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CIVIL ACTION 
NO. 66-92-SA 

MEMORANDUM OF SECURITIES AND EXCHANGE COMMISSION, 
AMICUS CURIAE 

The S e c u r i t i e s  and Exchange Commission, with l e a v e  of t h e  Court ,  

submits t h i s  memorandum of law, amicus c u r i a e ,  i n  o rder  t o  p resen t  i t s  

views upon c e r t a i n  ques t ions  of law a r i s i n g  under  t h e  S e c u r i t i e s  

Exchange Act of 1934, 15 U.S.C. 78a, e t  seq., t h e  r e s o l u t i o n  of which 

would seem t o  b e  e s s e n t i a l  t o  a r u l i n g  on t h e  cross-motions f o r  s u m a r y  

judgment f i l e d  he re in .  The ques t ions  r a i s e d  p e r t a i n  l a r g e l y  t o  S e c t i o n  15A 

of t h a t  Act,  15 U.S.C. 782-3, sometimes r e f e r r e d  t o  h e r e i n  a s  t h e  Maloney 
11 - 

Act.  

11 - I n  a d d i t i o n  t o  adding Sec t ion  15A t o  t h e  S e c u r i t i e s  Exchange Act, 
t h e  Maloney Act, adopted i n  1938, amended s e v e r a l  o t h e r  
p rov i s ions  of t h e  S e c u r i t i e s  Exchange Act. 



STATEMENT OF THE CASE 

This  a c t i o n ,  which t h i s  Court  on D e c e d e r  7 ,  1967, determined may 

be  maintained a s  a  c l a s s  a c t i o n ,  i s  e s s e n t i a l l y  a n  a c t i o n  f o r  damages and 

f o r  t h e  resumption of c e r t a i n  c o n t r a c t u a l  arrangements (whether by in junc-  

t i v e  o r  d e c l a r a t o r y  r e l i e f  o r  by s p e c i f i c  p e r f o m ~ n c e ) ,  based on a l l e g e d  
2/ - 

breaches  of c o n t r a c t  and v i o l a t i o n s  of .  t h e  f e d e r a l  a n t i t r u s t  laws. 

The p l a i n t i f f s  a r e  a l l  purchasers  of  single-payment c o n t r a c t u a l  p lans  f o r  t h e  
3 / - 

accumulation of s h a r e s  of  Technology Fund, Inc .  ( t h e  "Fund"). The defendants  

a r e  Growth Programs, Inc . ,  t he  sponsor and s a l e s  agen t  of t h e  Fund's s i n g l e -  
- 

payment c o n t r a c t u a l  p lans ;  Supervised I n v e s t o r s  S e r v i c e s ,  Inc . ,  t h e  Fund's 

p r i n c i p a l  underwr i t e r  and management company; and the  Na t iona l  Assoc ia t ion  of 

S e c u r i t i e s  Dea le r s ,  Inc .  ("NASD"), a  vo lun ta ry  a s s o c i a t i o n  of s e c u r i t i e s  

d e a l e r s  and t h e  only  "na t iona l  s e c u r i t i e s  a s s o c i a t i o n "  r e g i s t e r e d  w i t h  t h e  

C c m i s s i o n  under S e c t i o n  15A of t h e  S e c u r i t i e s  Exchange Act. Giving r i s e  t o  

t h e  causes  of a c t i o n  a s s e r t e d  h e r e i n  i s  a n  i n t e r p r e t a t i o n  of t h e  NASD's 

Rules of F a i r  P r a c t i c e ,  e n t i t l e d  " I n t e r p r e t a t i o n  wi th  Respect  t o  

C c n t r a c t u a l  P lan  Withdrawal and Reins ta tement  P r i v i l e g e s , "  the  purpose of 

which was t o  e l i m i n a t e  a  p r a c t i c e  whereby h o l d e r s  of c o n t r a c t u a l  p lans  

2/ - With r e s p e c t  t o  t h e  breach of c o n t r a c t  a l l e g a t i o n s ,  j u r i s d i c t i o n  i s  
invoked on t h e  b a s i s  of  d i v e r s i t y  of c i t i z e n s h i p  under 28 U.S.C. 1332; 
wi th  r e s p e c t  t o  t h e  a n t i t r u s t  a l l e g a t i o n s ,  j u r i s d i c t i o n  of t h i s  Cour t  
i s  invoked under S e c t i o n s  1, 2, 7 ,  15, 22, and 26 of T i t l e  1 5  of t h e  
Uni ted  S t a t e s  Code. 

3 1 - T h i s  open-end investment company was fom.ar ly  c a l l e d  T e l e v i s i o n -  
E l e c t r o n i c s  Fund, Inc .  

Open-end i n v e s t ~ e n t  companies a r e  sometines r e f e r r e d  t o  h e r e i n  
a s  " m t u a l  funds" o r  "funds." 



of open-end investment companies were permit ted by c e r t a i n  members 

of t h e  NASD t o  specu l a t e  i n  a manner disadvantageous t o  f e l l ow  

shareho lders  of t he se  companies and t o  t h e  companies themselves. 

According t o  t h e  a l l e g a t i o n s  of t h e  complaint ,  comenc ing  

l a r g e l y  i n  t h e  l a t e  summer and f a l l  of 1965, p l a i n t i f f s  made substan- 

t i a l  investments i n  single-payment c o n t r a c t u a l  p lans  sponsored by t h e  

defendant,  Growth Programs, Inc. ,  f o r  t he  purchase of sha r e s  of t h e  

Fund, each of which was evidenced by a c o n t r a c t  between t h e  sponsor,  

t h e  cus tod ian  bank, and t h e  inves to r .  Each plan contained a withdrawal- 

and-reinstatement p r i v i l e g e  ( r e f e r r ed  t o  i n  t h e  complaint  a s  an " in  

and out" and "stop-loss" p r i v i l e g e ) .  Th i s  gave t h e  i nves to r  t h e  r i g h t  

f o r  a period of t h i r t y  yea r s  from t h e  d a t e  of h i s  o r i g i n a l  i n v e s t m n t  

i n  t he  Fund t o  conver t  up t o  n ine ty  percent  of the  market va lue  of 

h i s  sha r e s  i n t o  cash  without  t h e  payment of any a d d i t i o n a l  brokerage 

commission and, t h e r e a f t e r ,  a t  any time t h e  i nves to r  might wish,  t h e  

r i g h t  t o  r e i n v e s t  t h e  same amount of cash i n  sha r e s  of t he  Fund a t  the  

then n e t  a s s e t  value without t h e  payment of a f u r t h e r  s a l e s  charge.  

The s o l e  express  l i m i t a t i o n  on t h i s  r i g h t  appears  t o  have been a 

requirement t h a t  sha r e s  involved i n  such withdrawal o r  l i q u i d a t i o n  have 
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4 / - - 
a  n e t  a s s e t  va lue  of a t  l e a s t  f i f t y  d o l l a r s .  

4 / - The p e r t i n e n t  p o r t i o n  of t h e  Fund's P rospec tus ,  dated A p r i l  30, 
1965, s t a t e d :  

" (3)  P a r t i a l  Withdrawal Without Termination:  

1 t A t  any t ime a f t e r  purchasing a  S i n g l e  Investment 
Program, t h e  Programholder may, without  t e m i n a t i n g  
h i s  Program, withdraw p a r t  of h i s  Fund Shares  o r  
d i r e c t  t h e  Custodian t o  l i q u i d a t e  p a r t  of h i s  Fund 
Shares  and remit  t h e  n e t  proceeds,  provided t h a t  t h e  
Shares  involved i n  such withdrawal o r  l i q u i d a t i o n  have 
a  n e t  a s s e t  va lue  of a t  l e a s t  $50 and do n o t  c o n s t i t u t e  
more than 90% of t h e  Fund Shares  i n  h i s  account.  Where 
a  p a r t i a l  l i q u i d a t i o n  has  been e f f e c t e d ,  t h e  Progran- 
h o l d e r  may a t  any t ime r e s t o r e  i n  cash  up t o  t h e  sane 
d o l l a r  amount s o  rece ived  by him and have i t  a p p l i e d  
t o  t h e  purchase of Fund Shares  a t  t h e i r  then n e t  
a s s e t  value." (Chorn Deposi t ion,  P l a i n t i f f s '  E x h i b i t  
78A, p. 4.) 

Each p l a i n t i f f ' s  c o n t r a c t  conta ined t h e  fo l lowing  provis ions:  

" (e)  P a r t i a l  Withdrawal Without Termina t i m  : 

I I  A t  any t ime a f t e r  t h e  i s suance  of t h i s  Program, 
t h e  Programholder may wi thou t  t e r m i n a t i n g  t h i s  Progran,  
withdraw p a r t  of h i s  Fund Shares ,  provided such wi th-  
drawal s h a l l  involve  n o t  l e s s  than $50.00 of l i q u i d a t i n g  
v a l u e  and n o t  more than 90% of t h e  Fund Shares  s t a n d i n g  
t o  h i s  account.  * 3t 9: 

"If  t h e  Programholder h a s  made a  p a r t i a l  withdrawal 
and caused Fund Shares  t o  be l i q u i d a t e d  and t h e  proceeds 
remi t t ed  t o  him, he may a t  any time t h e r e a f t e r  pay t o  t h e  
Custodian,  i n  cash  up t o  t h e  same d o l l a r  amount r ece ived  
by him i n  connect ion wi th  such p a r t i a l  withdrawal and 
l i q u i d a t i o n  and have t h e  same app l i ed  t o  t h e  purchase 
of Fund Shares  a t  t h e i r  then n e t  a s s e t  value .  I f  t h e  
Programholder h a s  made a  p a r t i a l  withdrawal and rece ived  
c e r t i f i c a t e s  f o r  Fund Shares ,  he may, a t  any t ime t h e r e a f t e r ,  
r e s t o r e  i n  k ind up t o  t h e  same number of Fund Shares  s o  
withdrawn." (Chorn Deposi t ion,  P l a i n t i f f s '  Exh ib i t  1, 
p. 2.) 



Repeated exerc i se  of t h i s  p r iv i l ege  has been f a c i l i t a t e d  by var ious  

arrangements, both formal and informal. The prospectus pursuant t o  which 

the  single-payment cont rac tua l  plans were purchased es tab l i shed  tha t :  

1. t h e  purchaser could give i n s t r u c t i o n s  f o r  withdrawals and 

reinstatements  by telephone o r  wire;  

2. such i n s t r u c t i o n s  could be given through a s e c u r i t i e s  dea l e r ;  

3. t he  pr ice  a t  which such withdrawals (except i n  t he  event of 

a general  decl ine i n  s ecu r i t y  pr ices )  and reinstatements  were 

t o  be e f f ec t ed  would be the n e t  a s s e t  value of t he  underlying 

mutual fund shares  a t  the  time the  telephone o r  wire i n s t ruc -  

t i o n s  were received. 

(Chorn Deposition, P l a i n t i f f s '  Exhibit  78-A, p. 2.) 

