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COUNTERSTATECENT OF TIIE ISSUES PRESENTED 

The N a t i o n a l  Assoc ia t ion  of S e c u r i t i e s  Dea le r s ,  Inc .  ("NAsD"), a 

s e l f - r e g u l a t o r y  a s s o c i a t i o n  s u b j e c t  t o  t h e  o v e r s i g h t  of t h e  S e c u r i t i e s  

and Exchange Commission pursuan t  t o  S e c t i o n  15A of t h e  Exchange Act of 

1934, i s s u e d  an  i n t e r p r e t a t i o n  of one of i t s  Rules of  F a i r  P r a c t i c e ,  a  

r u l e  r e q u i r i n g  NASD members, i n  t h e  conduct  o f  t h e i r  b u s i n e s s ,  t o  - 
". . . obse rve  h igh  s t a n d a r d s  of commercial 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 t r ade . "  The i n t e r p r e t a t i o n  deemed i t  i n c o n s i s t e n t  w i t h  



t h a t  r u l e  f o r  a member t o  u s e  o r  p e n i t  t h e  u s e  of  a so-cal led  "withdrawal- 

and-re ins ta tement ' '  p r i v i l e g e  i n  programs t o  a c q u i r e  mutual  funds  i n  a 

manner d e t r i m e n t a l  t o  t h e  i n t e r e s t s  of s h a r e h o l d e r s  i n  t h e  mutual funds  

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

p r i v i l e g e .  Did t h e  d i s t r i c t  c o u r t  p r o p e r l y  determine:  

(1) That t h i s  i n t e r p r e t a t i o n  was v a l i d ,  where t h e  Commission and 

t h e  NASD had found t h a t  s p e c u l a t i v e  use  of t h e  withdrawal-and- 

r e i n s t a t e m e n t  p r i v i l e g e  i n  r e c e n t  y e a r s  by c e r t a i n  i n v e s t o r s  

had caused harm t o  sha reho lde rs  i n  mutual  funds  a f f e c t e d  and 

t o  t h e  funds themselves? 

(2) That t h e r e  had been no d e n i a l  of due p r o c e s s i n  t h e  i s suance  

of t h i s  i n t e r p r e t a t i o n ,  where t h e  NASD by-laws e x p r e s s l y  a u t h o r i z e s  

i ts Board of  Governors t o  make and i s s u e  i n t e r p r e t a t i o n s  of NASD 

Rules of F a i r  P r a c t i c e ,  where t h e  members of  t h e  Board of 

Governors f a i r l y  r e p r e s e n t  a l l  segments of t h e  inves tment  

banking and s e c u r i t i e s  b u s i n e s s  and t h e  Commission is v e s t e d  

by s t a t u t e  wi th  power t o  d isapprove proposed NASD r u l e s  o r  

r u l e  amendments and t o  abroga te ,  a l t e r  o r  supplement e x i s t i n g  

NASD r u l e s ?  

( 3 )  That t h e  i n t e r p r e t a t i o n  was p r o p e r l y  a p p l i e d  wi th  r e s p e c t  t o  

persons whose c o n t r a c t u a l  r i g h t s  t o  t h e  cont inued use  of t h e  

withdrawal-and-reinstatement p r i v i l e g e  was n o t  s p e c i f i c a l l y  

l i m i t e d  by c o n t r a c t ?  

( 4 )  That t h e  i s suance  of t h e  i n t e r p r e t a t i o n  d i d  n o t  v i o l a t e  t h e  

a n t i t r u s t  laws? 



COUNTERSTATEMENT OF THE CASE 

This is an appeal from an order  of t he  D i s t r i c t  Court f o r  the 

Western D i s t r i c t  of Texas f i l e d  on June 8 ,  1970, grant ing defendants- 
11 - 

appel lees '  motions f o r  summary judgment (A 794). The S e c u r i t i e s  and 

Exchange Commission r e spec t fu l l y  submits t h i s  b r i e f ,  amicus cu r i ae ,  on 

t he  i s sues  of l a w  involved i n  t h i s  appeal,  which pe r t a in  l a rge ly  t o  

Sect ion 15A of t he  S e c u r i t i e s  Exchange Act of 1934, 15 U.S.C. 7 8 ~ 3 ,  
2 I - 

e t  seq.,  he re ina f t e r  r e f e r r ed  t o  a s  the  Maloney Act. - 
The p l a in t i f f s - appe l l an t s ,  owners of con t r ac t s  i n  Growth Programs, 

