszsion's
attention make it impossible, if we are
to keep this release within any reasonable
compass, to do more than highlight those
aspects of the matter which the Com-
mission finds particularly significant, It
is therefore impractical to undertake a
detailed analysis of the large body of
underlying facts which entered into the
W‘s determination to adopt the

e

More particularly, although the Se-
curities Industry Association raised a
question at the 19b-3 Hearings with re-
spect to the legal authority of the Com-
mission to adopt any rule precluding the
exchanges from having rules fixing rates
of commission, and similar questions
have been raised by others in the past,
the Commission does not regard it as ap-
propriate to set forth in this release the
legal arguments in support of its au-
thority to adopt the rule. In view of the
broad regulatory and rulemaking au-
thority over the securities markets and
the securities exchanges, including the
specific subject of commission rates,
granted to the Commission by the Act,
the Commission, after careful considera~
tion of the legnl issues, is satisfied that
it has authority to rdopt Rule 10b-3, if
it makes, as it has done, the basic find-
ings called for by the Act.

The Act was passed against the back-
ground of the stock market crash of
1929 and in the light of the extensive
study and investigation by the Senate
Committee on Banking and Commerce
entitled “Stock Market Practices,” It was

consequently a basic, if not the basle,

fSoction 4(c) of the Administrative Pro-
cedure Act (0 US.C. 683(c)) provides that
rules which are shall incorporato
“a conclse general statement of thelr basis
and purpose.” It 1s our practice to include
such s statement in the reloase announcing
the sdoption of a rule. This provision may be
contrasted with Section 8(c) of that Act
(5 USC. 557(c)), which requires, in the
case of adjudication, that the decision in-
clude n statement of “findings and couclu-
slons, and the roasons or basis therefor, on
all the material {ssues of fact, law, or dis-
cretion presented on the recocd.”™

*Securities Exchange Act Release No.
11078 of October 24, 1974, In which the
Commilssion reltased the rule for

public commoent, contained a list of somo

of the more important source materials re-

lating to this subject, which mere list coy-

ered two and one-half printed pages. Ref-
erence thoreto is horeby mado.
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purpose of this legislation to provide for
regulation of the stock market and of
transactions and practices relating
thereto, It was intended that this regu-
lation be comprehensive and complete.
Indeed, the Congress so stated in the
preamble of the Act which stated that it
is “necessary to provide for regulation
and contral * * * and to impose re-
quirements necessary to make such regu-
lation and control reasonably complete
and effective.” This objective was ap-
proached in & variety of ways. The Com-
mission was established to administer
the Act; and exchanges are required to
register with the Commission, are
charged with the duty of self-regulation
of their members and may become regis-
tered only if the Commission concludes,
among other things, “that the rules of
the exchange are just and adequate to
insure fair dealing and to protect in-
vestors,” In addition to statutory pro-
visions regulating various trading prac-
tices and activities of members, section
19(b) of the Act supplements the initial
authority of the Commission over ex-
change rules by suthorizing it to alter
or supplement the rules of an exchange
with respect to various significant mat-
ters, including “the fixing of reasonable
rates of commission, interest, listing and
other charges.” The standard for such
action is that such alterations be “‘neces-
sary or appropriate for the protection of
investors or to insure fair dealing in se-
curities traded in upon such exchange
or to insure fair administration of such
exchange.” As the House Committee put
it, this authority was intended to per-
mit the Commission to effect changes in
exchange rules “in any important mat-
ter * * * appropriate for the protection
of investors or appropriate to insure fair
dealing.” *

In view of the complexity of the sub-
ject and of changing conditions, great re-
lance was placed upon broad rulemak-
ing power s0 as to enable the Commis-
sion to respond flexibly to changing reg-
ulatdry needs. In light of these con-
siderations, the Commission believes that
the express authority granted to it over
the subject cf commission which, as the
Special Study * sald, are “the lfeblood
of the brokerage business today even as
in 1792, * encompasses the authority to
accomplish necessary changes in those
rules. .

An extensive discussion of the history
and interpretation of the Commission’s
rulemaking authority under the Act is
found in Securities Exchange Act Release
No. 9950 (Jan. 16, 1873), 38 FR 3802
(Feb. 8, 1973), to which reference is
hereby made,

The remainder of this release con-
sists of the following sections:

* Report of House Committee on Interstato
and Forelgn Commerce on HR, §323, HR.
Rep. No. 1383, 73d Cong., 2d Sess, 15 (1034).

" Securities and Exchange Commission,
“Roport of Special Study of Securities Mar-
kots,” HR. Doo, No. 88, 88th Cong., 15t Sess.
(1968).

112 Special Study 2085,

RULES AND REGULATIONS

1. Summary of the evolution of exchange
commission rmtes and of the Commis-
sjon's consideration of them.

2. Reasons for the rule,

3. Comments on the rule.

4. Conclusion,

5. Text of the rule.

1. Summary of the evolution of ex-
change commission rates and of the
Conunission's consideration of them. The
practice of fixing commission rates on
stock exchanges in the United States is
generally traced back to the so-called
Buttonwood Tree Agreement of 1792,
which provided:

We, the Subscribers, Brokers for the Pur-
chase and Sale of Publlo Stock, do hereby
solemnly promise and pledge ourselves to
each other, that we will not buy or sell from
this day for any person whatsoever, any
kind of Public Stock at a less rate than one-
quarter percent Commission on the Specie
value, and that we will give a preferonce to
each other In our Negotiations, In Testimony
whereof we have set our hands that 17th day
of May, at New York, 1792+

Although present exchange commis-
sion rate rules have become far more
complex than this simple paragraph, the
essentials are the same. The members
undertake not to deal at a rate less than
the fixed commission, that is, the public
rate, and to glve preference to each
other, that is, the Intra-member rates.
The anclent lineage of exchange rate fix-
ing, and the fact that it has persisted for
over a century and a half without seri-
ous challenge, naturally provoke inquiry
as to why it should be questioned now.
The answer is that exchange commission
rate fixing operates now In a far differ-
ent environment than it did in earlier
periods, During the period from 1792 to
approximately the end of World War I,
exchange commission rates were of little
public importance. The general public
was not involved to any significant ex-
tent in exchange trading in equity se-
curities and there was some Justification
for regarding the stock exchanges as,
in considerable measure, private clubs,
While certain aspects of exchange op-
erations gave rise to increasing public
concern in the late years of the 19th Cen~
tury and the opening years of the 20th
Century, commission rates were not
among them.

After the end of World War I, the pub-
lic participated increasingly in exchange
trading in equity securities and the stock
market assumed unprecedented impor-
tance in the functioning of the econ-
omy. The disastrous events of 1929 dem-
onstrated that the exchanges had not
satisfactorily adapted to their new sta-
tus as institutions with far reaching pub-
lie responsibilities and led to the com-
prehensive Congressional investigations
of the early 1930's. The evils and mal-
practices thus uncovered, In turn, gave
rise to the movement for reform which
culminated in the enactment of the Act
in 1934 with its comprehensive scheme
of governmental regulation. But atten-

“ Eames, “The New York Stock Exchange"
14 (1894),
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tion was then focused primarily upon
such obvious evils as corners, pools, ma-
nipulations, insider trading, and other
fraudulent and deceptive practices which
serlously injured investors, With respect
to commission rates, there was some con-
cern with the possible overcharging of
unsophisticated investors, and with pos-
sible monopoly profits, and the Commis-
sion was given regulatory authority.

Between World War IT and the early
1970's, the public flocked into the securi-
ties markets, and financial institutions
increasingly participated in those mar-
kets. As a result of Congressional con-
cern as to the adequacy of investor pro-
tection under these circumstances, two
major studies were made under the aus-
pices of the Commission. The first of
these was the monumental Special Study,
made essentially during the period from
the end of 1961 to the middle of 1963,
pursuant to Congressional direction em-
bodied in an amendment to the Act. The
second of these studies was the Institu-
tional Investor Study,” made essentially
in 1969 and 1970, pursuant to another
amendment to the Act. The Special
Study noted that during the 1852-1961
decade, the number of individual share-
holders in America grew almost three
times but that, despite this expansion,
activity of individuals ss a proportion
of total NYSE share volume decreased
from 57 percent in 1952 to 51.4 percent
In 1861; during the same period, the
Special Study observed, Institutional ac-
tivity rose from 24.6 percent in 1952 and
19 percent in 1953 to 26.2 percent of such
volume in 1861 The Institutional In-
vestor Study noted a further decrease in
the yolume accounted for by the public
to 33.4 percent at the end of 19069 and
an increase in the institutional share
during the same period of 42.4 percent.”
The institutional share has continued to
rise at least through 1971, the latest
year for which the NYSE has made avail-
able a public transaction study.”™

The Special Study included probably
the first reasonably comprehensive anal-
ysis of the nature and structure of com-
mission rates and their impact, together
with the procedures and standards in-
volved in setting and reviewing such
rates. The Special Study did not, how~

" ever, consider the question of fixed vs.

competitive commissions. Nor did it be-
leve that it was either “called upon or
equipped” to study the level of commis-
sion rates or to express any view with
respect to their reasonableness. Never-
theless, the Speclal Study did point out
certain problems presented by the com-
mission rate structure, some of which are
still unresolved. These include the fact
that the commission rate schedule covers
@ great variety of services performed by
brokers In addition to the execution and

Bog:u‘lms and Ex Commisaion,
“Institutional Investor Btudy Report,” HR.
Doc, No. §2-64, 924 Cong., 1st Seas, (1971).

3 2 Special Study 6.

W “Institutional Investor Study,” Supp.
Vol. 1 at 147,

M NYSE 1074 Pact Book 56.
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clearance of transactions, That charac-
teristic of the rate schedule has induced
service competition rather than price
compétition and has resulted in complex
and irrational distinctions between per-
missible ancillary services and prohibited
rebates of the minimum commission. The
Special Study aiso noted the prevalence
of reciprocal arrangements and pointed
out that the nature of the securities com-
mission business is such that traditional
principles of rate regulation can hardly
be applied to It. In that connection, the
Special Study sald:

It is important to reemphasisze that, while
the security commission busineza shares, with
other businesses subject to rate regulation,
the qualities of being “aflected with the pub-
e Interest” and of belng limited 1o & stand-
ard of “reasonable” rates, the differences are
perhaps more slgnificant than the stmllari-
tles, and the problem here 18 in many ways
unigue. Thus, the public utility normally
possosses o Tranchise conforring upon 1v
monopoly rights to furniah a service required
by the public and also obligating It to fur-
nish service to ail who need it at rensonable
prices, In contrast, though the suoction mar-
ket of the NYSE Is s dominsnt unit in the
struocture of our capital markets, about 500
member firms compete with each other for
the business of the public to be transacted
on the NYSE within the confines of the same
commission rate schedule. Morcover, they
compete with other tnvestment media for the
public's savings, and the Exchange Itself
competes as s marketplace with other mar-
kets, both for the lsting of lssues to be
traded and for teanusactions in listed lasues
also traded on other exchanges (dually traded
socurities) or In the over-the-counter

level can be solved by no simple
principles ovolved in the fleld of utility reg-
ulation to the security commission business. '

shares of a high priced stock. On the
other hand, & commission schedule based
on the dollar amount of the investment
would produce a far higher commission
on a given number of shares of a high
priced stock than on a given number of
shares of a low priced stock although the
cost of executing the two orders would
normally not be very different. In the
context of a fixed rale structure, no
satisfactory solution to this dilemma has
yet been found.

The Speclal Study also pointed out
that nvocomnmdonnhmutmpc-

RULES AND REGULATIONS

curred between the enactment of the Act
and 1963, and that in connection with
each, reference was made to generalized
concepts of cost and profit but that the
available data for the determination of
these was entirely inadequate and that
complex problems of allocation of costs
existed as well as the even more difficult
conceptual problem of giving content to
the general standard of reasonableness in
an industry to which traditional rate-
making concepts were largely inappli-
cable.

Over the years since the Special Study,
strenuous efforts were made by the Com-
mission and the exchanges to deal with
the problems and to corrvect the defects
polnted out. Thus, volume discounts were
introduced, customer directed give-ups
were abolished, income and expense data
for member firms were substantially im-
proved and efforts were made to develop
principles for the allocation of costs and
also to develop a ratemaking philosophy.
It is fair to state, however, that the Int-
ter efforts have not been successful. The
NYSE has ecknowledged that it has not
established a basis for allocating costs
between the stock exchange commission
business and other business done by
member firms and has requested the
Commission to pass upon recent pro-
posals for rate increases upon the basis
of the overall profitability of the securi-
ties industry and the impact of inflation
upon varlous costs incurred by member
firms. The exchanges and representatives
of the brokerage industry acknowledged
at the 19b-3 Hearings that they had not
yvet endeavored to develop and present a
philosophy or a set of principles to be

pned in ratemaking.