The o r i g i n a l  purpose of withdrawal-and-reinstatement p r iv i l eges  i n  

con t r ac tua l  plan con t r ac t s  was t o  preserve investments--par t icular ly  of 

shareholders  of modest means--in con t r ac tua l  plans f o r  t he  per iodic  

accumulation of mutual fund shares .  A s  explained by the  NASD: 

'The withdrawal and reinstatement  p r i v i l e g e  was designed t o  
pe rn i t  an  inves tor  faced with a genuine f i n a n c i a l  emergency t o  with- 
draw a s u b s t a n t i a l  po r t i on  of h i s  investment and l a t e r  t o  rep lace  
t h e  money (i.e., repurchase shares)  without paying an add i t i ona l  
oa l e s  charge. The convenience was aimed a t  preserving the  plan- 
holderb invcshnent,  e l imina t ing  t h e  need f o r  borrowing on c e r t i f i c a t e s  
o r  l i q u i d a t i n g  h i s  account i n  an eaergency. It o r ig ina t ed  with 
cont rac tua l  plans of t h e  periodic-payment type, where t h e  pro- 
po r t i ona t e ly  higher  'front-end load' c h a r a c t e r i s t i c  of such plans 
would impose an  unusually severe burden on a planholder forced 
t o  l i q u i d a t e  t o  ob t a in  emergency funds. 

'I Single-payment con t r ac tua l  plans were set up wi th in  t he  
some framework as periodic-payment con t r ac tua l  plans and the  
w i thd ra r~a l  and re instatement  p r i v i l e g e  was ca r r i ed  wer t o  t h i s  
~ e t h o d  of acquir ing investment company shares .  



"For many y e a r s  t h e  withdrawal and replacement p r i v i l e g e  
was used s p a r i n g l y  and f o r  emergencies,  a s  contemplated." 
CCH NASD llanual 95261 (1967). 

Recent ly ,  however, a  n u d e r  of s e c u r i t i e s  d e a l e r s  and mutual fund 

sponsors  cowenced  encouraging i n v e s t o r s  t o  buy mutual fund s h a r e s  through 

c o n t r a c t u a l  p l a n s  i n  o r d e r  t o  use  t h e  withdrawal-and-reinstatement p r i v i l e g e  

f o r  s p e c u l a t i v e  purposes.  I n c r e a s i n g  i n v o l v e m n t  of segments of t h e  

s e c u r i t i e s  i n d u s t r y  i n  t h e  execu t ion  of t h i s  type  of p r i v i l e g e  l e d  t o  

the  development of a  p r a c t i c e  whereby t h e  withdrawal-and-reinstate- 

nen t  p r i v i l e g e  was exerc i sed  through opera t ion  of a  power of a t t o r n e y  
- 

under which a  s e c u r i t i e s  d e a l e r  o r  an a s s o c i a t e d  person would be  appointed - 

t o  a c t  a s  t h e  a t t o r n e y  and, i n  e f f e c t ,  agen t  f o r  the  programholder. 

A l s ~ c u s t o d i a n  banks,  i n  an apparen t  e f f o r t  t o  cope w i t h  t h e  q u a n t i t y  

and f requency of wi thdrawals  and r e i n s t a t e m e n t s ,  evolved a  p r a c t i c e  whereby 

t h e y  would merely hold checks  r e p r e s e n t i n g  t h e  proceeds from withdrawals ,  

o r  merely c r e d i t  t h e  account of t h e  i n v e s t o r  wi th  such proceeds,  thereby 

enab l ing  t h e  i n v e s t o r  i m e d i a t e l y  t o  apply  t h e  same funds  i n  r epurchas ing  

o r  r e i n s t a t i n g  such p rev ious ly  withdrawn s h a r e s  i n  h i s  c o n t r a c t u a l  p lan  

account.  (Third Amended Conpla int ,  E x h i b i t  D, p. 2.) 

The spread of t h i s  p r a c t i c e  gave r i s e  t o  a  problem summarized i n  

t h e  Report  of t h e  S e c u r i t i e s  and Exchange Commission on P u b l i c  P o l i c y  

I m p l i c a t i o n s  of Investment  Company Growth, H.R. Rep. No. 2337, 8 9 t h  Cong., 



2d Sess. 304-305 (1966): 

"In recent  years t he re  appears t o  be a growing use by 
specula t ive ly  or iented investors  of withdrawal and 
reinvestment p r iv i l eges  i n  connection with s i n g l e  pay- 
ment plan c e r t i f i c a t e s  issued by cont rac tua l  plan 
cmpanics  . . . . [Tlhc extensive use of s i n g l e  payun,nt 
plan withdrawal and reinvestment p r iv i l eges  by a r e l a t i v e l y  
few specula t ive ly  minded investore could se r ious ly  circumscribe 
a t  c r i t i c a l  t i n e s  t he  exerc ise  of managerial d i s c r e t i o n  i n  
the  i n t e r e s t  of the l a rge  majori ty  of shareholders who have 
long-term invcstncnt object ives .  It c rea t e s  subs t an t i a l  
quest ions of f a i rnes s  t o  the l a rge  majori ty  of mutual fund 
shareholders who make t h e i r  investments and pay a continuing 
f e e  t o  obta in  the  unencumbered investment judgments of pro- 
f e s s iona l  mnnagenzent, not  of fel low shareholders i n t e re s t ed  
i n  speculat ion.  Eloreover, i t  is  the  e n t i r e  body of sllare- 
holders  i n  a fund, r a t h e r  than these speculators  a lone,  who 
beer the  increased brokerage cos ts  t h a t  a r e  incurred." 

By l e t t e r  and at tached memorandum, dated March 10, 1966, the 

Association of Mutual Fund Plan Sponsors, Inc., a t rade organizat ion 

of sponsors of cont rac tua l  plans,  of which the defendant, Growth Programs, 

Inc.,  was a member, admonished a l l  sponsors of plans f o r  the accumla t ion  

of mutual fund shares  from knowingly pa r t i c ipa t ing  i n  such 

"abuse of the p a r t i a l  withdrawal pr iv i lege  by holders  of 
Single Payment Plans by withdrawal of cash (up t o  90% of 
t he  value of t h e i r  fund shares)  f o r  reasons completely 
a t  variance with the purpose of t h i s  provision . . . . t I  

The l e t t e r  a l s o  s tated:  

I t  . . . In  these instances,  the withdrawal pr iv i lege  served 
a s  a facade t h a t  permitted holders (and dea lers  ac t ing  i n  
t h e i r  beha l f )  t o  r i d e  the  "up and down" s ides  of the market 
repeatedly, without cos t .  Such prac t ice  i s  an abuse of the 
intended purpose of the withdrawal pr iv i lege .  

I t  . . . [Dlealer encouragement given t o  such abuse of t h i s  
p r iv i l ege  could be considered a v io l a t ion  of the pr inc ip les  
imposed by the  [NASD's] Rules of F a i r  P rac t i ce  which, i f  known 
t o  and permitted by the Plan Sponsor, could involve both 
dealer  and sponsor i n  d i sc ip l ina ry  action." 

(Chorn Deposition, p l a i n t i f f s '  Exhibit 115, pp. 2,3.) 



Spec i f i ca l ly ,  cash withdrawn through repeated exerc ise  of the 

withdrawal-and-reinstatement pr iv i lege  was being used, i n  e f f e c t ,  t o  play 

the shor t  swings of the s tock  market. I n  t h i s  regard, the NASD has 

succ inc t ly  observed the  methods employed a s  well  a s  t h e i r  l i k e l y  by- 

products: 

"If a planholder bel ieves,  o r  h i s  dea ler  leads 
him t o  be l ieve ,  t h a t  the  market i s  due f o r  a downturn, 
he may withdraw 90 percent of h i s  account i n  cash. Then i f  
the  market goes down, the investor  o r  h i s  dea ler  w i l l ,  a t  a point 
believed t o  be the bottom of the downturn, replace the withdrawn 
cash with the  fund underwriter,  thus acquiring more shares of 
the underlying fund than the  investor  redeemed, and a t  no s a l e s  
charge. The planholder can continue t h i s  prac t ice  a s  of ten  a s  
he o r  h i s  dea ler  thinks the shor t  swings i n  the market can be 
predicted. 

"Reinstatement s a l e s  alone, i.e., replacement of cash 
previously withdrawn, in  May, 1966, a r e  estimated [industry-wide] 
t o  have amounted t o  $100,000,000. 

I1 One p a r t i c u l a r  investment company underwent a turnover 
equivalent t o  25 percent of i t s  e n t i r e  a s s e t s  during a recent 
six-month period, a s  a r e s u l t  of planholders withdrawing and 
put t ing  back cash. 

"Obviously, t h i s  growing p rac t i ce  can cause severe hard- 
sh ips  and expense t o  the  underlying investment company and i t s  
shareholders by subjec t ing  the  investment company t o  higher than 
normal redemptions which, i n  turn,  can force  management e i t h e r  t o  
l i qu ida te  p o r t f o l i o  s e c u r i t i e s  t o  meet the  demand f o r  cash o r  
fo rce  the  fund t o  maintain a subs t an t i a l  cash o r  l iquid  ponit ion 
without regard t o  the  imresmcnt objec t ives  of the fund. I n  
addi t ion ,  t he  p rac t i ce  aan r e s u l t  i n  a form of t rad ing  a g a i m t  the 
fund and nay r e o u l t  i n  oubs tant ia l  d i l u t i o n  of t he  i n t e r e s t  of 
inveotors i n  the  fund both those not using the  withdrawal and 
reinotntenent  p r iv i l ege  and those using the  p r iv i l ege ,  a t  l eao t  
t o  t h e  ex tent  of t h e i r  holdings remaining i n  the  fund." CCH 
WlSD Mnnunl 15261 (1967). 



The growing magnitude of t h i s  problem was brought by t h e  NASD 

t o  t h e  a t t e n t i o n  of t h e  C o m i s s i o n ' s  s t a f f  i n  t h e  e a r l y  s p r i n g  of 

1966, and it concurred i n  the  NASD's view t h a t  c c r r e c t i v e  a c t i o n  was 

requ i red  (Ra tz la f f  Deposi t ion,  pp. 17-18, 20). Various approaches,  

inc lud ing  a c t i o n  by t h e  C o m i s s i o n  i t s e l f ,  were explored (Ratz laf  f  

Deposi t ion,  p. 21). It was u l t i m a t e l y  determined t h a t  t h e  NASD would 

handle  t h i s  s i t u a t i o n  by pub l i sh ing  an i n t e r p r e t a t i o n  of A r t i c l e  111, 

Sec t ion  1, of i t s  Rules  of F a i r  P r a c t i c e ,  which s e c t i o n  s t a t e s :  

"A member i n  t h e  conduct of i t s  b u s i n e s s  s h a l l  observe  
h igh  s t a n d a r d s  of conunercial honor and j u s t  and e q u i t a b l e  
p r i n c i p l e s  of trade. ' '  CCH NASD Manual 92151 (1967). 5/ 

The NASD was advised by t h e  Conunission on J u l y  18,  1966, t h a t  it "could 

proceed w i t h  t h e  i s suance  and pub l i ca t ion"  of i t s  proposed i n t e r p r e t a t i o n ,  
6  / - 

which r e f l e c t e d  v a r i o u s  sugges t ions  of t h e  Commission's s t a f f .  