Inc. t o t a l l i n g  $826,000, brought t h i s  ac t i on  on behalf of a c l a s s  of 

1,258 purchasers of single-payment cont rac tua l  plans issued by Growth 

Programs, Inc. f o r  t he  purchase of shares  of Technology Fund, Inc.  ( t h e  
- 

31 - 
"Fund") . (A 551; B r  2.) The amended complaint names a s  defendants 

Growth Programs, Inc. ,  the  sponsor and s a l e s  agent of t he  Fund's s i n g l e  pay- - 

ment cont rac tua l  plan;  Supervised Inves tors  Services ,  Inc. ,  t he  Fund's p r inc i -  

p a l  underwriter and management company; and the  National Association of Securi- 

t ies Dealers,  Inc.  ( t he  "NASD"), a voluntary a s soc i a t i on  of s e c u r i t i e s  

"A" r e f e r s  t o  pages of t he  Appendix f i l e d  by the  appe l l an t s  with t h i s  
Court. "Br" r e f e r s  t o  pages of appe l lan ts '  opening b r i e f .  "Px" 
r e f e r s  t o  exh ib i t s  introduced by p l a in t i f f s - appe l l an t s  i n  t h e  
d i s t r i c t  court .  

The Maloney Act, adopted i n  1938, amended seve ra l  provis ions of t he  
S e c u r i t i e s  Exchange Act of 1934 and added Section 15A t o  t h a t  Act. 

This open-end investment company was formerly c a l l e d  Televis ion 
Elec t ron ics  Fund, Inc. Open-end investment companies a r e  sometimes 
r e f e r r ed  t o  here in  a s  "mutual funds" o r  "funds." 

The p l a i n t i f f s  i n  t h i s  lawsui t  were o r i g i n a l l y  l im i t ed  t o  r e s i d e n t s  
of San Antonio, Texas; on December 8,  1967, by permission of t he  
cou r t ,  t h e  scope of the  lawsui t  was expanded t o  " a l l  o ther  program- 
holders  holding s ing l e  investment program cont rac t s  with Defendant 
Program Company . . . I t  (A 468, 523). 



d e a l e r s  and 

t h e  Commissi 

t h e  on ly  " 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 "  r e g i s t e r e d  w i t h  
4  / - 

.on 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 (A 542).  

This  c l a s s  a c t i o n ,  i n s t i t u t e d  on September 1 6 ,  1966,  was based on a l l e g e d  

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,  and 
5  / - 

sought  damages, a  d e c l a r a t o r y  judgment, s p e c i f i c  performance and in junc-  

t i v e  r e l i e f  t o  compel t h e  resumption of  c e r t a i n  c o n t r a c t u a l  o b l i g a t i o n s  by 

t h e  defendants-appel lees .  

A l l  t h e  investment c o n t r a c t s  h e l d  by members of t h e  c l a s s  conta ined 

a  withdrawal-and-reinstatement p r i v i l e g e  r e f e r r e d  t o  i n  s a l e s  brochures  of 

Growth Programs a s  t h e  "in-and-out" p r i v i l e g e  (A 776; R a t z l a f f ' s  Depos i t ion ,  

Ex. 1, p. 2 ) ,  whereby t h e  i n v e s t o r  had t h e  r i g h t  t o  l i q u i d a t e ,  from t ime t o  

t ime and a t  any t ime,up t o  n i n e t y  pe rcen t  of t h e  then market va lue  of h i s  - 

s h a r e s  i n  t h e  Fund and t h e r e a f t e r  a t  any t i n e ,  t o  r e i n v e s t  t h e  same amount 

4  / Two o t h e r  de fendan t s ,  t h e  Fund and F i r s t  Na t iona l  Bank of  J e r s e y  C i t y ,  
were dropped by s t i p u l a t i o n  (A 397-402). 