The Commission has held two major
hearings with respect to rate structure
since the Special Study, The first of
these was the Rate Structure Hearings ™
commenced In early 1968. In those hear-
ings, the question was, for the first time,
directly ralsed as to whether rate fixing
by exchanges should be replaced by com-
petition. The Antitrust Division of the
Department of Justice participated in
those hearings in order to “ralse gues-
tions concerning the relationship be-
tween * * * the Exchange Act and the
public policy embraced In the Federal
antitrust laws.” * In the course of the
hearings, the NYSE stated that it would
retain economic consultants to develop a
cost-based commission rate schedule,
The Commission agreed to await com-
pletion of that study before resolving the
basic question but, nevertheless, invited

In the Matter of the Commission Rate

tion to fix commission prices both before and
over since the Shermun Act was passad in
1800, the first direct antitrust challonge to
stock exchange rate fixing in the federal
courts did not come until the Kaplan case
in 1966. “Kaplan v. Lehman Bros.”, 871 P.
2d 409 (Tth Cir.), cert. denled, 389 U.S. 954
(1967). Perhaps this was, at first, atiributa-
ble to the early idea that the commerce
clause of the Constitution and the Sherman
Act applled only to transactions in “ocom-

written submissions and oral presenta-
tions in preparation for the resolution of
those issues. In response to the Commis-
sion’s invitation, the Antitrust Division
of the Department of Justice stated, In
effect, thet the Commission should de-
velop a transitional program which
would permit it to institute competitive
commissions gradually, commencing with
Iarger volume transactions™

The NYSE study was thereafter ac-
celerated and in February 1970 the NYSE
presented to the Commission a study
entitled “Reasonable Public Rates for
Brokerage Commissions—A Report by
Natlonal BEconomic Research Associates,
Inc. to the Cost and Revenue Committee
of the New York Stock Exchange.”™ The
NYSE subsequently made clear, however,
that its Board of Governors had not
approved the proposed commission rate
schedule set forth in the Februnry NERA
Report and that the February NERA
chort was merely a study presented for

discussion.™

The Commission reconvened hearings
to analyze & new commission rate sched-
ule proposed in June 1970 by the NYSE.
The NYSE proposal departed from a
cost-based schedule, such as that set
forth in the February NERA Report, by

limiting increases on small orders and

modities." Seo * v, United States’
171 U.S. 578, 507-08 (1838); "United States v.
Southeastern Underwriters Ass'n™ 322 US.
033 (1944); “Atlantic Cleaners & Dyers v.
United States,™ 286 US. 427 (1932). Sinoce
1884, foderal regulation under the Act has
affocted the application of the antitrust
Inws to stock exchange actions. See “Silver v.
New York Stock Exchange,” 378 US, 341
(1963). The status of stock exchange rules
fixing commissions under the antitrust laws
in view of the provisions of the Act is ex-
peoted to be clarified by the Supreme Court
in the near future unlems mooted by enact-
ment of legisiation now pending in the 94th
Congress, See “CGordon v. New York Stock
Exchange,” 408 F. 2d 1303 (24 Otir), cert
granted, 95 Sup, Ct, 491 (19%4).

* Rate Structure Hearings., Moanorandum

Jan, 17, 1069, at 104-105,
= Herelnafter cited as the February NERA

= NYSE Special Membership Bulletin, Peb-
ruary 12, 1970; NYSE Speclal Membership
Bulletin, Febd. 19, 1970.

= Thoe NYSE submitted In support of ils
proposal a revised study entitied “Stock
Brokerage Commissions, the Development
sud ApplMcation of Standards of Reason-
ableness for Public Rutes, 8 Report by Na-
tional Economic Research Associates, Inc. to
the Cost and Revenue Committes of the New
York Stock Exchange” (July 1970) (herein-
after cited as the July NERA Report). The
February NERA Report had proposed a 116.3
percent increase in the commission on an
order involving 100 shares of stock selling
at $10 per share; tho NYSE proposal called
for a 50 percent commission rate (ncrense.
For an order of 1,000 shares of a stook selling
at #50 per share, the Pebrusry NERA Repart
had p a 363 percent commission rate
reduction; the NYSE proposal called for o
10 percent commission increase. For further
comparizons, see Table XI-4 of the February
NERA Report and Table XIT-§ of the July
NERA Report,
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In October 1970, the Commission con-
cluded that the data submitted in sup-
port of the NYSE proposal did not pro-
vide & complete answer to the problems
of commission rate structure, but that it
would not be in the public interest to
leave the subject indefinitely in abeyance.
Accordingly, while the Commission
stated that it would not raise any objec-
tion if the proposed =schedule were
adopted with specified modifications and
upon the understanding that specified
steps would be taken to provide a better
basls for the determination of commis-
sion rates, it also stated that it was of
the opinion that fixed charges for por-
tions of orders in excess of $100,000 were
nelther necessary nor appropriate, It
further requested that & plan for reason-
able economic access for non-member
broker-dealers be presented ™

In March 1971, the Institutional In-
vestor Study was transmitted to the Con-
gress. That Study was basically an eco-
nomic study conducted primarily by
economists and it included an examina-
tion of the impact of institutionsal invest-
ment upon the securities markets. This
aspeot of the Institutional Investor Study
is relevant to the question of commission
rates since one of the principal problems
with the commission rates was the gen-
erally unsuccessful effort to adapt them
to the needs of both individunl investors
and large institutional investors. Upon
the basis of the data and analysis of the
Institutional Investor Study with respect
to this matter, the Commission con-
cluded, as stated In its letter of March
10, 1971, to the Congress In transmiiting
the Study:

It is clear that tho securities markets are
changing In rapld and significant ways.
There sre a number of reasons for thess
changes; among the most tmportant are the
greatly increased volume of trading by ‘=sti.

* Securities Exchange Act Rolense No. 9007
(Oct. 22, 1070). In the course of the 19b-3
Hearings, reference was made to that release
88 making the continuation of minfmum
commissions dependent on the adoption of
& uniform system of accounts. While Indi-
cating that implementation of a uniform
system of accounts, as well as uniform and
adequate methods of cost allocation, was
necessary to the continuance of a system of
fixed rates for exchange transactions, that
reloase also stated that fixed charges for
portions of orders in excess of §100,000 were
neither necessary nor appropriste, The in-
adequacies of the data submitted {n support
of the NYSE

Economist. As in@icated supra, p. 11, ex-
changes have not established a bagis for allo-

ous Introduction of the volume discount had

of New York, Nov. 17, 1970, quoted in
New York Times, Nov. 18 1970, at 76, col. 8,
See also 4 Institutional Investor Study Re-
port 2208,
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tuttons, the negotiated nature of many
institutional transactions, the fixed min-
mum commission rates that stock ex-
changes Impose on suth transactions and
technological advances in communications
and data processing. The evolution of the
securities marketa has been, and may
continue to be, affected and distorted by
barriers to competition. Among the moat
significant of these are minimum com-
mission rates and rules that insulate
markets, market makers and broker-deslers
from each other. The combination of fixed
minimum commission rates and barriers to
socess have tended to cause institutions to
choose market places, In part at least, for tho
purpose of reducing the commision thoy
pay or taking advantage of opportunities to
purchase warlous services with “soft” com-
mission dollars by means of reciprocal prac-
tices. These appoar to be the most Important
eéxplanstions for the accelerating growth of
fnstitutional trading on the reglonal stock
exchanges and in the third muarket, Becauso
the sssembly of many block trades takes
place primarily over the upstairs communi-
catlons systema of broker-dealers rathor
than on the floor of any stock exchange, such
transactions can bo executed wherever the
participants select, and markets have there«
fore boen selected on the basis of theso con-
siderations,

The fixed minimum stock exchange com-
mission on large orders had led to the growth
of complex reciprocal relationships between,
on the one hand, institutions (particularly
mutual fund managers and banks) and, on
the other, broker-dealers. This has had the
effect of making commission rates for Lnuti-
tutions negotiable but imiting the extent to
which the ultimate investor rather than the
money manager has benefited from such
negotintion. As noted earller, these relation-
ships tend to aggravate potential confiicts of
Interests, to be anti-competitive in nature
and to impede the development of n contral
market system for securities trading, Ellm-
ination of fixed commission rates for insti-
tutional size transactions should go somo
distance toward dealing with these problems,
The Commission will closely observe the ex-
tent to which competitive commission rates
lead toward these results >

In April 1971, at the direction of the
Commission, exchanges provided that
commissions on the portion of exchange
orders involving $500,000 or more were to
be competitively determined. In July
1971, the Commission recon its
commission rate hearings to receive
testimony and other relevant data con-
cerning a proposed rate structure based
in part on the methodology developed in
the preceding year by the economic con-
sultants engaged by the NYSE. The fol-
lowing September, the Commission ad-
vised the NYSE that 1t would not raise
any objection to the new rate schedule if
certain additional modifications to then
prevailing commission-related practices
were effected (including implementation
of economic access for non-member
brokers permitting discounts of up to 40
percent from the public rate) >

In not objecting to the NYBE's rate
proposal the prior October, the Commis-
sion had speclfically requested the pres-
entation not later than May 31, 1971,

=Institutional Investor Study, Summary
Vol. at xxil. See supra n. 13.

> Securities Exchange Act Ralease No, 351
(Sept, 24, 1971).
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of a uniform accounting system in order
to evaluate the need for a fixed com-
mission rate system.” In September
1971, the Commission recognized that the
inability of the NYSE appropriately to
allocate costs and revenues between
brokerage and other activities engaged in
by members had necessitated considers-
tion of the proposal on the basis of the
total financial experience of member
firms, The Commission, therefore, ex-
tended until May 1, 1972, the period for
submission of uniform reporting by
member firms in order to permit evalua-
tion of subsequent commission rate pro-
posals™

Beginning in October 1971, the Com-
mission held the Hearings on Marke}
Structure™ and, on February 2. 1972,
I1ssued the Market Structure Statement,™
which was based on those hearings as
well as the earlier studies and hearings
extending back over a decade®™ The
Market Structure Statement concluded
that & reduction to $300,000 was called
for in the breakpoint above which com-
mission rates on exchange transactions
should be competitively determined. In
reaching that conclusion, however, the
Market Structure Statement noted that
the securitics Industry had operated
under fixed commission rates for a very
long time and that it would, therefore,
be appropriate to measure the effect of
competitive commissions carefully, on a
step-by-step” basis. The Commission
recognized the possible risk of a precip-
itate movement toward competitive
rates, but concluded that that did not
rule out moving toward competitive
rates, at least on large orders, at a
measured, deliberate pace and that the
Commission rate structure would ulti-
mately be based upon the cost character-
istics of the service being offered.™ In
response to the Commission’s conclu-
sions, the breakpoint on fixed commis<
sion rate schedules was lowered to
$300,000 in April 1972.

= See n. 24 supra.

=The Commission also Indicated that 1t
was continuing to study tho economic and
regulatory impact on tho investing public,
the securlties markets and the securities in-
dustry of competitive commission rates on
portions of orders In excess of $500,000, Ses
Securities Exchange Act Relesse No. D143
(Apr. 14, 1071).

*In the Matter of tho Structure, Opera-
flon and Regulation of the Seouritios
Markets, Securities and Exchange Commis-
alon Plle No, 4-147 (1072).

*Securities and Exchangs Commission,
Statement on the Future Structure of tho
Securities Markets, 37 Ped. Reg. 5280 (Mar,
14, 1972).

*The Market Structure Statement ex-
presed the unanimous view of the Commis-
sion as {t was then constituted (Chatrman
Casey and Commissioners Owens, Neodham,
Herlong and Loomis), although Commis-
sloner Owens took a different wview witi
respect to restrictions on transactions by
institutionally affilinted brokerage firms for
their institutional afMiintes.