Accordingly,  on J u l y  22, 1966, t h e  Board of Governors of t h e  NASD, 

pursuant t o  express  a u t h o r i t y  i n  t h e  NASD by-laws t o  make and i s s u e  
71 - 

i n t e r p r e t a t i o n s  of t h e  NASD's Rules  of F a i r  P r a c t i c e ,  i s sued  a  formal  

" I n t e r p r e t a t i o n  wi th  Respect t o  C o n t r a c t u a l  Plan Withdrawal and 

2/ T h i s  r u l e  was adopted by t h e  NASD i n  1939 and accepted by t h e  Cormission 
i n  t h a t  same year ,  a t  t h e  t ime it approved, a s  be ing  c o n s i s t e n t  wi th  t h e  
s t a t u t e ,  t h e  NASD's a p p l i c a t i o n  f o r  r e g i s t r a t i o n .  I n  t h e  M a t t e r  of Appli-  
c a t i o n  by Na t iona l  Assoc ia t ion  of S e c u r i t i e s  Dea le r s ,  I n c . , f o r  R e g i s t r a -  
t i o n  a s  a  Na t iona l  S e c u r i t i e s  Assoc ia t ion ,  5 S.E.C. (1939). S e c t i o n  
15A(b)(8) provides  t h a t  t h e  Commission could  n o t  r e g i s t e r  a  n a t i o n a l  
s e c u r i t i e s  a s s o c i a t i o n  u n l e s s  t h e  r u l e s  of such a s s o c i a t i o n  were de- 
s igned,  i n t e r  a l i a ,  ". . . t o  promote j u s t  and e q u i t a b l e  p r i n c i p l e s  
of t r a d e  . . . ." The r u l e  has  remained unchanged throughout t h e  yea r s .  

6 /  Pursuant  t o  t h e  C o m i s s i o n ' s  minute i n  t h i s  m a t t e r ,  t h e  NASD was - 
f u r t h e r  adv i sed  t h a t  c o n s i d e r a t i o n  should be given t o  i n d i c a t i n g  i n  
t h e  proposed i n t e r p r e t a t i o n  t h a t  it was a p p l i c a b l e  t o  o t h e r  redeem- 
a b l e  s h a r e s  i s s u e d  by investment conpanies ,  a s  w e l l  a s  c o n t r a c t u a l  
p lans .  Th i s  sugges t ion  was adopted. 

21 CCH NASD Manual (61402, 911503 (1967). 



Reinstatement P r iv i l eges , "  e f f e c t i v e  August 1, 1966, a s  t o  a l l  such 

pr iv i leges , regard less  of when t h e  cont rac tua l  plans involved had o r i g i -  
81 - 

n a l l y  been es tab l i shed .  The i n t e r p r e t a t i o n  described the  abuses and 

found them cont ra ry  t o  t h e  publ ic  i n t e r e s t .  It s t a t e d  t h a t  t o  the 

ex ten t  member dea le rs ,  sponsors, and underwri ters  pa r t i c ipa t ed  i n  this 

a c t i v i t y ,  t h e i r  conduct would be deemed incons is ten t  with "high s tandards 

of commercial honor and j u s t  and equi tab le  p r inc ip l e s  of t rade,"  wi th in  

the  meaning of A r t i c l e  111, Section 1, of i t s  Rules of F a i r  P rac t i ce .  

I n  e labora t ion ,  the  NASD declared t h a t  p r a c t i c e s  d e t r i m n t n l  t o  

the i n t e r e s t s  of shareholders  of t he  investment company i ssu ing  the  

s e c u r i t i e s  underlying t h e  cont rac tua l  plan included, bu t  were not 

l im i t ed  t o ,  t he  following: 

"1. The suggestion, encouragement, o r  a s s i s t ance  t o  (or  any 
arrangement which encourages o r  a s s i s t s )  a  planholder in: 

a) making repeated o r  excessive use of t he  withdrawal and 
reinstatement  p r iv i l ege  (o rd ina r i l y ,  use of t he  p r i v i l e g e  
by a  planholder more f requent ly  than once during t h e  
period of a  year  w i l l  be viewed a s  excessive) ;  

b) r e i n s t a t i n g  t he  investment wi th in  90 days a f t e r  with- 
drawing shares  o r  cash; 

c)  making use of t h e  withdrawal p r iv i l ege  wi th in  six 
months a f t e r  t he  mst recent  investment i n  t he  plan, 
o the r  than the  reinvestment of a  dividend or d i s t r i b u -  
t i on .  (This is  not intended t o  i n t e r f e r e  with the  r i g h t  
of a  planholder t o  l i q u i d a t e  a l l  o r  a  por t ion  of h i s  
plan account o r  t o  withdraw h i s  shares  a t  any t i n e ,  but 
is intended t o  r e s t r i c t  the use of t he  reinstatement  
p r iv i l ege  a s  t o  shares  o r  cash which has  been withdrawn 
during the  six-month period);  

- 

8 I - This  i n t e r p r e t a t i o n  appears i n  CCH NASD Manual 75261 (1967). 



d) us ing  t he  p r i v i l e g e  t o  provide funds f o r  temporary 
investment i n  o the r  s e c u r i t i e s ;  

e )  us ing  t he  p r i v i l e g e  f o r  t he  purpose of t ak ing  
advantage o f '  f l u c t u a t i o n s  i n  t he  n e t  a s s e t  va lue  per 
sha r e  of t h e  investment company. 

"2. Any arrangement, o r  t he  use  of any arrangement, whereby a  
cus tod ian  bank o r  o the r  person performing a  s i m i l a r  func-  
t i o n  w i l l  accep t  telephone, t e l e t y p e ,  o r  t e l eg r aph i c  
r eques t s  o r  i n s t r u c t i o n s  f o r  the  withdrawal of shares  
o r  cash from a plan account,  whether such r eques t s  o r  
i n s t r u c t i o n s  a r e  received from a member o r  from a 
planholder.  

"3. Any arrangement, o r  t h e  use  of any arrangement, whereby a  
cus tod ian  bank o r  o the r  person performing a  s i m i l a r  func t ion  
w i l l  accep t  telephone, t e l e t y p e ,  o r  t e legraph ic  r eques t s  
o r  i n s t r u c t i o n s ,  o r  condi t ion  o rde r s ,  t o  r e i n s t a t e  sha r e s  
previously  withdrawn from a plan account,  whether such 
r eques t s  o r  i n s t r u c t i o n s  a r e  received from a member o r  a 
planholder.  

I1  4. Any arrangement, o r  the  use  of any arrangement, whereby 
a  custodian bank w i l l  withdraw sha re s  o r  cash from a 
plan account,  o r  r e i n s t a t e  shares  previously  withdrawn, 
upon a  power of a t t o rney ,  executed by a  planholder appoint-  
ing a  member o r  an a s soc i a t ed  person of a  member, a s  t h e  
a t t o rney  of t h e  planholder  ." CCH NASD Manual 85261 (1967). 

Subsequent d i scuss ion  between t h e  Fund sponsor and MSD represen ta -  

t i v e s  r e s u l t e d  i n  a  l e t t e r  t o  t h e  sponsor from the  NASD, dated October 13,  

1966, s t a t i n g  t h a t  c e r t a i n  rev i sed  procedures f o r  t h e  admin i s t r a t i on  

of t h e  withdrawal-and-reinstatement p r i v i l e g e  proposed by t h e  Fund sponsor,  

a l though no t  a s  s t r i n g e n t  a s  those  e s t ab l i shed  by t h e  NASD I n t e r p r e t a t i o n ,  

would be deemed t o  c o n s t i t u t e  s u b s t a n t i a l  compliance with  t h e  I n t e r p r e t a t i o n ,  

assuming t h a t  "na tura l  a t t r i t i o n "  sh r i nks  t h e  remaining specu l a t i ve  a c t i v i t y  

rap id ly .  (Ratzlaff  Deposit ion,  P l a i n t i f f s '  Exhibi t  8, p. 7 and p l a i n t i f f s '  

Exhibit 9, pp. 1-2.) These adjusted procedures, however, d id  n o t  e f f e c t  
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t h e  a n t i c i p a t e d  a t t r i t i o n - - t h e r e b y  caus ing  t h e  NASD t o  a d v i s e  t h e  Fund 

sponsor on August 28, 1967, and t h e  Fund sponsor  i n  t u r n  t o  a d v i s e  i t s  

programholders and t h e  cus tod ian  bank on September 8 ,  1967, t h a t  hence- 

f o r t h  t h e  Fund sponsor would be  r e q u i r e d  t o  comply s t r i c t l y  with t h e  

NASD I n t e r p r e t a t i o n  o r  it c o u l d  be s u b j e c t  t o  d i s c i p l i n a r y  a c t i o n  

(Ra tz la f f  Depos i t ion ,  P l a i n t i f f s '  E x h i b i t  10 ,  pp. 1-2.) 

THE STATUTORY PATTERN 

Sec t ion  15A of t h e  S e c u r i t i e s  Exchange Ac t ,  added by t h e  

l.laloney Act i n  1938, provides  f o r  c o o p e r a t i v e  r e g u l a t i o n  of t h e  
9  I - 

over- the-counter  s e c u r i t i e s  i n d u s t r y .  through t h e  r e g i s t r a t i o n  - 

l o /  - - 
with  t h e  Commission of one o r  more "na t iona l  S e c u r i t i e s  a s soc ia t ions . "  

The philosophy under ly ing  t h e  Maloney Act has  been a p t l y  desc r ibed  

i n  t h e s e  t e rns :  

' 'While t h e  p rov i s ions  [of t h e  Exchange ~ c t ]  on r e g i s t r a t i o n ,  
i n s p e c t i o n ,  and p reven t ion  and punishment of f r a u d u l e n t  
p r a c t i c e s  f u r n i s h  an ind i spensab le  founda t ion  f o r  a n  ade- 
q u a t e  system of c o n t r o l  [by t h e  C c m i s s i o n ] ,  they  rmst  b e  
supplemented by r e g u l a t i o n  on a n  e t h i c a l  p lane  i n  o r d e r  

9 A d e s c r i p t i o n  of t h e  over- the-counter  s e c u r i t i e s  markets was given i n  
t h e  REPORT OF SPECIAL STUDY OF SECURITIES l.lARKETS OF THE SECURITIES 
AND EXCHANGE COMblISSION, H.R. Doc. No. 95, P t .  2, 86 th  Cong., 1 s t  
Sess .  541 (1963): 

I 1  T ransac t ions  i n  s e c u r i t i e s  not  t a k i n g  p lace  on a n  
exchange a r e  r e f e r r e d  t o  a s  over- the-counter  t r a n s a c t i o n s .  
The over- the-counter  markets ,  u n l i k e  t h e  exchanges, have 
no c e n t r a l i z e d  p lace  f o r  t r a d i n g .  . . . [A111 r e g i s t e r e d  
b roker -dea le r s  a r e  e n t i t l e d  t o  p a r t i c i p a t e .  The broker-  
d e a l e r s  va ry  i n  s i z e ,  exper ience ,  and f u n c t i o n ;  t h e  
s e c u r i t i e s  d i f f e r  i n  p r i c e ,  q u a l i t y ,  and a c t i v i t y . "  

101 Loss ,  S e c u r i t i e s  Regula t ion 1361 (2d ed. 1961). - 



' t o  p r o t e c t  t h e  i nves to r  and t h e  honest  d e a l e r  a l i k e  
from d ishones t  and u n f a i r  p r a c t i c e s  by t he  submarginal 
element i n  t h e  indus t ry '  and ' t o  cope with  those methods of 
doing bus iness  which, while t e chn i ca l l y  ou t s i de  t h e  a r ea  of 
d e f i n i t e  i l l e g a l i t y ,  a r e  neve r the l e s s  u n f a i r  both t o  
customer and t o  decent compet i tor ,  and a r e  s e r i o u s l y  damaging 
t o  t h e  mechanism of the  f r e e  and open market.' ?/ And regu- 
l a t i o n  of t h e  e t h i c s  of an indus t ry  means a  s u b s t a n t i a l  degree 
of s e l f - r egu l a t i on ,  proper ly  supervised by government. 