5 /  - The amended complaint  sought a c t u a l  and exemplary damages from 
defendant  NASD f o r  i t s  a l l e g e d  unlawful  i n t e r f e r e n c e  wi th  t h e  per- 
formance of  t h e  c o n t r a c t s  and t r e b l e  damages from a l l  t h e  defendants  
f o r  a n  a l l e g e d  conspiracy i n  v i o l a t i o n  of t h e  a n t i t r u s t  laws (A 568- 
569).  I n  t h e  b r i e f  f i l e d  wi th  t h i s  c o u r t ,  t h e  p l a i n t i f f s - a p p e l l a n t s  
s t a t e  t h a t  s i n c e  t h e  c o n t r a c t s  h e r e  involved had a  term of 30 y e a r s ,  
"it is  v i r t u a l l y  imposs ible  t o  a n t i c i p a t e ,  much l e s s  c a l c u l a t e ,  t h e  
damages" t h a t  would r e s u l t  from a  cont inued breach of  s a i d  c o n t r a c t s  
and t h e r e f o r e  t h e  on ly  adequate  remedy would be s p e c i f i c  performance 
and i s suance  of an  i n j u n c t i o n  (Br 12-13). However, i n  connect icn  
w i t h  t h e i r  a n t i t r u s t  arguments, a p p e l l a n t s  u rge ,  among o t h e r  t h i n g s ,  
t h a t  t h e  c a s e  b e  reversed  and remanded t o  t h e  d i s t r i c t  c o u r t  " f o r  
t r i a l  of t h e  damage i s s u e s  . . ." (Br 53) .  



of cash i n  shares  of t he  Fund a t  t h e  then ne t  osoet  value of thoee shares ,  
6  / - 

a l l w i t h o u t  payment of any f u r t h e r  uales  charge. T h e d i s t r i c t  cour t  found: 

"Although the  Growth Progrnm Prospectuu contained a statement t h a t  ' t h i s  is 

6 /  - The pe r t i nen t  port ion of t h e  Fund's Prospectus,  dated Apr i l  30, 1965, 
s t a t e d :  

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

" A t  any time a f t e r  purchasing a Single  Investment 
Program, t he  Programholder may, without terminat ing 
h i s  Program, withdraw p a r t  of h i s  Fund Shares o r  
d i r e c t  t he  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  ne t  proceeds, provided t h a t  t he  
Shares involved i n  such withdrawal o r  l i qu ida t ion  have 
a net  a s s e t  value of a t  l e a s t  $50 and do not  consti-, 
t u t e  more than 90% of t he  Fund Shares i n  h i s  account. 
Where a p a r t i a l  l i qu ida t ion  has been e f f ec t ed ,  the 
Programholder may a t  any time r e s t o r e  i n  cash up t o  
the  same d o l l a r  amount s o  received by him and have i t  
appl ied t o  the  purchase of Fund Shares a t  t h e i r  then 
ne t  a s s e t  value" (Chorn Deposi t ion,Px 78A, p. 4). 

Each p l a i n t i f f ' s  cont rac t  contained the  following provis ions:  

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

" A t  any time a f t e r  the  issuance of t h i s  Program, the  
Programholder may without terminating t h i s  Program, 
withdraw p a r t  of h i s  Fund Shares, provided such with- 
drawal s h a l l  involve not  l e s s  than $50.00 of l i q u i -  
da t ing  value and not  more than 90% of the Fund Shares 
standing t o  h i s  account. * * * 
"If t he  Prograrholder has made a p a r t i a l  withdrawal 
and caused Fund Shares t o  be l iqu ida ted  and the  pro- 
ceeds remit ted t o  him, he nay a t  any time t h e r e a f t e r  
pay t o  the Cuotodian, i n  cash,up t o  the  same d o l l a r  
a m u n t  received by him i n  connection with such p a r t i a l  
withdrawal and l i qu ida t ion  and have the  same appl ied 
t o  t h e  purchase of Fund Shares a t  t h e i r  then n e t  asoe t  
value. I f  the  Programholder has made a p a r t i a l  with- 
drawal and received c e r t i f i c a t e s  f o r  Fund Shares,  he 
nay, a t  any time the rea f t e r ,  r e s t o r e  i n  kind up t o  the  
sane number' of Fund Shores so  withdrawn" (A 24). 



a long term investment program, no t  des igned f o r  a qu ick  p r o f i t , " '  t h e  un- 

l i m i t e d  use  of  t h e  withdrawal-and-reinstatement p r i v i l e g e  w a s  g iven "prominent 

play" i n  s a l e s  brochures  (A 776). The a p p e l l a n t s  contended t h a t  t h e  

un l imi ted  use of t h i s  p r i v i l e g e  which was m p h a s i z e d  i n  t h e  p r m o t i o n a l  

l i t e r a t u r e  and p rospec tuses  of Growth Program " c o n s t i t u t e d  a major con- 

s i d e r a t i o n  f o r  t h e  purchase of  such plans"  (Br 4 ,  7) .  
7 / - 