= Market Structure Statement 16, The em-
phasis of the Market Structure Statement
was on fostering froe and open competition,
not only with respect to commission rates
but also competing market makers,
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“ In May 1073, the NYSE proposed to
meréase commission rates; the Commis-
sion received comments on that proposal
at a public hearing and, In September
1973, determined not to raise any objec~-
tion to the proposed Increases or to thelr
continuation through March 31, 1974
The Commission also indicated that it
would act promptly to terminate the fix-
ing of commission rates after fpril 30,
1975, if the exchanges did not, on their
own initiative, adopt rule changes achiev-
ing that result™

Subsequently, the NYSE proposed to
provide for competitively determined
commission rates on transactions involv-
ing less than $2,000, That proposal, as
resubmitted in amended form by the
NYSE to exclude intra-member rates
(that is, rates paid by members to other
members for floor brokerage and clear-
ance), was adopted by the NYSE and
other exchanges and became effective
on April 1, 1974. In withdrawing its ini-
tial proposal, the NYSE Board of Direc-
tors stated that it did not believe it was
necessary to amend the intra-member
rate schedules as originally proposed in
order to provide experimentation with
competitive commission rates™ The
Commission then held the Intra-Member
Rate Hearings, at which the NYSE an-
nounced its willingness to abandon fixed
intra-member commission rates for
clearance.™

During the same period the Commit-
tees of the Congress having jurisdiction
over securities regulation has also turned
their attention to the issue of fixed vs.
competitive rates. Both the Subcommit-

tee on Securities of the Senate Commit-
tee on Banking, Housing and Urban Af-
{fairs and the Subcommiitee on Com-
merce and Finance of the Committee on

= On Septomber 3, 1074, the NYSE proposed
10 Increase rates again. As subsequently mod-
ified, the NYSE's proposal called for an in-
crease of 8 percent on minimum rates of
commission on transactions involving from
$6,000 to $300,000. After recelying informn-
tion with respect to the NYSE's proposal and
holding a public hearing, the Commission
determined not to invoke its jurisdiction to
object to the NYSE's proposal. See Becurities
Exchange Act Release No. 11080 (Nov. 6,
1074), 39 PR 43250 (Dec. 11, 1074),

» SBecurities Exchange Act Release No.
10383 (Sept. 11, 1973), 88 FR 27243 (Oct,
1, 1078). The NYSE Board of Directors had
already adopted on the preceding March 1
a resolution calling for a combined program
of legislation and regulation concurrently
climinating fizxed commission rates on all
orders and establishing the requirement that
all trades of listed securities bo made on na-
tional securities exchanges operating under
similar rules and regulations,

= Securities Exchange Act Release No.
10640 (Mar. 6, 1074).

#In Securitics Exchange Act Release No.
11010 (Sept, 18, 1974), 30 PR 35214 (Sept.
80, 1074), the Commission indicated that
it had not been persusded, on the basls of
the data and views obtained at the public
hearings on intra-member rates and other-
wise, that its policy conclusions of Septem-
ber 11, 1673, should not also be applicable
10 Intra-members rates.

RULES AND REGULATIONS

Interstate and Forelgn Commerce of the
House of Representatives initiated in
1971 a comprehensive examination of the
securities industry. These studies were
primarily occasioned by the operational
and financial crisis in the securities in-
dustry in 1969 and 1970 which had led
the Congress to enact the Securities In-
vestor Protection Act of 1970." That Act,
in effect, provided government insurance
for investors againct loss resulting from
the insolvency of broker-dealers and cre-
ated a potential liability of the Treasury
to cover such claims. The Committees
felt that they should independently
study the industr; to examine the nondi-
tions which made such legislation neces-
sary. Both Committees carefully studied
the problems arising from fixed rommis-
sions. The recommendations of the Sen~
ale Subcommittee contained In its Re-
port of February 4, 1972, with respect to
commission rates were as follows:

The related questions of stock exchange
commission rates and exchange membership
for Institutions have been the subject of In-
tensive hearings before the SEC for 37, years.
A review of the record of these proceedings
and of the statements submitted to the Sub-
commitiee itself on these questions reveals
olearly that the prasent distortions and frag-
mentation of our seourities markets cannot
bo effectively dealt with s0 Jong as the NYSE

and other stock exchanges are permifted to*

fix the commissions that thelr members must
charge, at least on large transactions, The in-
dustry expects, and is entitled to, a clear
statoment of government policy as to when
and how the present restrictions will be re-
maved. This requires the setting of a date
certain for elimination of fixed rates on in-
stitutional-size transactions, which have re-
sulted In the most serious distortions, This
could best be achleved by eliminating fixed
rates on orders in excess of $100,000. In addi-
tion, to provide the possibility of lower rates
to small investors, brokerage firms, after ap-
propriate filings with the S8EC, should be per-
mitted to charge lower fees for "unbundled"
services than are required by the current
fixed rate schedules for the full range of
brokerago services,™

The House Committee In its recom-
mendations went somewhat further, stat-
ing.that:

The Subcommittee finds that fixed mini-
mum commission rates are not in the public
interest, We have reviewed our own record,
the relevant portions of the S8EC’s record and
that of the Senate study. On the basis of that
review the Subcommittee finds that the fixed
minimum commission rate system should be
replaced by one where commission rates are
determined by the forces of competition. We
find further that competitively determined
rates should apply to all transactions regard-
leas of size, and that a competitive commis-
slon rate system should be phased In with-
out excessive delay.

* 15 U.S.C, 78aan ¢t s0q. The Securities
Investor Protection Corporation established
by that Act is required to provide for the
satisfaction of claims sgainst a bankrupt
broker, not exceeding 860,000 for ench cus-
tomer (subject to s limitation of $20,000 for
clatms for cash).

» Securities Industry Study, Report of the
Subcommittee on Commerce and Fluance of
the Senate Committee on Banking, Housing
and Urban Affalrs (For the Period Ended Feb,
4, 1072), 924 Cong., 2d Sess. (1972).

. The SEC has indicated that It will seek
reduction of the level from $300,000 to $200,-
000 by April of 1073 and then to $100,000 by
April of 1974, The New York Stock Exchange
bas proposed a slightly different timetable,
and stated that it will review the level for
competitively determined commission rates in
October 1972, The Subcommitiee has heard
testimony that the difference in lmpact on
the industry between a $500,000 breakpoint
and a $300,000 breakpoint Is minimal, and a
number of witnesses indicated that & further
reduction in the breakpoint may be war-
ranted prior to the date scheduled by the
SEC. The Subcommittee agrees. A further
reduction in the breakpoint by the Exchange
when It conducts its review in October i
warranted. The SEC could then adjust its
timetable accordingly. So long as reasonable
progress along this road s being made, the
Subcommittes will defer legisiative action,

The Subcommittee agrees with the testi-
mony of a large number of witnesses that
there is no reason to freeze competitive rates
at the 8100,000 level. The Subcommittee
finds no logical justification for competition
on institutional size transactions while
perpotuating rate fixing on transactions of
small iInvestors. If steps are not taken to con=
tinue to reduce the breakpoint below the
$100,000 level until all fixed rates are abol-
ished, the Subcommittee will introduce legis-
iation to do so.

There has béen much debate over the de-
sirabllity of a fixed minimum commission rate
system. But the Congress, the Department of
Justice, and the SEC have determined that
the public interest will best be served by
roplacing fixed prices with a competitive rate
system. The debate should now end. If the
securities Industry expends as much energy
In adjusting to a compotitive system ae it
has In debating its wisdom, the Subcommit-
teo Is convinced that the industry will not
only survive, but it will fliourish .=

Following the completion of these
Studies, legislation to implement the rec-
ommendations of the respective Commit-
tees was Introduced in the Senate and
in the House. The Senate bill passed the
Senate but the House bill, although fa-
vorably reported by the Committee on
Interstate and Foreign Commerce, was
not acted upon in the 83d Congress, Sim-
flar legislation has been introduced in
both Houses In the 94th Congress.”

2. Reasons for the rule. The basic rea-
son for the Commission's decision to
adopt Rule 19b-3 was the conclusion
that, under present circumstances, the
free play of competition can provide a
level and structure of commission rates
which will better serve the interests of
the investing public, the securities mar-
kets, the securities industry, the national
economy and the public interest than
any system of price fixing which can
reasonably be devised. Furthermore, the
Commission concludes that there is no
economic requirement for fixed rates of
commission in the securities industry, as
is evident from the practical experience
of the over-the-counter market, where

» Securities Industry Study, Report of the
Subcommittee on Commerce and Finance of
the House Committee on Interstate and

Commerce, HR. Doc, No, 93-1819,
Cong., 2d Sesa, (1972).

#HR, 10 and 8. 240, 94th Cong., 1st Sees.

(1076).
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the securities industry with fixed rates,
particularly during the last decade and
more, and the Intensive studies which
have been made of that subject by so
many competent persons.

The existing commission rate struc-
ture has demonstrably worked badly
during that period. It has led to distor-

tions, evasions, conflicts of interest,® and

4 The securities commission business, of
courss, 15 not a natural monopoly or utility
which requires fixed rates because price com-
petition is impossible. It iz, however, con-
tended that the securities commission busi-
ness is of so vulnerable a nature that 1t
cannot survive price competition or, stated
otherwise, that it is subject to “destructive
competition.” Certain reasons for rejecting
thstenncluslmmdbeunadundutbomxt
heading in this release,

“The fixed rate structure tends to create
conflicts of interest on the part of institu-
tlonal investors who are usually engaged in
managing Investments on behalf of others,
mather than investing thelr own money. In
these cases, the institutional mansger allo-
cates the commission business among bro-
kers but the beneficiaries, in affect, pay the
commissions, Since brokers provide a great
variety of services which are compensatad by
commissions, institutional managers are
constantly tempted to direct the brokerage
business of their beneficiaries to brokers who
will provide services for the benefit of the
mansger. The. problem s aggravataed by the
fact that under prevalling accounting prac-
tices and tax Jaw, commissions are treated
as part of the purchass price of securities
bought, or az a deduction from the proceeds
of securities sold, rather than being ao-
counted for as expenses incurred Iin the man«
agement of the portfolto. Under these cir-
cumstances, investment managers may he
inclined to seek services In exchange for bro-
kerago aince the cost of such services may be

‘ burled in the carrying value of tho portfolio
socurities rather than charged to the ben-
eficiaries ms an expense of administration.
The tendency of this situation to
fAduciary relationships s not the least of the
ovils resulting from the present commission
rate s Even where no misconduct is
present, the situation jeads to inefolengy in
the mansgoment of assets, The foregoing
does not mean that fiduclaries may not uti-
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ineficlencies, and has obstructed at
every step the ability of the securities
markets to adapt themselves to the de-
mands of our time. It has impeded the
evolution of a central market system
and has fragmented the markets, im-
pairing their ability to concentrate the
now of orders and to mobilize market-

resources necessary to provide
depth and liquidity in a market increas-
ingly affected by institutional participa-
tion, It has also, by its rigidity and delay,
inhibited innovations in the rendering of
brokerage services to the investing pub-
lic and in the ability of the securities in-
dustry to adjust rapidly to the rapid
fluctuations in the volume of trading
and, therefore, in the demand for bro-
kerage services. Some of these difficulties
seem to be inherent in a fixed rate sys-
tem as applied to a dynamic and rapidly
changing industry.

When the Commission commenced its
inguiry into the commission rate struc-
tures at the time of the Special Study,
fixed commission rates were assumed by
everyone, including the Commission, to
be a normal and necessary feature of the
exchange markets. It became more and
more clear in the light of later experi-
ence that this was not the case, However,
the virtues of the traditional system were
staunchly defended throughout the Com-
mission’s hearings in 1968 and 1969 and
in the hearings before Congressional
Committees in 1971 and 1972. In con-
trast, at the 19b-8 Hearings, the existing
system had few defenders. Those who
opposed the proposed rule largely con-
fined themselves to elther asking for de-
lay, or suggesting that the initiation of
competitive commission rates should
await & more prosperous period, or be
deferred pending the taking of certain
further steps toward a central market
system, or the adoption of certain pro-
posed safeguards for the auction market
process.” A few witnesses suggested that
some vaguely outlined better system of
fixed commission rates should be devel-
oped. No one supported any extended
continuation of the status quo at least
with respect to public rates.

The foregoing does not reflect any
judgment by the Commission that the
fixed minimum commission rate always
was bad or that it was, or now is, illegal,
or that fixed commissions could never be
appropriate in the future, Rather, it sim-
ply reflects a conclusion, based upon the
Commission's experience and the abun-
dant data alluded to earlier that, under
the conditions now existing, fixed mini-
mum commissions should terminate at
the times specified in the rule. It is not
possible to predict future developments
or future conditions, and it is conceivabie
that unforeseen developments could re-

Ilme commissions on transactions for ben-
eficiaries to obtain for their beneficiaries ro-
soarch and other valusable services. Certain
upum this matter are dlscussed below in

nection wmx ‘the so-called "nﬂmhn

uestion” raised by certain m
mmm
See Infra “Comments mm
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quire the Commission to reinstitute some
form of fixed rates, although the Com-~
mission does not anticipate or believe
that this will become necessary.