If*/ S. Rep. No. 1455 a t  3  and H.R. Rep. No. 2307 a t  4, - 
75th Cong., 3d Sess.  (1938) ." 

The NASD, organized a s  a  Delaware non-prof i t  corpora t ion ,  was formed 

t o  superv i se  t he  bus iness  conduct of over-the-counter broker-dealers  and, 

a s  we have noted (supra ,  p. 2), i s  the  only a s s o c i a t i o n  which has  been 
111 - 

so  r eg i s t e r ed .  

Before an a s soc i a t i on  may be r eg i s t e r ed ,  it must s a t i s f y  t he  

Commission t h a t  it has  met a  number of s tandards .  For example, sub j ec t  

t o  spec i f i ed  except ions ,  membership genera l ly  must be open t o  any over- 

11/ While broker-dealers  who a r e  themselves r eg i s t e r ed  wi th  t h e  Comnis- - 
s ion  may do an over-the-counter s e c u r i t i e s  bus iness  without j o in ing  
t he  NASD, Sec t ion  15A(i)( l )  au tho r i ze s  a  r eg i s t e r ed  s e c u r i t i e s  
a s s o c i a t i o n  t o  "provide t h a t  no member thereof  s h a l l  dea l  wi th  any 
non-member broker o r  d e a l e r  . . . except a t  t h e  same p r i c e ,  f o r  t he  
same cormnissions o r  f e e s ,  and on t h e  same terms and cond i t i ons  a s  
a r e  by such member accorded t o  t h e  genera l  public." Thus, by 
reason of NASD r u l e s  adopted pursuant t o  t h i s  au tho r i za t i on ,  
11 i t  i s  v i r t u a l l y  impossible f o r  a  d e a l e r  who i s  no t  a  member of 
the  NASD t o  p a r t i c i p a t e  i n  a  d i s t r i b u t i o n  of important size." 
Nat ional  ~ s s o c i a t i o n  of S e c u r i t i e s  Dealers ,  ~ n c , ,  19 S.E.C. 424, 
441 (1945). See a l s o  Berko v. S e c u r i t i e s  and Exchange Conmission, 
316 F. 2d 137 (C.A. 2, 1963). Since " [ v l i r t u a l l y  a l l  mutual 
fund underwr i te r s  which d i s t r i b u t e  shares  through independent 
broker-dealers  a r e  NASD members themselves . . . such broker- 
d e a l e r s  roust, a s  a  p r a c t i c a l  mat te r ,  belong t o  the  NASD." 
REPORT OF TIIE SECURITIES AND EXCHANGE COMMISSION ON THE PUBLIC 
POLICY IElPLICATIONS OF INVESTMENT COMPANY GROWTH, H.R. Rep. No. 
2337, 89th Cong., 2d Sess.  62 (1966). 
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the-counter  b r o k e r  o r  d e a l e r  who a p p l i e s .  It must have r u l e s  des igned,  

i n t e r  a l i a  - -9 
11 . . . t o  prevent  f r a u d u l e n t  and manipula t ive  a c t s  and 
p r a c t i c e s ,  t o  promote j u s t  and e q u i t a b l e  p r i n c i p l e s  
of t r a d e ,  t o  provide  sa feguards  a g a i n s t  unreasonable  
prof i t s  o r  unreasonable  r a t e s  of cormiss ions  o r  o t h e r  
cha rges ,  and i n  g e n e r a l ,  t o  p r o t e c t  i n v e s t o r s  and t h e  
p u b l i c  i n t e r e s t ,  and t o  remove impediments t o  and per-  
f e c t  t h e  mechanism of a  f r e e  and open market;  and a r e  
n o t  designed t o  permit  u n f a i r  d i s c r i m i n a t i o n  between 
customers o r  i s s u e r s ,  o r  b rokers  o r  d e a l e r s ,  t o  f i x  
minimum p r o f i t s ,  t o  impose any schedule  of p r i c e s ,  o r  
t o  f i x  minimum r a t e s  of commissions, a l lowances ,  d i s -  
c o u n t s ,  o r  o t h e r  charges." 131 - 

A f t e r  r e g i s t r a t i o n  is  e f f e c t e d ,  i n  o r d e r  t o  a s s u r e  cons i s t ency  

wi th  t h e  s t a t u t o r y  requirements ,  t h e  llaloney Act c o n f e r s  upon t h e  

C o m i s s i o n  broad powers of review with  r e s p e c t  t o  bo th  new r u l e s  and 

amendments t o  e x i s t i n g  r u l e s  promulgated by t h e  a s s o c i a t i o n .  The Act (1)  

r e q u i r e s  a l l  new r u l e s  o r  amendments t o  l i e  on t h e  Commission's t a b l e  sub- 

j e c t  t o  v e t o  f o r  t h i r t y  days b e f o r e  they  become e f f e c t i v e ,  dur ing  which 

per iod t h e  Commission must determine whether they  meet t h e  s t a t u t o r y  
141 - 

s tandards ,  i n c l u d i n g  those  quoted above; and (2)  s u b j e c t s  a l l  r u l e s  of 

a s soc ia  t i o n  t o  abroga t ion  by t h e  C o m i s s i o n  under a p p r o p r i a t e  circum- 

s t a n c e s  a t  any time. Subsec t ions  ( j )  and (k)  of S e c t i o n  15A, 15 U.S.C. 

782-3( j )  and ( k ) .  

121 Subsect ion (3)  and (4)  of Sec t ion  15A(b), 15 U.S.C. 782-3(b)(3) and ( 4 ) .  - 
131 Sec t ion  15A(b)(8), 15  U.S.C. 782-3(b)(8).  - 
141 See Na t iona l  Assoc ia t ion  of S e c u r i t i e s  Dea le r s ,  Inc . ,  1 2  S.E.C. - 

322 (1942) (proposed minimum c a p i t a l  r u l e  d isapproved) .  



The Act a l s o  r e q u i r e s  t h a t  an a s s o c i a t i o n ' s  r u l e s  a r e  t o  "provide 

t h a t  i ts  members and persons a s s o c i a t e d  wi th  i t s  members s h a l l  be appro- 

p r i a t e l y  d i s c i p l i n e d ,  by expuls ion,  suspension,  f i n e ,  censure ,  o r  be ing  

suspended o r  ba r red  from be ing  a s s o c i a t e d  wi th  a l l  members, o r  any o t h e r  

f i t t i n g  pena l ty ,  f o r  any v i o l a t i o n  of i t s  ru les , "  and "provide a  f a i r  and 
15 / - 

o r d e r l y  procedure wi th  r e s p e c t  t o  t h e  d i s c i p l i n i n g  of members . . . . 11 

161 - 
I n  t h i s  regard,  a  r e p o r t  t o  Congress by t h e  C o m i s s i o n  i n  1963 s t a t e d :  

11 The NASD i s  a  c r e a t u r e  of s t a t u t e  and it is  p r i m a r i l y  
engaged i n  r e g u l a t o r y  a c t i v i t i e s .  Unlike t h e  exchanges 
i t  d i d  no t  e x i s t  a s  an o r g a n i z a t i o n  p r i o r  t o  t h e  adopt ion 
of t h e  Exchange Act ;  t h e  NASD was s p e c i f i c a l l y  e s t a b l i s h e d  
t o  govern conduct i n  t h e  over-the-counter markets. . . . 
and, of primary importance, i t  must d i s c i p l i n e  those  who 
v i o l a t e  i t s  r u l e s  .I1 

Subsect ions  (g) and (h) of Sec t ion  15A, 1 5  U.S..C. 782-3(g) and (h),  s u b j e c t  

any d i s c i p l i n a r y  a c t i o n  by an  a s s o c i a t i o n  t o  C o m i s s i o n  review, e i t h e r  on 

a p p l i c a t i o n  by any person aggr ieved o r  on t h e  C o m i s s i o n ' s  own motion, 
171 - 

with p rov i s ion  f o r  an  a u t o m t i c  s t a y  pending review. 

151 Sec t ions  15A(b)(9) and ( l o ) ,  15 U.S.C. 782-3(b) (9) and (10). The - 
d e l e g a t i o n  of d i s c i p l i n a r y  power t o  t h e  NASD has been j u d i c i a l l y  
upheld. R. H. Johnson Co. v. S e c u r i t i e s  and Exchange C o m i s s i o n ,  
198 F. 2d 690 (C.A. 2),  c e r t i o r a r i  denied,  344 U.S. 855 (1952). 

161 REPORT OF SPECIAL STUDY OF SECURITIES MARKETS OF THE SECURITIES - 
AND EXCHAIGE COt.PIISSION, H.R. Doc. No. 95, P t .  4, 88 th  Cong., 
1st Sess., 603-605 (1963). 

S e c t i o n  15A(h)( l )  provides  t h a t  t h e  C m i s s i o n ' s  review s h a l l  be 
"upon cona idera t ion  of t h e  record  before  t h e  a s s o c i a t i o n  and such 
o t h e r  evidence a s  i t  may deem re levan t . "  That s e c t i o n  r e q u i r e s  
t h e  Coinmission t o  s e t  a s i d e  an a s s o c i a t i o n ' s  a c t i o n  i f  i t  f i n d s  
t h a t  t h e  evidence does n o t  warrant  the  a s s o c i a t i o n ' s  f i n d i n g  of 
v i o l a t i o n  of i t s  r u l e s  o r  t h a t  t h e  r u l e s  were improperly npp l ied ,  
and t o  cancel  o r  reduce t h e  pena l ty  i f  i t  f i n d s  i t  t o  be "exceosive 
o r  oppressive." 

The C o m i s s i o n ' s  dec i s ion  i s  s u b j e c t  t o  j u d i c i a l  review i n  a c o u r t  
of appea l s  under Sect ion 25 of t h e  s t a t u t e ,  15 U.S.C. 78y. 



The Comiss ion ' s  au tho r i ty  over a  reg is te red  s e c u r i t i e s  

assoc ia t ion  a l s o  includes power t o  d i s c i p l i n e  the  assoc ia t ion  and 
18/  - 

i t s  o f f i c i a l s ,  and t o  impose recordkeeping requirements upon the  

assoc ia t ion  and make reasonable periodic ,  spec i a l  o r  o ther  examina- 
19/  - 

t i o n s  of t he  records so required. While the  Comiss ion  has never 

f e l t  i t  necessary t o  u t i l i z e  these powers, because it has achieved 

comparable supervis ion through c lose  day-to-day contac t  and cooperative 

e f f o r t s  by Comission and NASD representa t ives ,  the s t a t u t o r y  provisions 

au thor iz ing  t h i s  type of supervision i l l u s t r a t e  the  breadth of the  

oversight  by the  C m i s s i o n  intended by Congress. 

t 

18/ Section15A(l),  15U.S.C.782-3(1). - 
19/  Section 17(a) ,  15 U.S.C. 78q. - 



ARGUMENT 

I. CONTRACTS ENTERED INTO W I T H  OTHERS BY MEMBERS OF A REGISTERED 
SECURITIES ASSOCIATION MUST BE DEEMED TO BE SUBJECT TO THE RULES 
OF SUCH ASSOCIATION IF  EFFECTIVE SELF-REGULATION OF BROKER- 
DEALERS CONTEMPLATED BY THE MALONEY ACT IS TO BE ACHIEVED. 