The withdrawal-and-reinstatement p r i v i l e g e ,  a s  t h e  NASD has no ted ,  

o r i g i n a t e d  i n  t h e  1930 's  ao a means of p rese rv ing  inves tments  i n  pe r iod ic -  

payment c o n t r a c t u a l  p lans  f o r  t h e  accumulation of mutual fund s h a r e s  when 

t h e  i n v e s t o r - - p a r t i c u l a r l y  one of  modest means--was faced wi th  a "genuine 

f i n a n c i a l  emergency" (A 775);  t h i s  in-and-out p r o v i s i o n  was e v e n t u a l l y  c a r r i e d  . 

over  t o  s i n g l e  payment c o n t r a c t u a l  p l a n s  which were s e t  up w i t h i n  t h e  somz frame- - 

work a s  p e r i o d i c  payment c o n t r a c t u a l  p l a n s .  As t h e  d i s t r i c t  c o u r t  explained: 

"Before such in-and-out p r o v i s i o n s  were i n s e r t e d  
in investment c o n t r a c t s ,  modest i n v e s t o r s  u s u a l l y  
could n o t  a f f o r d  t o  l i q u i d a t e  and r e i n v e s t  because 
50% of t h e  t o t a l  brokerage f e e  on a long term con- 
t r a c t  was taken ou t  of t h e  f i r s t  y e a r ' s  inves tment ,  
and i n  o rde r  t o  recoup t h e  heavy f ront-end s a l e s  
commission, i n v e s t o r s  had t o  l e a v e  t h e i r  money i n  
t h e  progran u n i n t e r r u p t e d  f o r  a n m b e r  of yea r s"  
(A 775-776). 

The c o u r t  went on t o  n o t e  t h a t ,  u n t i l 1 9 6 5 ,  t h e  withdrawal-and-reinstatement 

p r i v i l e g e  was e x e r c i s e d  s p a r i n g l y ,  a s  con tenp la ted  (A 776). 

A s  t h e  c o u r t  found, however, i n  1965 Growth P r o g r m s ,  Inc .  and o t h e r  

mutual fund sponsors  devised an investment c o n t r a c t  which f a c i l i t a t e d  t h e  

7 / CCH NASD Flanual 71 5261 (1970). - 



use  of 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 ,  

"namely t o  p l a y  s h o r t  swings of  t h e  s t o c k  market" (A 777) . For example, 

t h e  Growth Programs Prospectus  provided t h a t  t h e  p r i v i l e g e  could  b e  exer-  

c i s e d  an  un l imi ted  number of times; t h a t  t h e  i n v e s t o r  cou ld  g i v e  i n s t r u c t i o n s  

f o r  withdrawal-and-reinstatement by t e l ephone  o r  w i r e ;  t h a t  such i n s t r u c t i o n s  

could  be  g iven through a s e c u r i t i e s  d e a l e r ;  and t h a t  t h e  p r i c e  a t  which 

such wi thdrawals  (except  i n  t h e  even t  of  a g e n e r a l  ( d e c l i n e  i n  s e c u r i t y  

p r i c e s )  and r e i n s t a t e m e n t s  were t o  b e  e f f e c t e d  would b e  t h e  n e t  a s s e t  v a l u e  

of t h e  under ly ing  fund s h a r e s  a t  t h e  time t h e  t e l ephone  o r  w i r e  i n s t r u c t i o n s  

were rece ived  (A 24-25, 125-127). The t e l ephone  o r  w i r e  o r d e r  p r i v i l e g e s  

g r e a t l y  f a c i l i t a t e d  t h e  s p e c u l a t i v e  use  of  t h e  withdrawal-and-reinst'atement 

- p r i v i l e g e  i n  t h a t  it made t h e  p r i c e  a t  which s h a r e s  could  be  l i q u i d a t e d  o r  

repurchased immediately de te rminab le ,  which w a s  n o t  p o s s i b l e  when on ly  w r i t t e n  

o r d e r  i n s t r u c t i o n s  were permit ted .  The NASD desc r ibed  t h e  s p e c u l a t i v e  p r a c t i c e s  

involved : 