3, Comments on the rule. In addition
to & number of comments urging
adoption of Proposed Rule 18b-3" a
number of comments were received
elther opposing its adoption or suggest-
ing changes in timing to allow for other
developments or to await improved eco-
nomic conditions, or urging that other
action be taken by the Commission in
conjunction with its adoption. The prin-
cipal arguments for permitting fixed
minimum commission rates Lo continue
were the contentions that the brokerage
industry Is subject to “destructive com-
petition,” that the fixed commission rate
structure provides desirable subsidies
which cause the securities markets to
operate more efficiently and fairly and
that the existence of a fixed commission

The proposition that the brokerage In-
dustry, if subjected to competitive com-
mission rates, would be susceptible to de-
structive competition was first elaborat-
ed in 1968; and it was agaln urged in
opposition to Rule 19b-3. The economic
prerequisites for the type of destructive
competition postulated are, however, the
existence of fixed costs constituting a
high percentage of total costs and the
ayailability of economies of scale appli-
cable to a substantial percentage of an
industry's aggregate production. Under
those circumstances, it is argued that
price competition, during periods of low

“See, e.g., statements at 19b-3 Hearings by
Representative Willlam 8. Stuckey, Jr.,
United States House of Representatives;
James H. Lorie, Professor of Business Admin-
istration, University of Chicago; Seymour
Smidt, Professor of Managerial Economics in
the Graduate School of Business and Public
Administration, Cornell University; Marshall
E. Blume, Professor of Finance, University of
Pennsylvania; Donald Parrar, Professor of
Flnance, University of Callfornin, Los Ange-
les; Walter Werner, Professor of Law, Colum-
bis University; Richard West, Dean, Univer-
sity of Oregon; David L. Ratner, Professor of
Law, Cornell Unlversity; Robert Loeffler,
Trustee, Equity Funding Corporation of
America; James B, Halpern, of Arent, Fox
Kintner, Plotkin and Kahn: Philip G. Con~
ner, Executive -Vice President of Conner,
Redwine, Inc,; Mark M. Batatinn, President,
Prudential-American Securities, Inc.; Charles
T. Bauer, Chalrman, Committes of Invest-
ment Officers, American Insurance Associa-
tion. Comments of the United States De-
partment of Justice, Dec. 10, 1974,

lnmmlm. a number of letters supporting

pt adoption of the rule were received
mhuqumttom IMW Sce, og..
letters from Benator Harrison A. Williams,
Jr., Chalrman of the Senate Subcommittes on
Securities (Dec, 16, 1974) ; Senator Philllp A,
Hart, Chalrman of the Senate Subcommittee
on Antl-trust and Monopoly (Dec. 17, 1974);
Moss, Chalrman of

Finance (Dec, 16, 1874); Representative

Poter W, Rodino, Jr., Chairman of the Houss

Bubcommities on Monopolies and Commer~
clal Law (Dec. 18, 1974); and Willlam R.
Salomon, Salomon Brothers (Dec. 10, xm).‘:
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demand and excess capacity, may be ex-
pected to drive prices down to

costs, which would be below average
costs, resulting in losses for a large part
of the industry. Eventually such condi-
tions would result in a contraction of in-
dustry capacity to a level below that
which is necessary to suppy the public
need end an undue degree of concentra-
tion In the brokerage industry which
would have adverse effects on the func-
tioning of the securities markets.

The possibility of destructive competi-
tion in the brokerage industry has been,
since 1968, subject to careful analysis by
a number of independent economists™
These analyses demonstrate that the
brokerage industry’s fixed costs are not
high in relation to its total costs even
though fixed costs have sharply Increased
since 1968 and that there are no econo-
mies of scale which should lead to undue
concentration with competitive commis-
slon rates. It has also been pointed out
that, above a critical level necessary to
provide modern electronic facilities by
contract or otherwise, other forms of
competition such as service competition
could be expected eventually to have ef-
fects similar to those of price competition
so that a fixed commission rate system,
absent controls on the type and quantity
of services, does not assure that there will
not be inecreasing concentration in the
brokerage Industry." Experience with
competitive commission rates on large
transactions since April 1971, and on
small transactions since April 1974, has
tended to bear out the analysis that the
brokerage industry is not subject to de-
structive competition as postulated.

Coupled with the destructive competi-
tion argument has been an acknowledg-
ment that any new fixed commissions
would have to be based on costs with
suggestions that the Commission develop
the necessary analysis, To date the ex~-
changes have not devised a system for
allocating costs between stock exchange
commission business and other business
not Involving fixed rates; furthermore,
they have been reluctant to adopt
schedules recommended on the basis of
available cost data.” A number of bro-
kerage filrms have repeatedly indicated
that it is impractical to allocate expenses
50 as to break down net income among
such varled lines of business as securi-
ties commissions, underwriting and trad-
ing profits since substantially the same

“ 8oe, ¢.g., Baxter, "NYSE Pixed Commls-
slon Rates”: “A Private Cartel (Goes Public”,
22 Stanford L. Rev, 675 (1970); ¥Friend and
Blume, “Competitive Commissions on the
New York Stock Exchange”, 28 The Journal
of Pinance 796 (1973); Mann, “A Critique of
the New York Stock Exchange's Report on the
Economic Effects of Negotiated Comumission
Rates on the Brokerage Industry, the Market
for Corporate Securities, and the In
Public” Rate Structure Hearings (1969);
West and Tinic, Minimum Commission Rates
on New York Stock Exchange Transactions',
2 Bell Journal of Economioc and Management
Selence 677 (1971).

# See Priond and Blume, suprs, n, 43,

< Bee supra n, 22 and accompanying text.
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sales personnel and branch office facili-
ties are engaged in the generation of all
sources of revenues at any time, and it is
not practicable to allocate to each reve-
nue source its share of such joint ex-
penses as personnel costs, occupancy and
equipment costs, interest and communi-
cation costs.

On the basis of its experience over the
1ast six years with the problems of an-
alyzing costs for a brokerage industry in
many different lines of business, the
Commission has concluded, as noted
above, that commitment of resources
would not be justified In view of the
strong probability that no such system
would work as well as competition.” The
brokerage Industry has demonstrated for
a number of years that it can deal with
price competition, Initially, such compe-
tition was confined to the use of the com-
plex rebative practices which developed
because the fixed commission rate struc-
ture was out of line with perceptions of
cost. Since April 1971, competitive com-
mission rates for large transactions have
been given formal recognition in the rate
structure, and since April 1974, competi-
tive commission rates have been in ef-
fect for small transactions,

The second argument for retaining
fixed commission rates is that they pro-
vide & number of subsidies which are
beneficial to the operation of the securi-
ties markets.” Thus, it is sald that large
investors should pay commissions which
are in excess of those justified by costs
thereby enabling brokers to hold com-
mission rates for small investors down
to reasonable levels. The participation of
small investors, which would be encour-
aged by lower commission rates would, it
is asserted, enhance the orderliness
lquidity of the market for securities.

Many brokerage firms, however, con-
centrate on servicing large institutions
while others concentrate on a retafl busi-
ness for small Investors, Firms that do
both a retafl business and an institu-
tional business have tended to treat the
two as separate operations; each opera-
tion is In effect selling & different product
and selling it to customers with funda~
mentally different needs. Brokerage firms
are not obligated to do business at the
request of the public and may decline,
for example, to handle the accounts of
small customers. Consequently, revenues
derived from institutional business do
not provide any rational, controllable
subsidies to small Investors.

It has also been argued that minimum
commission rates, since they provide a
relatively dependable stream of revenue

to regional brokers, particularly small

 See supra “Reasons for the Rule”

“ Sce, 0.g., Statements at Intra-Member
Rate Hearings by representatives of the
NYSE, the American Stock BExchange, and the
Securities Industry Association; and state-
ments at 10b-83 Hearings by Robert H. B.
Baldwin, President, Morgan Stanley & Co.,
Incorporated and by representatives of the
Associntion for the Freservation of the
Auction Market, Inc, the NYSE, tho Ameri-
can Stock Exchange, and the Securities In-
dustry Assoclation.

brokers, enable them to operate profit-
ably. Their continued existence is said
to be dependent on profits derived from
fixed commission rates and to be impor-
tant ‘in order to maintain a nationwide
distribution network for newly issued se-
curities as well as to provide regional un-
derwriting capabilities for local enter-
prises. While it may be argued that com-
mission rates should be kept artificially
high to sustain regional brokers in times
of few underwritings so that they may
be available when needed to distribute
new offerings, underwriting is recognized
as profitable business for a brokerage
firm, there have always been adequate
resources to devote, in light of the de-
mand, to underwriting activities and
many regional brokers appear confident
of their ability to operate without mini-
mum commission rates. Nevertheless, it
is possible that some firms are not large
enough to operate efficiently. To that ex-
tent there may be a continuation in the
current pattern of consolidation of firms
after the introdudction of competitive
commissions,

It has also been argued that minimum
floor brokerage commissions are desira-
ble because they maintain excess capac-
ity on exchange floors during slack
periods in order to meet peak demands.
There are not, however, concomitant
obligations on exchanges or their mem-
bers to maintain any particular level of
floor brokerage capacity. Consequently,
capacity is not maintained except to
the extent that individual exchange
members believe it desirable in order to
meet expected demand.

With respect to market making by
specialists, it is argued that floor broker-

and. age income realized from high volume

securities enables the specialist to make
a better market in low volume securities.
But it has never been possible, in view
of exchanges and specialists, to measure
the quality of markets with any degree
of precision so as to determine that any
incentive provided by minimum floor
brokerage commissions is being used to
provide better markets. It has con-
sistently been acknowledged that the
type of market maintained for a security
is dependent upon its individual trad-
ing characteristics which may vary from
time to time s0 that there is not any
way to monitor the use by specialists of
any incentive provided. Furthermore,
the system of allocating and reallocating
stocks to specialists has not been de-
signed for the purpose of distributing
floor brokerage among different special-
ists on any basis likely to make effi-
elent use of the incentive. Secondly,
securities listed on exchanges are re-
quired to meet listing coriteria designed
to provide reasonable likelihood of suf-
ficlent trading volume so that the ex-
change system will operate effectively.
The third argument for maintaining
fixed commission rates Is that they pro-
vide an Incentive for membership on ex-
changes and that the exchange revenue
derived from the orders executed on ex-
changes supports desirable self-regula-~
tion of the brokerage industry, The ad-
vent of competitive rates, it is argued,
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may lead to an exodus from exchanges
of members which could effectively ne-
gotiate access to the exchange when
necessary and would otherwise make
separate markets off the exchanges.

Market making the commit-
ment of capital so that, to the extent
exchanges operate as efficient market
places, brokers will be less likely to make
the necessary investment to engage in
thelr own market-making activities,
With respect to the possible loss of mem-
bership in the case of brokers which pre-
fer to negotiate access to exchange fa-
cilities, exchanges have authority to pro-
vide appropriate regulation for such
transactions, Furthermore, exchanges
may impose revenue charges to support
thelr activities which, if not borne dl-
rectly by brokers which negotiate access,
will nevertheless be passed on indirectly
to them through charges made by mem-
bers. If transactions in listed securities
take place off exchanges to & greater ex-
tent than is now the case, the associ-
ated self-regulatory costs will be shifted
to a national securities association.
Finally, developments of this kind are
among the matters which may be moni-
tored and dealt with if they arise, as dis-
cussed below.™

Representatives of several exchanges,
as well as several other witnesses at the
19b-3 Hearings,™ suggested that current
economic conditions should lead to
a postponement of the Introduction of
competitive commission rates. It is ar-
gued that the transition should be timed
to a period of general prosperity so as to
allow the securities industry a margin for
error in making the necessary adjust-
ments for competitive commission rates.
There is not, however, any assurance of
successfully predicting the general level
of the economy, or of stock volume and
stock prices. FPurthermore, if a decision
were to be made on the basis of predic-
tions, after the decision became effective
there could be a change in the trend of
the economy, or of stock market volume

and stock prices independent of the gen-
eral state of the economy.