The NASD, a s  a  reg is te red  na t iona l  s e c u r i t i e s  assoc ia t ion ,  exer- 

c i s e s  major se l f - regula tory  r e s p o n s i b i l i t i e s  i n  the administrat ion and 

enforcement of c e r t a i n  aspec ts  of the f ede ra l  s e c u r i t i e s  laws expressly 

delegated t o  i t  by Congress. This regulatory power was considered t o . b e  a 

preferable  "a l t e rna t ive  [ t o  the]  pronounced expansion of the organizat ion 

of the Secu r i t i e s  and Exchange  omission;" S. Rep. No. 1455 a t  3-4 and 

H.R. Rep. No. 2307 a t  4-5. Hence, s ince  the NASD, subjec t  t o  supervis ion 

of the Comission,  is authorized t o  funct ion a s  a  quasi-governmental 

agency, the  e f f e c t  of i t s  r u l e s  and orders  on con t r ac t s  entered i n t o  by 

i t s  mcnbers should be comparable t o  those of a  governmental regulatory 

agency, a t  l e a s t  a s  t o  those r u l e s  the NASD i s  required by law t o  have 

in  order  t o  be a  r eg i s t e r ed  na t iona l  s e c u r i t i e s  associat ion.  A s  we have 

seen, the NASD's r u l e  of f a i r  p rac t ice  here  involved was designed 

t o  meet the requirement t h a t  the assoc ia t ion  must have ru l e s  "designed 

. . . t o  promote ju s t  and equi tab le  pr inc ip les  of t rade . . ." (p. 9, 

supra) .  Because the defendant Growth Programs is  a  m e h e r  of the  

IASD, i ts  con t r ac t  with the  p l a i n t i f f s  mst be assumed t o  have been 



201 - 
entered i n t o  subjec t  t o  t h i s  ru l e  of f a i r  prac t ice ,  since a l l  

enforceable cont rac ts  a re ,  of course, entered in to  subjec t  t o  provisions 

of the  governing law. 

The NASDb in t e rp re t a t ion  of i t s  r u l e  requires  adherence by 

NASD members t o  high standards of c o m e r c i a l  honor and j u s t  and equitable 

pr inc ip les  of trade. A s  we have seen, the  speculat ive use of the  withdrawal- 

and-reinstatement pr iv i lege  operates  t o  the  detriment of fund shareholders 

generally and i s  not cons is ten t  with the  purpose of t h i s  pr iv i lege ,  

which was t o  permit a  plan shareholder faced with an emergency t o  with- 

draw a port ion of h i s  investment and l a t e r  replace it without incurr ing 

an addi t ional  s a l e s  charge. Under the circumstances, the NASD's 

determination t h a t  the  pr iv i lege  must be exercised only in  a  manner 

t h a t  would serve i t s  or ig ina l  purpose i s  wholly cons is ten t  with i t s  

r e s p o n s i b i l i t i e s  of regulat ing the a c t i v i t i e s  of i t s  members. Certainly 

the f a c t  t h a t  the defendants had permitted the p l a i n t i f f s  t o  use the 

pr iv i lege  a s  a  speculat ive vehicle  cannot a f f e c t  the v a l i d i t y  of the  

NASD's in t e rp re t a t ion  t h a t  it is improper f o r  it to  be so used. 

That ru l e s  of a  se l f - regula tory  organization under the supervi- 

s ion of the  Commission sometimes have the force  of law was recent ly 

20/ Section 4 of Ar t i c l e  I of the  by-laws of the NASD provides t h a t  - 
i n  order t o  become a member of the NASD, an applicant  must agree 
t o  abide by, comply with, and adhere t o ,  i n t e r  a l i a ,  a l l  the 
ru l e s  and regulat ions of the  NASD, and a l l  ru l ings ,  orders,  
d i r ec t ions  and decisions o f ,  and penal t ies  imposed by, the Board 
of Governors o r  any duly authorized NASD committee. CCH NASD 
Manual 51104 (1967). 



i l l u s t r a t e d  i n  But t rey  v. M e r r i l l ,  Lynch, P i e r c e ,  Fenner & Smith, Inc . ,  

CCH Fed. Sec. L. Rep. q 92,378 (C.A. 7 ,  A p r i l  17, 19691, which held  t h a t  

a  complaint  based on a  v i o l a t i o n  of a  r u l e  of t h e  New York Stock Exchange 

may be a c t i o n a b l e .  The c o u r t  t h e r e  determined t h a t  it had j u r i s d i c t i o n  

under S e c t i o n  27 of t h e  S e c u r i t i e s  Exchange Act, g i v i n g  d i s t r i c t  c o u r t s  

" j u r i s d i c t i o n  of v i o l a t i o n s  of . . . [ the  Act]  o r  t h e  r u l e s  and regu la -  

t i o n s  thereunder ,  and of a l l  s u i t s  i n  e q u i t y  and a c t i o n s  a t  law brought 

t o  enforce  any l i a b i l i t y  o r  duty  c r e a t e d  by . . . [ the  Act]  o r  t h e  r u l e s  

and r e g u l a t i o n s  thereunder." It he ld  t h a t  a  v i o l a t i o n  of Rule 405 of 

t h e  IJew York Stock Exchange "may be  a c t i o n a b l e  a s  a  'duty c r e a t e d  by 
- 

t h i s  Chapter '  inasmuch a s  Rule 405 was promulgated i n  accordance wi th  

. . . prov is ions  of t h e  Act." It s t a t e d :  "The touchstone f o r  determining 

whether o r  n o t  t h e  v i o l a t i o n  of a  p a r t i c u l a r  r u l e  [of t h e  Stock Exchange] 

is  a c t i o n a b l e  should p roper ly  depend upon i t s  des ign  ' f o r  t h e  d i r e c t  

p r o t e c t i o n  of investors . ' "  - Cf. Colon ia l  Rea l ty  Assoc ia t ion  v.  Bache, 

358 F. 2d 178, 180-183 (C .A. 2, 1966). 

Here, too ,  t h e r e  i s  involved a  r u l e  of a  s e l f - r e g u l a t o r y  agency 

under t h e  j u r i s d i c t i o n  of t h e  Commission adopted " f o r  t h e  d i r e c t  pro- 

t e c t i o n  of inves to rs . "  I f  implied l i a b i l i t y  might be p red ica ted  upon 

t h e  v i o l a t i o n  o f  an  NASD r u l e  wi th  t h i s  purpose, c e r t a i n l y  such a  r u l e  

would seem t o  have s u f f i c i e n t  s t a t u s  t o  make unenforceable  any c o n t r a c t s  

t o  which i t s  members a r e  p a r t i e s  t h a t  c o n f l i c t  wi th  t h e  proper  i n t e r p r e -  

t a t i o n  of t h e  r u l e .  



The i n t e r p r e t a t i o n  here  chal lenged was app rop r i a t e ly  issued by 

the  NASD's Board of Governors, a s  contemplated by the  NASD1s by-laws, 

and received t h e  a c t i v e  and a f f i r m a t i v e  concurrence of t h i s  Commission 
21 / - 

( see  p. 9, supra ) .  Spec i f i c  a p p l i c a t i o n s  of i n t e r p r e t a t i o n s  by t h e  

NASD1s Board of Governors of i t s  Rules of F a i r  P r a c t i c e  have previously  r e -  
22/ - 

ceived approval by both t h e  Commission and t he  cou r t s .  For example, t h e  

v a l i d i t y  of t h e  NASD1s mark-up po l icy ,  which i s  a l s o  i n  p a r t  an i n t e r p r e t a -  

t i o n  of i t s  r u l e  on j u s t  and equ i t ab l e  p r i n c i p l e s  of t r ade ,  was f i r s t  sus ta ined  

/ Unlike t h e  adopt ion of a new r u l e ,  t h i s  i n t e r p r e t a t i o n  of an 
e x i s t i n g  r u l e  was no t  requ i red  f i r s t  t o  be f i l e d  formal ly  wi th  
the  Comis s ion  p r i o r  t o  i t s  promulgation. It was, however, sub- 
mi t t ed  i n  advance t o  t he  commission f o r  review and comment, a s  
we have seen (p. 9,  supra ) .  Moreover, it was f i l e d  with  the  
Commission pursuant t o  t h e  requirements of Sec t ion  15A(j) of t h e  
Act and Comis s ion  Rule 15Aj-1 under t h e  Act, 17 CFR 419, a s  a 
supplement t o  t he  NASD1s r e g i s t r a t i o n  s ta tement .  The l a t t e r  
p rov is ions  c a l l  f o r  t he  f i l i n g  of such supplement where r u l e s  o r  
" s e t t l e d  p r ac t i c e s "  of t h e , a s s o c i a t i o n  having t h e  e f f e c t  of a 
r u l e  a r e  amended o r  supplemented. See Form X-15AA-1 of t h e  
Commission and I n s t r u c t i o n  5 of t h a t  form, 17 CFR 507. 

I n  add i t i on  t o  t h e  I n t e r p r e t a t i o n  with  Respect t o  Contractual  
P l an  Withdrawal and Reinvestment P r i v i l e g e s ,  which appears  i n  
CCH NASD Manual (1967) a t  page 5061, ma t t e r s  d e a l t  with by t h e  
NASD by means of i n t e r p r e t a t i o n  have covered a broad range of 
sub j ec t  a r e a s  and may be found i n  CCH NASD Manual (1967) a t  t he  
fo l lowing  pages: Adver t is ing,  2015; "Free-Riding and Withholding," 
2018; Review of Underwrit ing Arrangements, 2021; Execution of 
R e t a i l  Transac t ions  i n  t h e  Over-the-counter hiarket, 2024; NASD 
Markup Pol icy ,  2054; Manipulative and Deceptive Quota t ions ,  2071; 
Transac t ions  Between Members and Non-Members, 2099; Transac t ions  
Ef fec ted  f o r  Personnel of Other Members, 2110; The E f f ec t  of a 
Suspension o r  Revocation of t h e  Reg i s t r a t i on ,  I f  Any, of a Person 
Associated with  a Member o r  t h e  Barr ing of a Person from Fu r the r  
Associat ion wi th  a Member, 2114; Rates  of Return,  5022; S a l e s  
L i t e r a t u r e  Fea tur ing  Income, 5023; Cus tod ia l  Serv ice ,  5025; 
Comparisons, 5026; Sa l e s  Commissions, 5031; "Special  Deals," 
5092; Dealers  Compensation of Salesmen f o r  S a l e s  of Investment 
Company Shares ,  5094; S e l l i n g  Dividends, 5264; Prompt Payment 
by Members f o r  Shares of Investment Companies, 5097; Breakpoint 
Sa l e s ,  5097 ; Arranging Loans, 5267. 



by t h e  Commission i n  1944. See Na t iona l  Assoc ia t ion  of S e c u r i t i e s  Dea le r s ,  

Inc  17 S.E.C. 459. The v a l i d i t y  of t h a t  i n t e r p r e t a t i o n  h a s  a l s o  been ., 
upheld by t h e  c o u r t s .  Sandley Investment Company v. S e c u r i t i e s  and 

Exchange Commission, 354 F.  2d 64 (C.A. 10 ,  1965); Samuel B. F r a n k l i n  

& Co. v. S e c u r i t i e s  and Exchange Commission, 290 F. 2d 719 (C.A. 9 ) ,  - 
c e r t i o r a r i  denied,  368 U.S. 889 (1961). I n  t h a t  connect ion,  t h e  Court  

of Appeals f o r  t h e  Tenth C i r c u i t  i n  t h e  Handley c a s e  over ru led  a  c o n t e n t i o n  

t h a t  " the  NASD r u l e s  f a i l e d  t o  s a t i s f y  due p rocess  requirements  f o r  

d e f i n i t e  s t a n d a r d s  and t h a t  t h e  a p p l i c a t i o n  of t h e  r u l e s  t o  t h e  p e t i t i o n e r  

depr ived him of t h e  r i g h t  t o  engage i n  t h e  s e c u r i t i e s  business"  (354 F. 2d 

a t  66),  concluding: 

"Absent c o n s t i t u t i o n a l  o r  s t a t u t o r y  i n f i r m i t i e s ,  none 
of which appear  h e r e ,  t h e  p r o f e s s i o n a l  s t a n d a r d s  e s t a b l i s h e d  
by NASD and SEC f o r  t h o s e  engaging i n  over- the-counter  secur i . -  
t i e s  b u s i n e s s  w i l l  n o t  b e  u p s e t  by t h e  cour t s . "  

The i n t e r p r e t a t i o n  wi th  r e s p e c t  t o  t h e  withdrawal-and-reinstatement 

p r i v i l e g e  was i s sued  on ly  r e c e n t l y  because ,  a s  we have noted,  i-t was n o t  

u n t i l  t h e  l a s t  few y e a r s  t h a t  s i t u a t i o n s  a r o s e  p r e s e n t i n g  t h e  problem. 