"For example i f  a p lanho lde r  b e l i e v e s ,  o r  h i s  d e a l e r  
l e a d s  him t o  b e l i e v e ,  t h a t  t h e  market  i s  due f o r  a 
downturn, he  may withdraw 90 p e r c e n t  of h i s  account  i n  
cash. Then i f  t h e  market goes down, t h e  i n v e s t o r  o r  h i s  
d e a l e r  w i l l ,  a t  a p o i n t  b e l i e v e d  t o  b e  t h e  bottom of t h e  
downturn, r e p l a c e  t h e  withdrawn cash  w i t h  t h e  fund under- 
w r i t e r ,  t hus  a c q u i r i n g  more s h a r e s  of t h e  under ly ing  fund 
than t h e  i n v e s t o r  redeemed, and a t  no s a l e s  charge .  The 
p lanho lde r  can con t inue  t h i s  p r a c t i c e  a s  o f t e n  a s  h e  
o r  h i s  d e a l e r  t h i n k s  t h e  s h o r t  swings i n  t h e  market  
can b e  predic ted ."  CCH NASD Manual 11 5261 (1970). 

The c o u r t  po in ted  o u t  t h a t  by a s i n g l e  ca l l  by a b roker ,  a c t i n g  through 

a power of  a t t o r n e y  executed  by prograrnholders, "massive wi thdrawals  and 

re inves tmen t s  were o f t e n  e f f e c t e d  on t h e  same day, t a k i n g  advantage  o f  

f r a c t i o n a l  swings i n  t h e  market" (A 777). F u r t h e r ,  a s  t h e  NASD has  



8 / - 
noted,  the  s p e c u l a t i v e  use  of t h e  withdrawal-and-reinstatement p r i v i l e g e  

was f u r t h e r  f a c i l i t a t e d  when cus tod ian  banks evolved a p r a c t i c e  whereby 

they 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 

enabl ing t h e  i n v e s t o r  imnediate ly  t o  apply  t h e  same funds  i n  repurchasing 

o r  r e i n s t a t i n g  t h e  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.  

The problem was s u m a r i z e d  i n  a r e p o r t  submitted by t h i s  Commission 
9 / - 

t o  Congress: 

" In  r e c e n t  y e a r s  t h e r e  appears  t o  be  a growing use  by 
s p e c u l a t i v e l y  o r i e n t e d  i n v e s t o r s  of withdrawal and 
re investment  p r i v i l e g e s  i n  connect ion wi th  s i n g l e  pay- 
ment p lan  c e r t i f i c a t e s  i s sued  by c o n t r a c t u a l  p l a n  com- 
pan ies  . . . . [Tlhe ex tens ive  use  of s i n g l e  payment 
p l a n  withdrawal and re investment  p r i v i l e g e s  by a 
r e l a t i v e l y  few s p e c u l a t i v e l y  minded i n v e s t o r s  could  
s e r i o u s l y  c i rcumscr ibe  a t  c r i t i c a l  t imes t h e  e x e r c i s e  
of managerial  d i s c r e t i o n  i n  t h e  i n t e r e s t  of t h e  l a r g e  
major i ty  of shareho lders  who have long-term investment 
o b j e c t i v e s .  It c r e a t e s  s u b s t a n t i a l  ques t ions  of f a i r -  
ness  t o  t h e  l a r g e  m a j o r i t y  of mutual fund shareho lders  
who make t h e i r  investments  and pay a con t inu ing  f e e  t o  
o b t a i n  t h e  unencumbered investment judgments of pro- 
f  e s s i o n a l  management, not  of f  e l low shareho lders  i n t e r e s t e d  
i n  specu la t ion .  Moreover, i t  is t h e  e n t i r e  body of share- 
ho lders  i n  a fund, r a t h e r  than these  s p e c u l a t o r s  a l o n e ,  
who bear  t h e  increased brokerage c o s t s  t h a t  a r e  incurred."  

I n  a seven page l e t t e r ,  da ted  September 21, 1966, addressed t o  t h e  Board 

of Governors of t h e  NASD, Will iam G. Chron, on behalf  of Growth P r o g r a m ,  

/ CCH NASD Xanual 11 5261 (1970). - 

9 / 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  Po l icy  - 
Impl ica t ions  of Investment Company Growth, H.R. Rep. No. 2337, 89th  
Cong., 2d Sess.  304-305 (1966). 