Simlilarly, there have been recent pe-
riods of high stock market volume and
stock prices when it would have been un-
wise ‘o introduce competitive commission
rates; during the paperwork crunch in
1069 and 1970 there might have been sub-
stantial risks to investor protection, not-
withstanding relatively high volume and
prices for most of that perlod. Develop~
ments since 1070, such as implementation
of the Becurities Investor Protection

# Purthermore, with the advent of the
consoliduted tape, any broker choosing to
make its own markets in listed securities
would have to ensure appropriate reporting.
Bee “Silver v. New York Stock Exchange,"
373 U S, 341, 3568 (1063), with respect to reg-
ulation by exchanges of non-membeors.

“See, 2., statements at 10b-3 Hearings by
Sanford I. Well, Chief Executive Officer,
Shearson Hayden Stone, Inc., James M.
Roche, Public Director of the NYSE; and rep-
resentatives of the American Stock Exchange,
Mldwest Stock Exchange and tho Securities
Industry Assoclation.
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Act.”® revision of financial responsibility
rules,” implementation of new rules with
respect to custody of customer funds and
securities™ and improved survelllance
procedures * have substantially reduced

Ahose risks.

On the other hand, some commenta-
tors suggested that there would be a
better opportunity to observe adverse
consequences, if any, and take action to
correct them during a period of relative
lack of activity in the industry. Finally
it was suggested by others that there
would be transitional problems of
roughly the same magnitude whenever
the transition took place and, therefore,
no effort should be made to tie the
transition to particular economic cir-
cumstances.”

The most important consideration is
that the brokerage industry should be
glven, as it has been, a substantial perfod
of time to plan for the transition rather
than attempt to time the change pre-
cisely with respect to particular eco-
nomic circumstances, That was the prin-
ciple which motivated the Commission to
announce, in September 1973, its policy
conclusion that the fixing of commis-
sion rates should be terminated after
April 30, 1975.

It was also urged that a number of
other steps be implemented concurrently
with or prior to the introduction of com-
petitive commission rates. Suggestions
included: (a) adoption of a best execu-
tion rule;”™ (b) development of a com-
posite quotation system and improved
nationwide clearance and depository sys-
tem; ™ (¢) possible safeguards to main-

tain viability of regional exchanges and -

third markets; ® (d) preservation of the

@15 U.B.C. Ténan ot seq. The Securities In-
vestor Protection Corporation, established by
the Securities Investor Protection Act, had
by the end of 1973 placed 94 firms in llquida~
tion, Securities Investor Protection Corpora~
tion, Third Annual Report 1973, at 1 (1074).

® Compare NYSE Rule 325 as In effect until
1970 with such rule as in effect subsequently,

" Rule 15c¢3-3 under the Securities Ex-
change Act of 1934, 17 C.F.R. 240.15¢3-3.

# See Securities Investor Protection Core
poration, Third Annual Report 1073, at 16-17
(1074).

* Seo, o.g., statements at 19b-3 Hearlngs by
Seymour Smidt, Professor of Managerial Eco-
nomics In the Graduate School of Business
and Public Administration, Cornell Univer-
sity, and Roger E. Birk, President, Merrill
Lynch, Plerce, Fenner & Smith, Incorporated.

¥ See, eg., statements at 10b-3 Hoarings
by Seymour Smidt, Professor of Managerial
Economlics in the Graduate School of Busi.
ness and Public Administration, Cornell Uni-
versity: Donald Farrar, Professor of Finance,
University of Callfornia, Los Angeles; and
representatives of the Boston Stock Ex-
change.

™ Seo, 02, statements at 19b-3 Hearings
by Daniel J. Murphy, Senlor Vice President,
Shields Model Roinnd, Incorporated and by
representatives of the Boston Stock Ex-
change, Mldwest Stock Exchange and PBW
Stock Exchange.

®8co, o.g., statements at 10b-3 Hearings by
Donald Farrar, Professor of Finance, Unfver-
sity of California, Los Angoles; Mark Bata-
tian, President, Prudential-American Securi«
ties, Inc.; and by representatives of the PBW
Stock Exchange and the Investment Counsel
Assoclation of America.
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auction market by providing “equal
regulation” for aspects of the securities
business: * (e) alternation of other rules
of exchanges which have anti-competi-
tive aspects; ™ (f) prior action to lower
costs on small transactions;® (g) pro-
hibition of affiliated business;* (h)
adoption of rules to resolve possible ques~
tions as to the scope of the term “invest-
ment adviser” under the Investment Ad-
visers Act of 1940 and of the term “mem-
ber" under the Act; * (1) action to clarify
the “fiduciary™ question; * and (§) insti-
tution of a monitoring system to assess
the impact of competitive commission
rates.™

Some of the suggestions are Intended
to have the effect of preserving thoe
competitive position of exchanges:
others are designed to remove com-
petitive disadvantages which are believed
to impede the ability of existing par-
ticipants in the securities markets to
compete effectively without fixed mini-
mum commissions. Still other suggestions
link anticipated developments in the
efficlent operation of the securitics
markets to the issue of competitive com-
mission rates or anticipate problems with
respect to the fair and orderly operation
of securities markets,

With respect to adoption of a best
execution rule, the Commission does not

® See, e.g., statements at 19b-3 Hearlngs by
Robert H. B. Baldwin, President, Morgan
Stanley & Co., Incorporated and by repre-
sentatives of the Midwest Stock Exchange
and the NYSE,

“ See statement at 19b-3 Hearings by Sey-
mour Smidt, Professor of Managerial Eco-
nomics In the Graduate School of Business
and Public Administration, Cornell Unlver-
sity.
% See, eg., statements at 10b-3 Hearinga
by Mark Kaplan, President, Drexel Burnham
& Co,, Inc. and Thomans E, O'Hars, Chalrman
of the Board of Trustees of the National
Association of Investment Clubs,

“ See, 0.8., statoments at 10b-3 Hearings by
Robert H, B. Baldwin, President, Morgan
Stanley & Co., Incorporated and by repre-
sentatives of the Midwest Stock Exchange.

* See, eg., statements nt 19b-3 Hearlngs by
Roger E. Birk, President, Merrill Lynch,
Plerce, Penner & Smith, Incorporated and by
representatives of tho Mldwest Stock Ex-
change,

% See, o.g., statements at 10b-3 Hearlngs by
Robert H. B. Baldwin, President, Morgan
Stanley & Co,, Incorporated: Halg an,
Vice President and General Counsel, Willlam
D. Witter, Inc.; Phillp G. Conner, Executiva
Vice-President, Conner, Redwine Inc,; Roger
E. Birk, Preaident, Merrill Lynch, Pierce, Fen-
ner & Smith, Incorporated; Daniel J. Murphy,
Senlor Vice President, Shields Model Rolane,
Incorporated; Mark Kaplan, President, Drexcl
Burnham & Co,, Inmcorporated; Honorabls
Gerald L, Parsky, Assistant Secretary of ths
Treasury for Trade, Energy, and Financh!
Resources Policy Constderation; Marsha'l
Blums, Professor of FPinance, University cof
Pennsylvania; James H. Lorle, Professor of
Business Administration, University of Chi-
cago; Robert Loeffler, Trustee, Equity Fund-
ing Corporation of America; and by repre-
sentatives of the Boston Stock Exchange,
Midwest Stock Exchange, NYSE, American
Insurance Association and Inmvestment Couns
sel Association of America. . -

= See, ¢.g. statements at 10b-3 Hearings by
representatives of the NYSE,
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believe it necessary, solely because of the
introduction of competitive commission:
rates, to formulate special principles to
supplement existing standards as to the
duty’ off loyaity and care owed by an
agent to his: principal under general
principles: of agency law, as currently
supplemented by the provisions of the
Aot and’ the rules adopted thereunder.
If,, however, it should appear appro-
priate;, after the introduction of com~
petitive. commissions and' on the basis:
of experience with the evolution of the

maorkets; to provide more particular
rules, the Commission will consider
doing so.

More efficient and wider dissemination
of quotations as well as full inplemen-
tation of the consolidated tape now in: a
trial phase; continue,.in the Commis~
sion’s judgment, to be appropriate in:the
context. of the development of & central
market system, It the view of the Com-
mission the essence of the central market
system Is an interconnected system of
communication: But the development of
such a system or further improvements
in the nationwide clearance and deposi-
tory systems are not preconditions to
the introduction of competitive commis-
sion rates; rather, competitive com-
missions may, as suggested by some,”
speed progress in their development.

While regional exchanges have been
innovative and resourceful in developing
new. techniques and services for their
members, some of them have also been

vehicles for the evasion of minimum

commissions; At least one regional ex-
change has indicated its confidence that
it will be a viable marketplace without
minimum. commissions,” and the Com-
mission. does not believe & appropri-
ate to afford special safeguards to
regional exchanges solely to protect them
against the effects of competitive com=~
missions rather than for ressons relat-
ing to a desirable market structure, Sim-
flarly, to the extent that the third mar-
ket has in effect existed because of the
exchange umbrella of the minimum com-
mission rate structure, the Commission
does not. therefore conclude that special
protections are appropriate for the third'
Wﬁ- to further the objectives of the

Suggestions for “equal regulation™ for
all aspects of the securities business
came specifically from the NYSE. The
NYSE would, among other things, re-
quire all trading in listed securities to be
exposed to the auction market provided:
by any exchange ™ and would lIimit con-

“See statement at 10b-3 Hearings by
Jumes H. Lorte, Professor of Business Ade
ministration, University of Chicago.

= See statement at 19b-3 Hearings by rep-
resentatives of the Midwest Stock Exchange.

® The Midwest Stock Exchange suggestod
requiring all trading of listed securities to be
done on exchanges if exchange memberships
dropped.. Currently NYSE rules provide in a
number of situations that a member neod
not take even It& own transactions in listed
securities. to an. exchange floor.. See. NYSE
rules relating to secondary distributions.
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tact. between: dealers in Iisted securities
and' their customers as {5 currently done

ing specialists from certain classes of
customers have their regulatory founda-
tion: on the specialist’s control of the
limit order book from which he derives
substantial income acting as an agent
for other brokers: Similar circumstances
do not exist for third: market dealers.
Nevertheless, without such provisions: it
is: suggested that the third market will
expand to the detriment of the exchanges
and' the auction market they provide.

Other commentators have suggested
that it is more reasonable to argue that
minimum commission rates have had
more to: do with' fostering the develop-
mentiof the third market than to argue
thnt competitive rates will moke the
third' market more important.™ Since the
effect of proposals to restrict third mar-
ket dealers would be to put the third
market out of business and' consequently
give: exchanges & monopoly on trading in
listed: securities, such action would not
appear to be appropriate without per~
suasive evidence based on experience
with competitive commission rates: that
the objectives of the Act would thereby
be promoted.

Alteration of other rules of exchanges
which have anticompetitive effects was
also suggested by commentators partic-
ularly concerned that regional ex-
changes might not survive in an environ-
ment. of competitive commission rates,

One commentator suggested requiring
the NYSE to allow anyone to become a
specialist in order to develop a system of
competitive specialists on the NYSE.
That suggestion is based on assumptions
about, future developments in the mar-
kets for listed securities as a consequence
of introducing competitive commission
rates; those developments may not come
to pass and' the Commission does not be-
lleve It necessary to take specific action
in advance of any experience with ac-
tual developments.