U n t i l  then t h i s  p r i v i l e g e  was a p p a r e n t l y  u t i l i z e d  on ly ,  a s  in tended,  t o  

provide  a  means whereby a  p lan sha reho lde r  would be  a b l e  t o  cash  i n  h i s  

s h a r e s  when necessa ry  wi thou t  i n c u r r i n g  a n  a d d i t i o n a l  s a l e s  charge  upon 

h i s  re investment .  Because e x c e s s i v e  u s e  of t h i s  p r i v i l e g e  n e c e s s a r i l y  w i l l  

p l a c e  a  burden on a  mutual fund t o  main ta in  a  h i g h l y  l i q u i d  p o s i t i o n  and 

d i l u t e  t h e  i n t e r e s t s  of sha reho lde rs  i n  t h e  fund,  it would h a r d l y  be 

expected that the Board of Governors of the NASD would not construe t h i s  



p r a c t i c e  a s  c o n t r a r y  t o  f a i r  and e q u i t a b l e  p r i n c i p l e s  of t r a d e  w i t h i n  

t h e  meaning of i t s  Rules  of F a i r  P r a c t i c e .  

Even i f  it  should be  assumed, however, t h a t  t h e  i n t e r p r e t a t i o n  

by t h e  NASD, i n s t e a d  of be ing  an express ion  of what i t s  r u l e  h a s  long  

encompassed, r e p r e s e n t s  a  change i n  i t s  views a s  t o  what t h e  b a s i c  

s t andards  mean o r  t o  what s i t u a t i o n s  they should be  a p p l i e d ,  t h a t  change 

should have no l e s s e r  e f f e c t  on t h e  members' c o n t r a c t s  than  would a  

change i n  t h e  governing law o r  i n  a  Commission o r  c o u r t  i n t e r p r e t a t i o n  

of t h a t  law. See, e.g., Norman v. Bal t imore  & Ohio Ra i l road  Co., 

294 U.S. 240, 305 (1935), which s t a t e s  t h a t  " c o n t r a c t s  must be  under- 

s tood a s  having been made i n  r e f e r e n c e  t o  t h e  p o s s i b l e  e x e r c i s e  of t h e  

r i g h t f u l  a u t h o r i t y  of t h e  Government, and t h a t  no o b l i g a t i o n  of a  c o n t r a c t  

'can extend t o  t h e  d e f e a t '  of t h a t  au thor i ty . "  

Tha t  an a c t i o n  by a  quasi-governmental  body w i t h i n  t h e  s e l f -  

r e g u l a t o r y  scheme of t h e  S e c u r i t i e s  Exchange Act ,  such a s  t h e  NASD, may 

l e g i t i m a t e l y  have a  r e g u l a t o r y  e f f e c t  upon a  non-member, a s  w e l l  a s  upon 

one of i t s  mercbers, was recognized by t h e  Supreme Court  i n  S i l v e r  v. 

New York Stock Exchange, 373 U.S. 341 (1963). The Cour t  t h e r e  observed 

t h a t  d u t i e s  imposed by t h e  S e c u r i t i e s  Exchange Act upon t h e  s t o c k  

exchanges wi th  r e s p e c t  t o  t h e  adop t ion  and enforcement of t h e i r  r u l e s  

invo lve  bo th  exchange members and non-members, and o f t e n  weigh more heav i ly  

a g a i n s t  t h e  l a t t e r  than  a g a i n s t  t h e  former. It then s t a t e d :  

"One a s p e c t  of t h e  s t a t u t o r i l y  imposed duty  of  s e l f -  
r e g u l a t i o n  is t h e  o b l i g a t i o n  t o  fo rmula te  r u l e s  governing 
t h e  conduct of exchange members. The Act s p e c i f i c a l l y  
r e q u i r e s  t h a t  r e g i s t r a t i o n  cannot be  g ran ted  ' u n l e s s  t h e  



r u l e s  of the exchange include provision f o r  the expulsion, 
suspension, o r  d isc ip l in ing  of a  member f o r  conduct o r  
proceeding inconsis tent  with j u s t  and equitable pr inc ip les  
of t rade  . . . , ' 56(b), 15 U.S.C. 578f(b). I n  addi t ion ,  
the  general requirement of 56(d) t h a t  an exchange's ru l e s  
be ' j u s t  and adequate t o  insure f a i r  deal ing and t o  pro tec t  
inves tors '  has obvious relevance t o  the  area of r u l e s  
regula t ing  the conduct of an exchange's members. 

"The 56(b) and 56(d) du t i e s  taken together have the 
broadest implications i n  r e l a t i o n  t o  the present problem, 
f o r  members inevi tab ly  t rade  on the over-the-counter market 
i n  addit ion t o  dealing i n  l i s t e d  s e c u r i t i e s ,  and such 
t rad ing  inexorably br ings  contact  and dealings with non- 
member f i rms which deal  i n  o r  spec ia l i ze  i n  over-the-counter 
s ecu r i t i e s .  It i s  no accident  t h a t  the Exchange's Constitu- 
t i on  and ru l e s  a r e  permeated with instances of regulat ion 
of members' re la t ionships  with nonmembers including non- 
member broker-dealers." (Emphasis supplied.) 373 U.S. a t  
353-354. 

"Rules which regula te  Exchange members' doing of business 
with nonmembers i n  the  over-the-counter market a r e  there- 
f o r e  very much per t inent  to the aims of se l f - regula t ion  under 
the 1934 Act." 373 U.S. a t  355. 

"The Exchange's enforcement of such r u l e s  inevi tab ly  
a f f e c t s  the  nonmember involved, of ten ( a s  here) f a r  more 
ser ious ly  than i t  a f f e c t s  the members i n  question. The 
sweeping of the nonmembers i n t o  the  cur rents  of the 
Exchan~e ' s  process of se l f - regula t ion  i s  therefore 
unavoidable." (Emphasis supplied.) 373 U.S. a t  356. 



Subsec t ions  (b )  and (d)  of S e c t i o n  6  of t h e  Exchange Act, 

c i t e d  i n  S i l v e r ,  d e a l i n g  wi th  s t o c k  exchanges, have p r o v i s i o n s  f o r  

r u l e s  governing membership comparable t o  those  i n  S e c t i o n s  15A(b)(8) 

and 15A(b)(9) of t h e  Maloney Act h e r e  involved,  d e a l i n g  wi th  r e g i s t e r e d  

a s s o c i a t i o n s  of s e c u r i t i e s  d e a l e r s .  Indeed,  S e c t i o n  6(b) inc ludes  a  

requirement f o r  r u l e s  t o  promote " j u s t  and e q u i t a b l e  p r i n c i p l e s  of 

trade1'-- the i d e n t i c a l  language con ta ined  i n  Sec t ion  15A(b)(8), 

pursuant  t o  which t h e  r u l e  h e r e  involved was adopted.  A s  recognized 

i n  S i l v e r  wi th  r e s p e c t  t o  t h e  s t o c k  exchange and i t s  members, t h e  

d u t i e s  imposed by t h e  NASD "have t h e  b r o a d e s t  i m p l i c a t i o n s  i n  r e l a t i o n "  

t o  t h e  c a s e  a t  b a r  because members of t h e  NASD i n e v i t a b l y  t r a d e  w i t h  

customers,  such a s  those  p l a i n t i f f s  who a r e  non-members of t h e  NASD. 

Furthermore,  a s  i s  t r u e  w i t h  r e s p e c t  t o  s t o c k  exchanges, it is  "no 

a c c i d e n t  t h a t  t h e  [NASD's r u l e s  and i n t e r p r e t a t i o n s  a r e  a l s o ]  permeated 

wi th  i n s t a n c e s  of r e g u l a t i o n  of members' r e l a t i o n s h i p s  wi th  nonmembers." 

It may a l s o  b e  s a i d  t h a t  t h e  r u l e s  of t h e  NASD t h a t  r e g u l a t e  NASD 

"members' doing b u s i n e s s  w i t h  non-members a r e  t h e r e f o r e  very  much 

p e r t i n e n t  t o  t h e  aims of s e l f - r e g u l a t i o n  under t h e  1934 Act"; and 

as  evidenced by t h e  i n s t a n t  c a s e ,  t h e  NASD's "enforcement of such r u l e s  

11 may i n e v i t a b l y  a f f e c t  t h e  non-member involved.  . . . Hence, t h e  

conclus ion seems l o g i c a l l y  t o  fo l low t h a t  " the  sweeping of the  non- 

members i n t o  t h e  c u r r e n t s  of t h e  [NASD's] p rocess  of s e l f - r e g u l a t i o n  

i s  t h e r e f o r e  unavoidable  .I1 



The f a c t s  presented i n  t h e  c a s e  a t  b a r  sugges t ,  moreover, t h a t  

p lanho lders  had c o n s t r u c t i v e ,  i f  n o t  a c t u a l ,  knowledge of t h e  sponsor ' s  

o b l i g a t i o n  t o  comply wi th  a l l  e x i s t i n g  and p rospec t ive  s t andards  

of conduct e s t a b l i s h e d  by t h e  NASD f o r  adherence by i t s  members. A l l  

purchasers  of t h e  c o n t r a c t u a l  p lans  i n  ques t ion  were given n o t i c e  

t h a t  Growth Programs, Inc. ,  t h e  sponsor,  was a  member of t h e  NASD by 

an express  s ta tement  on page n ine  of t h e  prospectus:  

"The sponsor i s  a  Delaware c o r p o r a t i o n  'organized 
i n  November, 1961. It i s  a  r e g i s t e r e d  b r o k e r l d e a l e r  
under t h e  S e c u r i t i e s  Exchange Act of 1934 and a  mem- 
b e r  of t h e  Na t iona l  Assoc ia t ion  of S e c u r i t i e s  Dea le r s ,  
I n c .  and is  p r i m a r i l y  engaged i n  t h e  d i s t r i b u t i o n  of 
Programs through b r o k e r l d e a l e r  members of t h e  Associa t ion."  
(Chorn, P l a i n t i f f s '  Exh ib i t  78-A.) 

The o b l i g a t i o n  on t h e  p a r t  of Growth Programs t o  conform t o  NASD's re -  

quirements would t h u s  appear t o  be  a  c l e a r l y  implied c o n d i t i o n  pursuant  

t o  which t h e  single-payment c o n t r a c t u a l  p lans  involved h e r e i n  were 

purchased. 

Accordingly,  we submit t h a t  it would be  wholly c o n t r a r y  t o  t h e  

r e g u l a t o r y  aims of t h e  Act f o r  t h i s  Court t o  ho ld  t h a t  t h e  NASD's i n t e r -  

p r e t a t i o n  of i t s  r u l e  i s  no t  a p p l i c a b l e  t o  the  c o n t r a c t s  h e r e  involved.  

I f ,  a s  h e r e ,  a  member of t h e  NASD e n t e r s  i n t o  a  r e l a t i o n s h i p  wi th  a  

non-member, which r e l a t i o n s h i p  i s  c o n t r a r y  t o  " j u s t  and e q u i t a b l e  

p r i n c i p l e s  of t rade"  because of i t s  u n f a i r n e s s  t o  numerous o t h e r  

i n v e s t o r s ,  the  non-members should no t  be  permit ted  t o  prevent t h e  

NASD from te rmina t ing  t h a t  r e l a t i o n s h i p ;  o therwise  t h e  NASD w i l l  be  - 



unable  t o  perform t h e  important  f u n c t i o n s  in tended by Congress f o r  such 

an a s s o c i a t i o n .  I f  t h e  Court  should f i n d  t h a t  Growth Programs h a s  

overreached t h e  p l a i n t i f f s  i n  inducing t h e  c o n t r a c t ,  damages, r e s c i s s i o n  
23 / - 

o r  o t h e r  a p p r o p r i a t e  r e l i e f  might be g ran ted .  

11. COLLECTIVE ACTION UNDER COMMISSION SUPERVISION BY THE NASD 
AND ITS MEMBERS I N  PROMULGATING NBJ RULES OR NEW INTERPRE- 
TATIONS OF MISTING RULES AND I N  ENFORCING THOSE RULINGS I S  
CLEARLY CONTEMPLATED UNDER THE SECURITIES EXCHANGE ACT AND 
CANNOT WITHOUT MORE CONSTITUTE A VIOLATION OF THE ANTITRUST 
LAWS. 

The express  p r o v i s i o n s  of t h e  S e c u r i t i e s  Exchange Act ,  supra ,  

pp. 12-16, c l e a r l y  contemplate c o l l e c t i v e  a c t i o n  by " n a t i o n a l  s e c u r i t i e s  

a s s o c i a t i o n s "  and t h e i r  members i n  promulgating and enforc ing  r u l e s .  

A s  noted i n  i t s  l e g i s l a t i v e  h i s t o r y ,  t h e  Maloney Act 

I t  i s  based upon coopera t ive  r e g u l a t i o n ,  i n  which t h e  
t a s k  w i l l  b e  l a r g e l y  performed by r e p r e s e n t a t i v e  
o r g a n i z a t i o n s  of inves tment  bankers ,  d e a l e r s ,  and 
b rokers ,  wi th  t h e  Government e x e r c i s i n g  a p p r o p r i a t e  
s u p e r v i s i o n  i n  t h e  p u b l i c  i n t e r e s t ,  and e x e r c i s i n g  
supplementary powers of d i r e c t  regula t ion."  S. Rep. 
No. 1455 a t  4  and H.R. Rep. No. 2307 a t  4,  75th 
Cong., 3d Sess .  (1938). 

T h i s  i s  n o t  t o  sugges t ,  however, t h a t  t h e  adopt ion by t h e  
NASD of a  new r u l e  of f a i r  p r a c t i c e  o r  i t s  i n t e r p r e t a t i o n  of 
an  e x i s t i n g  r u l e  should ,  w i t h o u t  more, r e s u l t  i n  l i a b i l i t y  i n  
damages by NASD members who, a s  a  consequence of such r u l e  
o r  i n t e r p r e t a t i o n ,  must cease  c e r t a i n  a c t i v i t y  which may 
have been p r o f i t a b l e  t o  some of t h e i r  customers.  Such a  
r e s u l t  would undercut  t h e  e f f i c a c y  of t h e  s t a t u t o r y  concept  
of a  s e l f - r e g u l a t i n g  body under tak ing  t o  enforce  conp l i ancc  
w i t h  e t h i c a l ,  a s  w e l l  a s  l e g a l ,  s t a n d a r d s  i n  a  changing 
indus t ry .  



As a  safeguard t o  the exerc ise  of t h i s  c o l l e c t i v e  power, a n t i -  

t r u s t  concepts a r e  embodied i n  the Maloney Act through provisions i n  

Section 15A(b) (8). These require ,  i n t e r  a l i a ,  t h a t  a  reg is te red  

a s soc ia t ion ' s  ru l e s  be "not designed t o  permit un fa i r  discr iminat ion 

between customers o r  i ssuers ,  o r  brokers o r  dea lers ,  t o  f i x  minimum 

p r o f i t s ,  t o  impose any schedule of pr ices ,  o r  t o  impose any schedule 

o r  f i x  minimum r a t e s  of commissicns, allowances, discounts,  o r  o ther  

charges." In  addit ion,  the  assoc ia t ion ' s  ru l e s  a r e  required under 

t h a t  subsection "to remove impediments t o  and per fec t  the mechanism of 

a  f r e e  and open market." These provisions must be enforced by the  

Commission not only i n  connection with i t s  f indings when an assoc ia t ion  

seeks to r e g i s t e r  but  a l s o  through the Commission's power t o  abrogate 

ru l e s  when necessary t o  "ef fec tua te  the  purposes" of the  Secur i t i e s  

Exchange Act (Section 15A(k) (1) ) and i n  i t s  review of the  assoc ia t ion ' s  

d i sc ip l ina ry  proceedings (Section 15A(h)( l)) .  

I f  t he  NASD'S adoption of ru l e s  and regulat ions,  o r  i n t e rp re t a t ions  

thereof ,  i n  conformity with the Maloney Act, could be held t o  c o n s t i t u t e  

a  conspiracy of i . ts members i n  v io l a t ion  of the a n t i t r u s t  laws, the 

e n t i r e  regulatory pa t te rn  contemplated by the  Maloney Act would be 

rendered inef fec t ive .  Self-regulat ion necessar i ly  requires  c o l l e c t i v e  

ac t ion ,  which r e s t r a i n s  those subject  t o  it i n  t h e i r  deal ings with 

t h i r d  p a r t i e s ,  a s  well  a s  with each o ther .  I f  such c o l l e c t i v e  r e s t r a i n t  

i s  a  v io l a t ion  of the a n t i t r u s t  laws, t h e  s t a tu to ry  scheme of s e l f -  

regulat ion becomes inoperable. 



Although t h e  Act conta ins  no e x p l i c i t  a n t i t r u s t  i m n i t y  f o r  

ac t i ons  taken by a  "nat ional  s e c u r i t i e s  associat ion,"  subsect ion (n) 

of Sect ion 15A, 15 U.S.C. 780-3(n), provides 

"If any provis ion of t h i s  s ec t i on  i s  i n  c o n f l i c t  with 
any provis ion of any law of t he  United S t a t e s  i n  fo rce  
on t h e  d a t e  t h i s  s ec t i on  takes  e f f e c t ,  the  provis ion of 
t h i s  sec t ion  s h a l l  prevail ." 

This  provis ion has  been in t e rp re t ed  by the  Supreme Court a s  confer r ing  
241 - 

upon any such a s soc i a t i on  a  measure of a n t i t r u s t  i m n i t y .  United 

S t a t e s  v. Soconv Vacuum O i l  Co., 310 U.S. 150, 227 (1940), pointed t o  

' I .  . . t he  lialoncy Act (515A of t he  S e c u r i t i e s  Exchange 
Act of 1934; 52 S t a t .  1070) providing f o r  the  formation 
of a s soc i a t i ons  of brokers  and dea l e r s  with t h e  approval 
of t h e  S e c u r i t i e s  and Exchange C m i s s i o n  and e s t ab l i sh ing  
continuous supervis ion by the Comiss ion  over spec i f i ed  
a c t i v i t i e s  of such assoc ia t ion"  251 

a s  an i l l u s t r a t i o n  of a  method adopted by Congress f o r  "securing iucnunity" 

from the  pena l t i e s  of the  Sherman Act "through the s c ru t iny  and 

approval of designated publ ic  representat ives ."  

241 In  the  absence of i m n i t y ,  t he  s e c u r i t i e s  business ,  l i k e  every - 
o t h e r  form of i n t e r s t a t e  t r ade  and comnerce, i s  of course subjec t  
t o  t h e  Shcncan Act, 15  U.S.C. 1, e t  seq. United S t a t e s  v. South- 
Eastern Underwriters Association, 322 U.S. 533 (1944); United 
S t a t e s  v. Na t ioml  Associat ion of Real Es ta te  Boards, 339 U.S. 485 
(1950); cf. United S t a t e s  v. Morgan, 118 F. Supp. 621 (S.D. N.Y., 
1953). 

251 See a l s o  In t e rna t iona l  Association of Machinists v. S t r e e t ,  - 
367 U.S. 740, n.16 (1961) (d i ssen t ing  opinion of M r .  J u s t i c e  
Frankfur te r ) ,  i nd i ca t i ng  t h a t  "Sections 15A(i) and (n) of t h e  
Exchange Act au thor ize  t he  NASD t o  formulate r u l e s  which s t i pu -  
l a t e  t h a t  members s h a l l  re fuse  t o  deal  with nonmembers with 
i m n i t y  from the  a n t i t r u s t  laws." 



Indeed,  even wi thou t  a  p r o v i s i o n  comparable t o  subsec t ion  (n) 

of S e c t i o n  15A, it h a s  been made c l e a r  t h a t  t h e  s e l f - r e g u l a t i o n  con- 

templated by t h e  r e g i s t e r e d  s t o c k  exchanges i n  adop t ing  r e g u l a t i o n s  

t o  govern t h e i r  members does n o t  normally v i o l a t e  t h e  a n t i t r u s t  laws. 

S i l v e r  v. New York Stock Exchange, supra ,  373 U.S. 341 (1963); Kaplan v. 

Lehman Bro the rs ,  371 F. 2d 409 (C.A. 7) ,  c e r t i o r a r i  denied,  389 U.S. 954 

(1967), r ehear ing  denied,  390 U.S, 912 (1968). 