With respect to small transactions, {t.
may not be possible to reduce costs
without changes in the manner in which:
securities transactions are effected; cer-
tain kinds of costs do not vary with the
amount involved In a transaction and
must be Incurred. To the extent, how-
ever, that better cost controls and im-
proved procedures for processing trans-
actions, including the elimination or im-
mobilization of stock certificates, can

™ See, e.8,, statements at 195-3 Hearings by,
James H. Lorle, Professor of Business Admin-
istration, Universily of Chicago and Sey«
mour Smidt, Professor of Managerinl Eco-
nomics.in the Graduate School of Business
and Public Administration, Cornell Unliver=
sity,

be: developed, their development will be
speedod:hwm lnnvdunﬂonotcompeu-

plcmmﬁuon ot a system of competitive
commission rates, any handling of affil-
jated business by exchange members
should' be prohibited' outright in place
of the current provisions of Rule 19b-2™
which require that 80 percent of an ex-
change member's business not be affil-
iated business, In adopting Rule 19b-2
the Commission: recognized that 1t
should gain some administrative experi-
ence in its operation and impact so that
it might remssess 15 position: should
harmful, unforeseen consequences arise,
The current formulation provides flexi-
bility' to respond’ to any fundamental
changes attributable to operation under
competitive commission rates, which will
greatly reduce the significance of the so-
;:aned “Institutional membership” prob-
em:

The: flduclary question referred to
above, arises out of the expectation by
many observers that institutional port-
folio managers, who purchase a very
large part of all brokerage services, may
believe themselves compelled, after the
introduction of competitive commission
rates, to seek the lowest available com-
mission rate. It is believed that Institu-
tions would so act out of fear of lawsuits
alleging breach of fiduciary duty if they
used their beneficiaries’ funds to pay
more than the lowest available commis-
slon rate. Paying the lowest avallable
commission rate:would, it Is argued, pro-
teet the institutional’ portfolio manager
from liability. PFiduciaries, however,
purchase other services for their bene-
ficiaries without believing themselves
campelled to: seek the lowest possible
cost; rather they appropriately “consider
the full range and' quality” of the sery-
ices: which: acerue to: their beneficiaries
and “need not solleit competitive bids.” ™

In this connection, it has been suggest-
ed that fiduciaries might feel compelled
to pay commissions which were so low
as: to make it Impossible for brokers to
supply research which is urgently needed
by these flduciaries and their benefici-
aries, The Commission does not belleve
that this willi occur to any material ex-
tent since fiduciaties are entitled to exer-
cise their judgment as to what is in the
interest of their beneficiaries and, in any
event, the cost of research does not ap-
pedar to be so large a part of the expense
incurred by brokerage firms as fo make
it impossible for them to-supply it in rea-
sonable quantity If their customers de-

17 CFR 240.10b-2.

" ¢f. Securitica Exchange Act Release No.
0508 (May, 9, 19%2), 37 FR 0988 (May 18,
1972).
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sire it.™ While there may be some perlod
of adjustment for fiduciaries after the
introduction of competitive commission
rates for all transactions, experience has
to some extent already built up in arriv-
ing at commissions on the portion of
orders over "$300,000, which have most
frequently involved fiduciaries, That ex-
perience should eventually be capable of
general application.

Questions relating to the definition of
Investment adviser under the Investment
Advisers Act of 1940 may require analy-
sis based on experience with competitive
commission rates. The questions raised
relating to the scope of the definition of
member under the Act are not basically
new, but were not considered to require
specific action in connection with the in-
troduction of access provisions for non-
member brokers. The Commission, as in=
dicated below, Is, however, prepared to
consider further specific proposals with
respect to those questions as well as the
fiduciary question and other suggestions
made at the 19b-3 Hearings,

The Commission was also requested to
undertake a monitoring system to assess
the impact of competitive commissions.
The Commission proposes to take steps
to provide appropriate increased moni-
toring of the activities of brokers and
their financial condition and operations
as well as possible shifts in patterns of
trading for some period subsequent to
May 1, 1975, In order to assure that the
objectives of the Act, including the pro-
tection of Investors and the maintenance
of fair and orderly markets, are upheld
during any transitional phase. Such
monitoring may include collection of ad-
ditlonal financial data as well as pro-
grams of staff interviews to evaluate
changing conditions. In that connection
the Commission will welcome specific
suggestions for the types of activities on
which monitoring efforts should be fo-
cused. In addition, the Commission will
consider whether or not any rulemaking
or other action would be appropriate to
clarify the application of the definition
of member in order to assist exchanges
in performing their self-regulatory role
and will consider questions as to incen-
tives to exchange membership and prob-
lems for fiduciaries anticipated by some
commentators. As to the fiduciary ques-
tion the Commission will, of course, also
submit comments on provisions in pend-
ing leglslation.” Any such actlon, if ap-

¥ Member firms' 1973 NYSE Income and
Expense reports (which include an estimate
of research oxpense covering all research
notivities wherever perfarmed) show that, of
the 235 firms carrying public customer ac-
counts, 4 estimated reosearch oxpense as 25
percent or more of total expense, 12 ns more
than 16 percent, and 26 firms as more than
10 percent, The saggregate research expenss
of these 26 firms was $20 million out of a
total of #1090 million for all 235 carrying
firms. There were 180 firms for which re-
search expense was estimated to sccount
for leas than & percent of total expense: but
the research expenditures of these firms ac-
counted for 65 percent of the total for all

firms.
. WHR. 10 and 8. 240, 94th Cong., 1st Seas
(1975).
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propriate, could be taken prior to May 1,
1975, In order to facilitate the transition.

ted differently, certain persons sug-
gested that the Introduction of com-
petitive rates would have undesirable
and unintended consequences, in part
because of the changes which it would
create In the economic incentives and
choices of member firms, The Commis-
sion believes that these concerns appear
exaggerated. In any event, however, the
possibility of such undesirable conse-
quences does not provide an adequate
basis for deferring competitive rates,
since there are other ways in which these
problems can be dealt with. The moni-
toring efforts which the Commission in-
tends to undertake will enable it to be
alert to developments and to position it-
self to take prompt corrective action if
undesirable consequences develop be-
fore, or after, May 1, 1975. Thus, for
example, If it should appear that mem-
ber firms are proposing to leave the ex-
changes in order to execute customers'
transactions by making markets off the
exchange, various stens could be taken
to restrict this practice to the extent
necessary or appropriate in the public
interest or for the protection of in-
vestors.

In that connection, the Commission
intends shortly to announce procedures
by which any interested person may
offer suggestions concerning avnropriate
methods to deal with anv problems that
might emerge. It should be noted, how=~
ever, that proposals which anpear on
their face to be anticompetitive can
hardly be acted upon in the absence of
experience under competitive rates which
demonstrates that they are, neverthe-
less, necessary or appropriate.

4. Conclusion. After a long and careful
consideration of the policy questions
raised by the existence of the fixed com-~
mission rate structures on national se-
curities exchanges, the Commission has
concluded that the adoption of Securities
Exchange Act Rule 19b-3, precluding ex-
changes from fixing the rates of com-
mission their members must charge, is
necessary or appropriate for the protec-
tion of investors, to assure fair dealing
in securities traded in upon such ex-
changes and to insure the fair adminis-
tration of such exchanges, and, accord-
ingly, hereby adopts Rule 19b-3.

5. The Text of the Rule. Section
240.19b--3 reads as follows:

§ 240.19b-3 Prohibiting fixing of rales
of commission by exchanges.

(a) No national securities exchange
(“exchange”) shall adopt or retain any
rule of the exchange that requires, or
shall otherwise, directly or indirectly, re-
quire its members, or any person asso-
ciated with its members, to charge any
person any fixed rate of commission for
transactions effected on, or effected by
the use of the facilities of, such ex-

e.

(b) Each exchange shall provide in Itg
rules of the exchange that nothing there-
in or in its practices shall be construed
to require or authorize (ts members, or
any person assoclated with its members,
to agree or arrange, directly or indirectly,
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for the charging of fixed rates of com-
mission for transactions effected on, o¢
effected by the use of the facilities of,
such exchange.

(¢) No member of any exchange, or
person associated with any member, shail
be required to comply with, or may rely
on, the provisions of any rule of the ex-
change covered by paragraph (a) of this
section.

(d) As used In this rule, the term “ruls
of the exchange” refers to any provision
of the constitution, articles of incorpo-
ration, bylaws or rules or instruments
corresponding thereto, whatever the
name, of the exchange, and the term
“floor brokerage commissions” refers to
commissions applicable to the execution
of transactions for members or associata
members of an exchange but does not
include commissions for clearance serv-
ices or commissions for a combination of
floor brokerage and clearance services.

(e) The provisions of this rule shall

become effective on May 1, 1875, except
as to any rule of the exchange relating
to floor brokerage commissions as to
which the provisions of this rule shall
become effective on May 1, 1976.
(Secs. 2, 6, 10, 11, 19, 23; 48 Stat. 881, 885,
801, 898, §O1; as nmended; secs, 8, 49 Stat,
1379, 75 Stat. 465, 82 Stat. 463 (15 U.8.0.
78b, 781, 78§, 78k, 78s, T8BW) )

By the Commission,

[sEAL] GeORrGE A, FITZSIMMONS,

Secretary.
JANUARY 23, 1975,

[FR Doo,76-4609 Filod 2-10-75:8:45 am]

Title 21—Food and Drugs

CHAPTER 1—FOOD AND DRUG ANDMINIS-
TRATION, DEPARTMENT OF HEALTH,
EDUCATION, AND WELFARE

SUBCHAPTER A—GENERAL

PART 2-—ADMINISTRATIVE FUNCTIONS,
PRACTICES, AND PROCEDURES

Subpart H—Delegations of Authority

AMENDMENT RECGARDING ENFORCEMENT
ACTIVITIES

The Commissioner of Food and Drugs

is amending ‘“Part 2—Administrative
Functions, Practices, and Procedures”
(21 CFR Part 2) to provide for revised
delegations of authority to Inspect estab-
lishments of manufacturers of biological
products under section 351 of the Public
Health Service Act. A reorganization of
the Bureau of Biologics (39 FR 18702)
made revision of the delegation neces-
sary.
Further redelegation of the authority
redelegated hereby is not authorized. Au-,
thority redelegated hereby to a position
by title may be exerciséd by a person
officially designated to serve in such posi-
tion in an acting capacity or on a tem-
porary basis, unless prohibited by a re-
striction  written into the document
designating him as “acting” or unless
not legally permissible,

Therefore, pursuant to provisions of
the Federal Food, Drug, and Cosmetis
Act (sec. T01(a), 52 Stat. 1055;: 21 U.S.C.
371(a)) and under authority delegated
to the Commissioner (21 CFR 2.120),
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Part 2 15 amended In § 2.121 by revising

paragraph (p) (7) to read as follows:

§ 2.121 Redelegations of anthority from.
the Commissioner to other officers of
the Administration.

- . - - »

‘D)- L

(7) The Director, Deputy Director, and
Associate Director of the Bureau of Blo~
logics and the Director of the Division of
Compliance of that Bureau may author-
fze, pursuant. tor section 861(e) of the
Public Health: Sexvice Act (42 U.S.C. 262
©)), any officer, agent, or employee to.
enter and inspect any establishment
which. is subject. to- the provisions of sec~
tion: 351 of the act (42 U.S.C. 262).

- - - - -

Bffective date: This order shall be effec-
tive February 20, 1975.

(8ec. 701(a), 52 Stat. 1055; 2L U.S.C. 371 (a).)
Dated: February 13, 1975.

Sax D. Fine,
Assocfate Comumissioner for
Compliance.
f [FR Doc.76-4891 Piled 2-10-75;8:45am).
\ —

SUBCHAPTER B—FOOD AND FOOD
PRODUCTS

PART 121—FOOD ADDITIVES

Subpart C—Food Additives Permitted In
Feed and. Drinking: Water of Animals or
z; u: Treatment of Food-Producing

ma

Licwin Surronare: From Sisau

The Commissioner of Food and’ Drugs
has evaluated the data in o petition (MF-
35169 filed: by the Dexter Corp;, 1 Elmu
St.. Windsor Locks, CT 08086, and other
relevant materinl, and concludes that the
food additive regulations (21 CFR Part
121) should be amended, as set forth be-
low; to provide for the safe use of lignin
sulfonate derived’ from sisal (Agave sisa-
;‘;:f asn permitted ingredient in animal

Therefore, pursuant. to provisions of
the Federal Food, Drug, and Cosmetic
Act (sec. 409(c) (1), T2 Stat. 1786: 21
US.C. 348(c) (1)), and under authority
delegated to the Commissioner (21 CFR
2.120), § 121.234 is amended in paragraph
(a) by adding the words “or of sisal
(Agave stsalana) ™ after the words “or of
abaca (Musa textilis) . As revised, para-
graph (a) reads as follows:

§121.234 Lignin sulfonates,

(a) For the purpose of this section,
the food additive is either one, ora com=-
bination of, the ammonium, calcium,
magnesium; or sodium salts of the ex-
tract of spent sulfite llquor derived from
the sulfite digestion of wood or of abaca
(Musa textilis) or of sisal (Agave si-
salana) In either & liquid form moisture
not to exceed 50 percent by weight) or
dry form (moisture not to exceed 6 per-
cent' by weight) .

L » -

Any. person who wﬂl be adversels af-

fected by the foregoing order may at any
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time on or before March: 24, 1975 fife with:
the Hearing Clerk, Food and Drug Ad-
minfstration, Rm. 4-65, 5600 m
Lane; Rockville, MD' 20852, wri
jections thereto. Objections

s
5

ing' i5 requested, the objections shall’
state the issues for the hearing, shall be
supported by grounds factually and Je-
gally sufficient to justify the relief sought,
and' shall' include a detafled description

the objections in the event that & hear-
ing i5 held. Six copies of all documents
shall' be: filed! Received objections may
be seem in the above office during work-
ing' hours, Monday through Friday.