Kaplan v. Lehman Bro the rs ,  supra ,  he ld  t h a t  t h e  f i x i n g  of minimum 

c o m i s s i o n  r a t e s  by a  s t o c k  exchange does n o t  c o n s t i t u t e  a  v i o l a t i o n  

of t h e  Sherman Act s i n c e  t h e  promulgation of r u l e s  r e s p e c t i n g  such r a t e s  

was contemplated by t h e  S e c u r i t i e s  Exchange Act, s u b j e c t  t o  t h e  regu la -  

t i o n  and s u p e r v i s i o n  of t h e  Commission. The c o u r t  of a p p e a l s  t h e r e i n  

noted wi th  approval  (371 F. 2d a t  411) t h e  s ta tement  by t h e  Supreme 

Court  i n  t h e  S i l v e r  c a s e  t h a t  "al though t h e  ' S e c u r i t i e s  Exchange Act  

c o n t a i n s  no express  exemption from t h e  a n t i t r u s t  laws, '  a  ' r e p e a l '  

thereof  i s  t o  b e  regarded a s  impl ied  ' i f  necessa ry  t o  make t h e  
26 I 

S e c u r i t i e s  Exchange Act work. I 11- 

261 Cf. Baum v. I n v e s t o r s  D i v e r s i f i e d  S e r v i c e s ,  Inc. ,  CCH Fed. - 
Set. L. Rep. B 92,220 (N.D. Ill., May 20, 1968), which ho lds  
t h a t  a n  investment company p r a c t i c e  approved by t h e  C o m i s s  ion  
pursuan t  t o  i t s  r e g u l a t o r y  powers under t h e  Investment Company 
Act cannot  be  a t t a c k e d  a s  i l l e g a l  p e r  s e  under t h e  a n t i t r u s t  
laws. I n  r u l i n g  t h a t  t h e  system of cumulat ive  q u a n t i t y  d i s c o u n t s  
i n  t h e  s a l e  of mutual funds  is  i m n e  from a t t a c k  under t h e  
Robinson-Patman Act, t h e  d i s t r i c t  c o u r t  s t a t e d  t h a t  

I I  . . . a  c h a l l e n g e  based upon t h e  argument t h a t  t h e  
system [of q u a n t i t y  d i s c o u n t s ]  is a  p e r  se v i o l a t i o n  of 
t h e  Robinson-Patman Act,  cannot  succeed,  s i n c e  t h e  
sys tem e x i s t s  pursuant  t o  a  s t a t u t o r i l y  au thor ized  r u l e  
of t h e  sEc." Id, a t  p. 97,022. 



The S i l v e r  c a s e  made c l e a r  t h a t  t h e r e  could  be  no p e r  s e  v i o l a t i o n  

of t h e  a n t i t r u s t  laws merely because of a  concer ted  r e f u s a l  by t h e  

exchange's members t o  d e a l  wi th  a  non-member, s o  long a s  t h i s  was 

pursuant  t o  a  r e g u l a t i o n  w i t h i n  t h e  scope of t h e  " s t a t u t o r i l y  inposed 

du ty  of s e l f - r e g u l a t i o n , "  373 U.S. a t  353. It h e l d ,  however, t h a t ,  s i n c e  

t h e r e  was no check by t h e  C o m i s s i o n  on t h e  New York Stock Exchange's 

a p p l i c a t i o n  of i t s  r u l e s  a s  t o  t h e  u s e  of p r i v a t e  w i r e  connec t ions  by 

mrrbers  and non-members, c o u r t  review was a p p r o p r i a t e  under t h e  a n t i t r u s t  

laws. It determined i n  t h a t  c a s e  t h a t  a r b i t r a r y  procedures  fo l lowed by 

t h e  Exchange i n  r e f u s i n g  t o  a d v i s e  a  non-member why i t  had i n s i s t e d  on 

c a n c e l l a t i o n  of i t s  d i r e c t  te lephone w i r e s  t o  mmbers  had been n e i t h e r  

a u t h o r i z e d  nor contemplated by t h e  S e c u r i t i e s  Exchange Act.  Accordingly,  

i t  h e l d  t h a t  t h e r e  was no a b s o l u t e  a n t i t r u s t  immunity, b u t  t h a t  it  could  

subsequent ly  b e  determined i n  a n  a n t i t r u s t  s u i t  whether t h e  " p a r t i c u l a r  

enforcement" of t h e  r u l e s  chal lenged should be  governed "by a  s t andard  

of a r b i t r a r i n e s s ,  good f a i t h ,  reasonableness ,  o r  sorre o t h e r  measure." 

373 U.S. a t  366. 

We have seen t h a t ,  u n l i k e  i n  S i l v e r ,  t h e  reasons  f o r  t h e  a c t i o n  

taken by t h e  NASD h e r e  involved elere f u l l y  s p e l l e d  o u t  by t h e  NASD and 

were f u l l y  c o n s i s t e n t  w i t h  t h e  purposes of t h e  S e c u r i t i e s  Exchange 

Act because  of t h e  abuse of t h e  withdrawal-and-reinstatement p r i v i l e g e  

t h a t  had a r i s e n .  There fo re ,  whether o r  no t ,  i n  t h e  l i g h t  of subsec t ion  

(n) of Sec t ion  15A, t h e  ho ld ing  i n  S i l v e r  would be  e q u a l l y  a p p l i c a b l e  

t o  t h e  NASD had t h a t  a s s o c i a t i o n  a c t e d  unreasonably i s  n o t  involved 

i n  t h i s  case .  



111. WE COMPLAINT AGAINST THE NASD SHOULD BE DISMISSED FOR FAILURE TO 
STATE A CLAIM UPON WHICH RELIEF CAN BE GRANTED SINCE, SHOULD THE 
COURT GRANT THE RELIEF DEMANDED, IT WOULD UNDERCUT THE EFFICACY 
OF COOPERATIVE REGULATION AS CONTEMPLATED BY THE MALONEY ACT. 

We have pointed ou t  the  numerous ways i n  which a  na t iona l  

s e c u r i t i e s  a s soc i a t i on  i s  subjected t o  t h e  supervis ion of the Commission. 

Of p a r t i c u l a r  a p p l i c a b i l i t y  here  i s  subsection (k) of Sect ion 15A of the  

Exchange Act ,  15 U.S.C. 780-3(k), which places  upon the Commission the  

ob l iga t ion  t o  maintain cons tan t  su rve i l l ance  over the r u l e s  of any 

r eg i s t e r ed  "nat ional  s e c u r i t i e s  associat ion ' '  i n  o rde r  t o  insure  t h a t  such 

r u l e s  conform t o  the  policy o f ' t h e  s t a t u t e .  I n  add i t i on  t o  i t s  duty 

of passing on an a s soc i a t i on ' s  ru l e s  t o  determine whether they conform 

t o  t he  purposes of the s t a t u t e  when an assoc ia t ion  r e g i s t e r s ,  and when 

new r u l e s  a r e  adopted o r  r u l e s  a r e  amended, a s  we have seen, t he  Commission 

may. abrogate an a s soc i a t i on ' s  r u l e s  when found t o  be "necessary o r  appro- 

p r i a t e  t o  a s su re  f a i r  dea l ing  by the  members of such a s soc i a t i on  . . . or 

otherwise t o  p ro t ec t  i nves to r s  o r  e f f e c t u a t e  . . ." the  purpose of t h e  
27 / - 

Act. This  neces sa r i l y  includes power t o  abrogate a r u l e  i n  whole o r  

i n  p a r t  i n so fa r  a s  t he  ru l e  o r  i t s  i n t e r p r e t a t i o n  may be found by the  

Commission t o  be cont ra ry  t o  s t a t u t o r y  policy. Should a  r u l e  o r  i t s  

i n t e r p r e t a t i o n  not  conform t o  t he  s t a t u t o r y  purposes, including 

those discussed a t  pp. 13-15, 27-28, supra,  of an a n t i t r u s t  cha rac t e r ,  

it would be  the  C o m i s s i m ' s  duty t o  take appropr ia te  co r r ec t i ve  s teps .  

Accordingly, a  cou r t  determination i n  an ac t i on  such a s  t h i s  t h a t  t he  

NASD'S r u l e ,  a s  i n t e rp re t ed  by i t s  Board of Governors, i s  unlawful under 

the Sherman Act o r  t h a t  f o r  some o t h e r  r e a s o n  i t  should no t  be a p p l i e d  

271 Sect ion 15A(k) (1) , 15 U.S.C. 780-3(k) (1) .  - 



t o  e x i s t i n g  c o n t r a c t s  would impair  t h e  r e g u l a t o r y  f u n c t i o n s  of t h e  

Conimission contemplated by t h e  Maloney Act. 

F e d e r a l  r e g u l a t i o n  of t h e  s e c u r i t i e s  markets  i s  unique i n  t h a t  

c e r t a i n  nongovernmental i n s t i t u t i o n s  a r e  r equ i red  t o  p o l i c e  t h e  i n d u s t r y  

s u b j e c t  t o  con t inu ing  governmental o v e r s i g h t .  S e l f - r e g u l a t i o n ,  i n  t h i s  

r egard ,  invo lves  a d m i n i s t r a t i v e l y  s u p e r v i s e d , c o l l e c t i v e  a c t i o n  by a s s o c i a -  

t i o n  members n o t  on ly  i n  t h e  adopt ion of s e l f - r e g u l a t o r y  r u l e s  and r u l ?  

i n t e r p r e t a t i o n s  b u t  a l s o  i n  t h e i r  enforcement by s a n c t i o n s  s u i t a b l e  

t o  guaran tee  compl iance--consis t ing,  i n  t h e  words of the  Supreme Court  

i n  S i l v e r ,  of "a type  of p a r t n e r s h i p  between government and p r i v a t e  

e n t e r p r i s e . "  373 U.S. a t  366. Thus, consonant  wi th  t h e  " f e d e r a l l y  man- 

dated du ty  of s e l f - p o l i c i n g "  t h a t  t h e  Supreme Court  i n  S i l v e r  s t a t e d  had been 

c r e a t e d  by t h e  S e c u r i t i e s  Exchange Act (373 U.S. a t  352), a n  enforcement 

du ty  was s p e c i f i c a l l y  p laced upon t h e  NASD by c e r t a i n  p rov i s ions  of t h e  

Maloney Act Amendments t o  t h e  S e c u r i t i e s  Exchange Act. See., e.g., 

S e c t i o n s  15A(b)(4) and (9)  of t h e  Act,  1 5  U.S.C. 780-3(b)(4) and (9) .  

While d i s a g r e e i n g  w i t h  t h e  d i s p o s i t i o n  of t h e  S i l v e r  c a s e  i n  o t h e r  

r e s p e c t s ,  M r .  J u s t i c e  S t e w a r t  a p t l y  desc r ibed  t h i s  concept:  

"The purpose of t h e  s e l f  - r e g u l a t i o n  p rov i s ions  of t h e  
S e c u r i t i e s  Exchange Act was t o  d e l e g a t e  governnenta l  power 
t o  working i n s t i t u t i o n s  which would under take ,  a t  t h e i r  own 
i n i t i a t i v e ,  t o  en force  compliance wi th  e t h i c a l  a s  w e l l  a s  
l e g a l  s t andards  i n  a  complex and changing indust ry ."  
373 U.S. a t  371. 

The NASD through t h e  c o l l e c t i v e  a c t i o n  of i t s  members cannot b e  expected 

- 
t o  be v igorous  i n  adop t ing  and e n f o r c i n g  r u l e s  and i n t e r p r e t a t i o n s  governing 

- 

t h e  conduct of t h e i r  bus iness  i f  they a r e  s u b j e c t  t o  t h e  t h r e a t  of danages 



while  a c t i n g  within the  a rea  of t h e i r  s t a t u t o r y  r e s p o n s i b i l i t y  and 

wi th  t he  a f f i rma t ive  concurrence of t h i s  Commission. 

For  t h e  foregoing reasons,  the  pending motions of t he  p l a i n t i f f s  

should be denied, t he  motion of the  NASD should be granted and the  

motions of t h e  o the r  defendants should a l s o  be granted in so fa r  a s  

t h e i r  a c t i v i t i e s  complained of a r e  based on t h e i r  compliance with t he  

i n t e r p r e t a t i o n  of t he  NASD. 
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