Eflective date. This order shall become
effective February 20, 1975,
(Sec, 400(c) (1), 72! Stat. 17867 21 US.C
3a8(e)(1))

Dated: February 13, 1975,

Sax D: Fine,
Associate Commissioner for
Compliance.

[FR Doc.75-4502 Filed. 2-10-75:8:45 am]

Title 29—Labor

CHAPTER V—WAGE AND HOUR DIVISION,
DEPARTMENT OF LABOR

PART 516—RECORDS TO BE KEPT
BY EMPLOYERS

PART 552-—APPLICATION! OF THE FAIR
LABOR STANDARDS ACT TO DOMESTIC
SERVICE

Extension to Domestic Service Employees

The Fair Labor Standards Act of 1938
(52 Stat. 1060, as amended, 29 US.C. 201
et seq,), as amended by the Falr Labor
Standards Amendments of 1974 (Pub. L.
93-259, 88 Stat. §5), extends with certain
exceptions the Act’s minimum wage,
overtime, equal pay, and recordkeeping
provisions to domestic service employees.
In order to implement the 1974 Amend-
ments, a proposed change in the record-
keeping requirements of 20 CFR Part 6516
and and a new proposed 20 CFR. Part 5562
concerning domestic service employment
were published in the FepERAL REGISTER
on October 1, 1974 (39 FR 35382). Sub-
part A of 20 CFR Part 552 defined and de-
limited the terms “domestic service em-
ployee,” “employee empioyed on: a casual
basis in: domestic service employnment: to,
provide babysitting: services,” and “em-~-
ployment to provide companionship serv-
ices for individuals who (beeause of age
orinfirmity) areunable to carefor them-
selves.” Subpart B set out statements of
general policy and interpretation con-
cerning the application of the Fafr Labor
Btandards Act to domestle service em-
ployees: Interested persons were invited
to'submit written comments, suggestions,
data or arguments concerning the pro-
posal to the Administrator of the Wage
and, Hour Division, U.S. Department of

mhno md‘prlvate) employers of wmﬁhr
mothers; the Women's Bureau of the U'S.
Dewhnentolmbcr the AFL-CIO, pub-

welfare departments of State-and local
govemmenta. and business firms provid-
ing service workers: Most of the

applicable’ regulations and rulings con-
tained In 20 CFR 531. Section 552.101(b)
has beenamended to make clearthatem-
ployees: engaged in maintaining bust-
nesses conducted in a home are not “do-~
mestic service employees.” A paragraph
(c) has been adiled to § 552,101 to deal
with the method of determining liours of
work for non-live-in domestic service em-
ployees. The recordkeeping requirements
for live-in domestic service employees
have beenr simplified by the addition of
paragraph (b) to § 552.102' which permits
tHe employee’s Hours to be established by
an agreement rather than by the main-
tenance of precise hourly records where
there is an agreement hetween the parties
which: schedules the employee's hours of
work and that agreement is regularly fol-
lowed: Other clarifying changes were
muade I § 552.170.

The one major change in Part 5562 is
in:§ 552:109 which deals with “third party
employment.” This section as originally
proposed would not have allowed the se¢-
tion 13(a) (15) or the section 13(b)(21)
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exemption for employees who, although
providing companjonship or live-in
domestic services, are employed by an
employer or agency other than the family
or household using their services. On fur-
ther consideration, I have concluded that
these exemptions can be available to such
third party employers since they apply to
“any employee” engaged “In" the enu-
merated services. This Interpretation is
more consistent with the statutory lan-
guage and prior practices concerning
other similarly worded exemptions.

Therefore, with the changes and addl-
tions indicated above, the proposed
amendments to 20 CFR Part 516, and the
new 29 CFR Part 552, are adopted, to be-
come effective February 20, 1975 in their
final form which reads as follows:

1. Part 516 1s amended by adding the
following section:

§516.34 Domestic service employces,

(a) With respect to any person em-
ployed as a domestic service employee
who is not exempt under section 13(a)
(15) of the Act, the employer of such
person shall maintain and preserve rec-
ords containing for each such person the
following:

(1) Name in full;

(2) Social security number;

(3) Address in full, including zip code;

(4) Total hours worked each week by
such employee for the employer:

(5) Total cash wages paid each week
to such employee by the employer;

(6) Weekly sums claimed by the em-
ployer for board, lodging or other facili-
ties; and

(7) Extra pay for weekly hours worked
In excess of 40 by such employee for the
employer.

(b) No particular form of records is
required, so long as the above informa-
tion is recorded and the record is main-
tained and preserved for a period of
3 years.

(¢c) Where an employee works on &
fixed schedule, the employer may main-
tain the schedule of dally and weekly
hours the employee normally works, and
(1) Indicate by check mark, statement
or other method that such hours were
actually worked, and (2) when more or
less than the scheduled hours are
worked, show the exact number of hours
worked.

(Sec. 11(c), 62 Stat. 1060, as amended (20
US.C. 211 (¢)))

2. Part 552 I1s added. Its title, table
of contents and Subparts A and B read
as follows.

Subpart A—General Regulations

Bec, v

652.1 Terms used In regulations.

6522 Purpose and scope,

65523 Domestio service employment,

552.4 Babysitting services,

6625 basts,

662.6 Companionship services for the nged
or infirm.

5627 Petition for amendment of regula~
tions,
Subpart B—Interpretations

65200 Basis for coverage of domestic serv-
ice employees,

RULES AND REGULATIONS

See.

5562.100
552.101
552,102
552.103
552.104
552,105
552.108

562.107
65562.108

Application of minimum wage and
overtime provisions,

Domestic service employment.

Live-in domestic service employees.

Babysitting services In general.

Babysitting services performoed on o
casual basls,

Individuals performing babysitting
services in their own home.

Companlonship services for the aged
or infirm.

Yard maintenance workers.

Child Inbor provisions.

652,100 Third party employment.

552110 Recordkesping requirements.
Avraoutry: Section 13(a) (15) of the Falr

Labor Standards Act, as amended (20 US.C.

213(a) (15), 88 Stat. 62; sec. 20(b) of the

Falr Labor Standards Amendmonts of 1974

(Pub. L. 93-259, 88 Stat. 70).

Subpart A—General Regulations
§552.1 Terms used in regulations.

(a) “Administrator” means the Admin-
istrator of the Wage and Hour Division,
U.S. Department of Labor, or the Ad-
ministrator's authorized representative.

(b) “Act” means the Fair Labor Stand-
ards Act of 1938, as amended.

§ 552.2 Purpose and scope.

(a) This part provides necessary rules
for the application of the Act to domestic
service employment in accordance with
the following amendments made by the
Falr Labor Standards Amendments of
1974, 88 Stat. 55, et seq.

(b) Section 2(a) of the Act finds that
the “employment of persons in domestic
service in households affects commerce.”
Section 8(1) extends minimum wage pro-
tection under section 6(b) to employees
employed as domestic service employees
under either of the following circum-
stances: (1) If the employee’s compen-
sation for such services from his employer
would constitute wages under section 209
(g) of Title II of the Soclial Security Act,
that is, if the compensation pald in cash
during a calendar quarter totaled $50 or
more, or (2) if the employee was em-
ployed in such domestic service work by
one or more employers for more than 8
hours in the aggregate in any workweek,
Section 7(1) extends generally the pro-
tection of the overtime provisions of sec-
tion 7(a) to such domestic service em-~
ployees. Section 13(a) (15) provides both
& minimum wage and overtime exemp-
tlon for “employees employed on a casual
basis in domestic service employment to
provide babysitting services” and for
domestic service employees employed “to
provide companionship services for In-
dividuals who (because of age or infirm-
ity) are unable to care for themselves.”
SBection 13(b)(21) provides an overtime
exemption for domestic service employees
who reside in the household in which they
are employed.

(c) The definitions required by section
13(a) (15) are contained In §§ 552.3, 552.4,
552.5 and 552.6.

$552.3 - Domestic servics employment;

As used in section 13(a)(15) of the
Act, the term “domestic service employ-
ment” refers to services of a household
nature performed by an employee in or
about a private home (permanent or

T405

temporary) of the person by whom he or
she is employed. The term includes em-
ployees such as cooks, walters, butlers,
valets, malds, housekeepers, governesses,
nurses, janitors, laundresses, caretakers,
handymen, gardeners, footmen, grooms,
and chauffeurs of automobiles for family
use. It also includes babysititers employed
on other than a casual basils. This Hst-
ing is Mlustrative and not exhaustive.

§ 552.4 Babysitting services.

As used in section 13(a) (15) of the Act,
the term “babysitting services" shall
mean the custodial care and protection,
during any part of the 24-hour day, of
infants or children in or about the pri-
vate home in which the infants or young
children reside. The term “babysitting
services” does not include services relat-
ing to the care and protection of infants
or children which are performed by
trained personnel, such as registered,
vocational, or practical nurses. While
such trained personnel do not qualily as
baby sitters, this fact does not remove
them from the category of a covered
domestic service employee when em-
ployed in or about a private household.

§ 552.5 Casual basis.

As used In section 13(a) (15) of the Act,
the term “casual basis,” when applied to
babysitting services, shall mean employ-
ment which is Irregular or intermittent,
and which is not performed by an indi-
vidual whose vocation Is babysitting.
Casual babysitting services may Include
the performance of some household work
not related to caring for the children:
Provided, however, That such work is in-
cldental, 1.e., does not exceed 20 percent
of the total hours worked on the partic-
ular babysitting assignment.

§ 552.6 Companionship services for the
aged or infirm,

As used In section 13(a)(15) of the
Act, the term “companionship services"
shall mean those services which provide
fellowship, care, and protection for a
person who, because of advanced age
or physical or mental infirmity, cannot
care for his or her own needs. Such sery-
ices may include household work related
to the care of ‘the aged or infirm per-
son such as meal preparation, bed mak-
ing, washing of clothes, and other sim-
llar services, They may also include the
performance of general household work;
Provided however, That such work 1s in-
cidental, i.e., does not exceed 20 percent
of the total weekly hours worked. The
term “companionship services” does not
include services relating to the care and
protection of the aged or Infirm which
require and are performed by trained
personnel, such as a registered or prac-
tical nurse. While such trained personnel
do not qualify as companions, this fact
does not remove them from the category
of covered domestic service employees
when employed in or about a private
household.

§ 552.7 Petition for amendment of reg-
ations.

Any person wishing a revision of any

of the terms of the foregoing regula-
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‘tjons may submit in writing to the
-Administrator a petition setting forth
the changes desired, the reasons for
proposing the specified changes, and his
or her Interest in the matter. No partic-
ular form of petition is required. If,
upon inspection of the petition, the Ad-
ministrator believes that reasonable
cause for amendment of the regulations
is set forth, the Administrator will either
schedule a hearing with due notice to in-
terested parties, or will make other pro-
vision for affording interested parties an
opportunity to present their views, either
in support of or in opposition to the pro-
posed changes.

Subpart B—Interpretations

§ 552.99 Basis for coverage of domestic
service employees.

Congress in section 2(a) of the Act
specifically found that the employment
of persons in domestic service in house-
holds affects commerce. In the legislative
history it was pointed out that employees
in domestic service employment handle
goods such as soaps, mops, detergents,
and vacuum cleaners that have moved in
or were produced for interstate com-
merce and also that they free members of
the household to themselves engage in
activities In interstate commerce (S. Rep.
93-690, pages 21-22), The Senate Com-
mittee on Labor and Public Welfare “took
note of the expanded use of the Interstate
commerce clause by the Supreme Court
in numerous recent cases (particularly
“Katzenbach v. McClung”, 379 U.S, 294
(1964)).” and concluded “that coverage
of domestic employees is a vital step in
the direction of ensuring that all workers
affecting interstate commerce are pro-
tected by the Fair Labor Standards Act”
(S. Rep. 93-690, pp. 21-22),

§552.100 Application of minimum
wage and overtime provisions,

() (1) Domestic service employees
must receive for employment in any
household & minimum wage of $1.90 an
hour effective May 1, 1974, not less than
$2.00 an hour during the year beginning
January 1, 1975, not less than $2.20 an
hour during the year beginning Jan-
uary 1, 1976, and not less than $2.30 an
hour after December 31, 1976.

(2) In addition, domestic service em-
ployees who work more than 40 hours in
any one workweek for the same employer
must be paid overtime compensation at a
rate not less than one and one-half times
the employee's regular rate of pay for
such excess hours, unless the employee is
one who resides in the employer's house-
hold. In the case of employees who reside
in the household where they are em-
ployed, section 13(b)(21) of the Act
provides an overtime, but not a minimum
wage, exemption. See § 652.102,

(b) In meeting the wage responsibil-
itles imposed by the Act, employers may
take appropriate credit for the reason-
able cost or fair value, as determined by
the Administrator, of food, lodging and
other facilities customarily furnished to
the employee by the employer such as
drugs, cosmetics, drycleaning, ete. See 8.
Rep. 93-690, p. 19, and section 3(m) of

RULES AND REGULATIONS

the Act. Credit may be taken for the
reasonable cost or fair value of these
facilities only when the employee’s ac-
ceptance of them jis voluntary and un-
coerced. See regulations, Part 531. Where

uniforms are required by the employer,

the cost of the uniforms and their cave
may not be included in such credit.

(¢) For enforcement purposes, the Ad-
ministrator will accept a credit taken
by the employer of $0.75 for breakfast (if
furnished), $1.00 for Junch («if fur-
nished), and $1.256 for dinner (if fur-
nished), which meal credits do not ex-
ceed $3.00 a day. Nothing herein shall
prevent employers from crediting them-
selves with the actual cost or fair value
of furnishing meals, as determined in
accordance with Part 531 of this chapter,
if such cost or fair value is different from
the meal credits specified above: Pro-
vided, however, That employers keep,
maintain and preserye (for a period of 3
years) the records on which they rely to
Justify such different cost figures.

(d) In the case of lodging furnished
to live-in domestic service employees, the
Administrator will accept a credit taken
by the employer of $15 a week. Nothing
herein shall prevent employers from
crediting themselves with the actual cost
or fair value of furnishing lodging, as
determined in accordance with Part 531
of this chapter, If such cost or fair value
is different from the amount specified
above, provided however, that employers
keep, maintain, and preserve (for a pe-
riod of 3 years) the records on which
they rely to justify such different cost
figures. In determining reasonable cost
or falr value, the regulations and rulings
in 20 CFR 531 are applicable.

'§ 552.101 Domestic serviee employment.

(a) The definition of “domestic serv-
ice employment” contained In § 5523 is
derived from the regulations issued under
the Social Sccurity Act (20 CFR 404.-
1027(j)) and from “the generally ac-
cepted meaning” of the term. Accord-
ingly, the term includes persons who are
frequently referred to as “private house-
hold workers.” See S. Rep. 93-690, p. 20.
The domestic service must be performed
in or about the private home of the em-
ployer whether that home is a fixed place
of abode or a temporary dwelling as in
the case of an individual or family travel-
ling on vacation. A separate and distinet
dwelling maintained by an Individual or
g family In an spartment house, con-
dominium or hotel may constitute & pri-
vate home.

(b) Employees employed In dwelling

places which are primarily rooming or,
boarding

houses are not considered do-
mestic service employees, The places
where they work are not private homes
but commercial or business establish-
ments. Likewise, employees employed In
connection with a business or profes-
sional service which Js conducted in &
home (such as a real estate, doctor's,
dentist’'s or lawyer's office) are not do-
mestic service employees.
(¢) In determining the total hours
worked, the employer must include all
time the employee is required to be on

.the premises or on duty, and all time the
‘employee is suffered or permitted to
wark. Special rules for live-in domestic
service employees are set forth in
§ 552.102.

§ 552,102 Live-in domestic service em-
ployees.

(g) Domestic service employees who
reside in the household where they are
employed are entitled to the same mini-
mum wage as domestic service employees
who work by the day, However, section
13(b) (21) provides an exemption from
the Aot's overtime requirements for
domestic service employees who reside
in the household where employed. But
this exemption does not excuse the em-
ployer from paying the lve-in worker at
the applicable minimum wage rate for all
hours worked, In determining the num-
ber of hours worked by a live-in worker,
the employee and the employer may ex-
clude, by agreement between themselves,
the amount of sleeping time, meal time
and other periods of complete freedom
from all duties when the employee may
either leave the premises or stay on the
premises for purely personal pursuits,
For periods of free time (other than
those relating to meals and sleeping) to
be excluded from hours worked, the
perfods must be of sufficient duration to
enable the employee to make effective use
of the time. If the sleeping time, meal
periods or other periods of free time are
interrupted by a call to duty, the inter-
ruption must be counted as hours worked,
See regulations Part 785, § 785.23.

(b) Where there is a reasonable
agreement, as indicated In (a) above, it
may be used to establish the employee’s
hours of work in lieu of maintaining pre-
cise records of the hours actually worked.
The employer shall keep & copy of the
agreement and indicate that the em-
ployee's work time generally coincldes
with the agreement, If it is found by the
parties that there is a significant devia-
tion from the initial agreement, a sep-
arate record should be kept for that pe-
riod or a new agreement should be
reached that reflects the actual facts,

§ 552.103 Babysitting services in gen-
eral.

The term “babysitting services” is de-
fined In § 552.4. Babysitting is a form of
domestic service, and babysitters other
than those working on a casual basis are
entitled to the same benefits under the
Act as other domestic service employees,

§ 552,104 Babysitting  services  per-
formed on a casual basis,

(a) Employees performing babysitting
services on & casual basis, as defined in
§ 552.5 are excluded from the minimum
wage and overtime provisions of the Act.
The rationale for this exclusion is that
such persons are usually not dependent
upon the income from rendering such
services for their livellhood, Such serv-
jces are often provided by (1) teenagers
during non-school hours or for & short
period after completing high school but
prior to entering other employment as
a vocation, or (2) older persons whose
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main source of livelthood is from other
means.

(b) Employment in babysitiing serv-
ices would usually be on a “casual basis,”
whether performed for one or more em-
ployees, if such employment by all such
employers does not exceed 20 hours per
week in the aggregate. Employment In
excess of these hours may still be on
a “casual basis" If the excessive hours
of employment are without regularity
or are for irregular or intermittent pe-
riods. Employment in babysitting serv-
fces shall also be deemed to be on a
“casual basis" (regardless of the number
of weekly hours worked by the baby-
sitter) in the case of individuals whose
vocations are not domestic service who
accompany families for a vacation pe-
riod to take care of the children if the
duration of such employment does not
exceed 6 weeks.

(e) If the individual performing baby-
sitting services on a “casunl™ basis de-
votes more than 20 percent of his or her
time to household work during a baby-
sitting assignment, the exemption for
“pbabysitting services on a casual basis”
does not apply during that assignment
and the Individual must be pald in ac-
cordance with the Act’s minimum wage
and overtime requirements. This does
not affect the application of the exemp-
tion for previous or subsequent baby-
sitting assignments where the 20 per-
cent tolerance is not exceeded.

(d) Individuals who engage in baby-
sitting as a full-time occupation are not

on a “casual basis.”

§ 552.105 Individuals performing baby-

sitting services in their own homes.

(a) It is clear from the legislative
history that the Act’s new coverage of
domestic service employees is limited to
those persons who perform such services
in or about the private household of the
employer. Accordingly, if such services
are performed away from the employer’s
permanent or temporary household,
there is no coverage under sections ()

“and 7() of the Act. A typleal example
would be an individual who cares for the
children of others in her own home, This
type of operation, however, could, de-
pending on the particular facts, qualify
as a preschool or day care center and
thus be covered under section 3(s) (4) of
the Act in which case the person provid-
ing the service would be required to com-
plykwlth the applicable provisions of the
Ac

(b) An individual in & local nelghbor-
hood who takes four or five children into
his or her home, which is operated as a
day care home, and who does not have
more than 1 employee or whose only
employees are members of that Indi-
vidual's immediate family is not covered
by the Fair Labor Standards Act.

§ 552,106 Companionship services for
the aged or infirm.

The term “companionship services for
the aged or Inflrm" is defined in § 552.6.
Persons who provide care and protection
for bables and young children, who are
not physically or mentally infirm, are
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considered babysitters, not companions,
The companion must perform the serv-
ices with respect to the aged or infirm
-persons and not generally to other per-
sons. The “casual” limitation does not
apply to companion services.

§ 552.107 Yard maintenance workers.

Persons who mow lawns and perform
other yard work in & neighborhood com-
munity generally provide their own
equipment, set their own work schedule
and occasionally hire other individuals.
Such persons will be recognized as inde-
pendent contractors who are not covered
by the Act as domestic service employees,
On the other hand, gardeners and yard-
men employed primarily by one houde-
hold are not usually Independent
contractors.

§ 552.108 Child labor provisions.

Congress made no change in section 12
as regards domestic service employees.
Accordingly, the child labor provisions
of the Act do not apply unless the under-
aged minor (a) 15 individually engaged
in commerce or In the production of
goods for commerce, or (b) is employed
by an enterprise meeting the coverage
tests of sections 3(r) and 3(s) (1) of the
Act, or (3) is employed In or about a
home where work in the production of
goods for commerce 15 performed.

§ 552.109 Third party employment.

~ (a) Employees who are engaged in
providing companionship services, as
defined in § §52.6, and who are employed
by an employer or agency other than
the family or household using their serv-
ices, are exempt from the Act's minimum
wage and overtime pay requirements by
virtue of section 13(a)(15). Assigning
such an employee to more than one
household or family in the same work-
week would not defeat the exemption
for that workweek, provided that the
services rendered during each assign-
ment come within the definition of com-
panionship services.

(b) Employees who are engaged in
providing babysitting services and who
are employed by an employer or agency
other than the family or household using
their services are not employed on a
“casual basis” for purposes of the sec-
tion 13(a)(15) exemption. Such em-
ployees are engaged in this occupation
asavocation.

(c) Live-in domestic service employees
who are employed by an employer or
agency other than the famliy or house-
hold using their services are exempt
from the Act’s overtime requirements
by virtue of section 13(b) (21). This ex-
emption, however, will not apply where
the employee works only temporarily for
any one family or household, since that
employee would not be “residing” on the
premises of such family or household.

§ 552.110 Recordkeeping requirements,

(a) The general recordkeeping regula-
tions are found In Part 516 of this chap-
ter and they require that every employer
having covered domestic service em-
ployees shall keep records which show
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for each such employee (1) name in full,
(2) social security number, (3) address
in full, Including zip code, (4) total hours
worked each week by the employee for
the employer, (5) total cash wages pald
each week to the employee by the em-
ployer, (6) weekly sums claimed by the
employer for board, lodging or other
facilities, and (7) extra pay for weekly
hours worked in excess of 40 by the em-
ployee for the employer. No particular
form of records is required, so long as the
above information is recorded and the
record is maintained and preserved for
a period of 3 years.

(b) In the case of an employee who re-
sides on the premises, records of the
actual hours worked are not required.
Instead, the employer may maintain a
copy of the agreement referred to in
§ 552.102. The more limited recordkeep-
ing requirement provided by this subsec-
tion does not apply to third party em-
ployers. No records are required for cas-
ual babysitters.

(c) Where a domestic service employee
works on a fixed schedule, the employer
may use a schedule of daily and weekly
hours that the employee normally works,
and either the employer or the employee
may (1) indicate by check marks, state~
ment or other method that such hours
were actually worked, and (2) when more
or less than' the scheduled hours are
worked, show the exact number of hours
worked.

(@) The employer may require the
domestic service employee to record the
hours worked and submit such record
to the employer,

Signed at Washington, D.C,, this 12th
day of February, 1975,

Berry SourHARD MURPFRy,
Administrator, Wage and Hour
f&a%l;foa. U.S. Department of
r.

[FR Do0.76-4472 Flled 2-19-75:8:45 am]

Title 32—National Defense
CHAPTER VII—DEPARTMENT OF THE
AIR FORCE

SUBCHAPTER B—SALES AND SERVICES
PART 812—USER CHARGES
Cost Determination Factors

These amendments expand and re-
vise the factors used in determining costs
for services and change the criteria for
determining charges for lease or sale of
Federally-owned resources or property.

Part 812, Subchapter B of Chapter VI
of title 32 of the Code of Federal Regula~
tions is amended as follows:

1. Section 812.3 is amended by revising
paragraph (b) (1) and adding (b) (10)
and (11) to read as follows:

§812.3 Esablishing fees and dotermin- |

ing costs for special services.
- - » - L
(b) - " »

(1) Gross civilian salaries. (Include an
amount to cover annual leave, sick leave
and holiday entitlements, and the Air
Force contributions for life insurance, {
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