Inc . ,  t h e  Fund's sponsor and s a l e s  agen t ,  o ta ted:  

"Poss ibly  because of wide and f requen t  f l u c t u a t i o n s  i n  
t h e  market dur ing t h e  l a t t e r  p a r t  of 1965, t h e  frequency 
of t h e  use of t h e  p a r t i a l  withdrawal p r i v i l e g e  i n c r e a s e d  
s u b s t a n t i a l l y ,  t o  t h e  e x t e n t  t h a t  i t  d i d  cause an ad- 
m i n i s t r a t i v e  burden upon t h e  Sponsor and t h e  Custodian 
Bank" ( R a t z l a f f ' s  Deposi t ion,  Px 8 ,  pp. 3-4). 

M r .  Chorn c i t e d  t h e  aggregate  amount of "in-and-out t r ad ing"  i n  t h e  Fund's 

s h a r e s  under t h e  withdrawal-and-reinstatement p r i v i l e g e  t o  approximate 

$20,000,000 f o r  t h e  six-month per iod  from August 1965 t o  January 1966 

( i d .  - a t  3 ) .  The i n c r e a s e  i n  use  o f  t h e  p r i v i l e g e  i n  t h e  e a r l y  months of 1966 

was extreme: t h e  Fund's semi-annual r e p o r t  f o r  t h e  s i x  months ended . 

A p r i l  30, 1966, s h w e d  $144,930,700 r e i n s t a t e m e n t s  of p a r t i a l  withdrawals,  

which turnover  amounted t o  25 percen t  of t h e  Fund's a s s e t s  dur ing  t h e  s i x  
- 1 0 1  - 

months per iod.  The NASD noted i n  t h e  c o u r t  below t h a t  i ts c h i e f  economist 

had analyzed t h e  d i l u t i v e  e f f e c t  of excess ive  use o f  t h e  withdrawal-and- 

re ins ta tement  p r i v i l e g e  and, i n  s o  doing,  had noted t h a t  i n  May 1966 a 9 

pe rcen t  drop i n  t h e  n e t  a s s e t  v a l u e  of t h e  Fund was accompanied by t h e  h ighes t  

l e v e l  of withdrawals and r e d e p o s i t s  on record ,  $82,000,000 and $86,000,000 
11 / - 

r e s p e c t i v e l y .  The c o u r t  below agreed w i t h  t h e  conclus ion of t h e  Commission 

and the  NASD t h a t  t h i s  type of s p e c u l a t i v e  a c t i v i t y  was harmful t o  t h e  mutual 

funds themselves and t o  t h e  i n t e r e s t s  of non-speculating "shareholders  i n  

t h e  under lying mutual funds,  s i n c e  it  ' d i l u t e d '  t h e i r  sha res  . . ." (A 777-778). 

I n  March 1966, t h e  Mutual Fund P lan  Sponsors, Inc. ,  a t r a d e  organ- 

i z a t i o n  of sponsors of c o n t r a c t u a l  p lans ,  of which t h e  defendant  Growth 

1 0 1  ~ a t z l a f f ' s  Deposi t ion,  Px 5 (Memorandum dated June 29, 1966, from - 
Ray Efoulden t o  t h e  Comnission's s t a f f ) ,  pp. 2-3. 

111 Brief  of Defendant, NASD, i n  Support of Its Motion f o r  Summary - 
Judgment and/or t o  Dismiss For F a i l u r e  t o  S t a t e  a Cause o f . A c t i o n  
Upon Which Re l ie f  Can Be Granted and/or Lack o f  J u r i s d i c t i o n ,  p. 38. 



Programs, Inc. was a member, admonished a l l  sponsors  of  p l a n s  f o r  t h e  accu- 

mula t ion  o f  mutual  fund s h a r e s  t h a t  u s e  of  t h e  withdrawal-and-reinstatement 

p r i v i l e g e  t o  r i d e  t h e  "up and down" s i d e s  o f  t h e  markets  was "an abuse  

of t h e  wi thdrawal  p r i v i l e g e "  and "could be  considered a  v i o l a t i o n  o f  t h e  

p r i n c i p l e s  imposed by t h e  [NASD's] Rules of  F a i r  P r a c t i c e  . . . I 1  (Chorn 

Deposi t ion ,  Px 115, pp. 2-3). The magnitude of t h e  problem was brought  t o  

t h e  a t t e n t i o n  of  t h e  NASD Investment Companies C o m i t t e e  by r e p r e s e n t a t i v e s  

of t h e  Assoc ia t ion  of Mutual Fund P l a n  Sponsors and t h e  Investment Company 

I n s t i t u t e  and t h e  s t a f f  o f  t h e  C o ~ m i s s i o n  ( R a t z l a f f ' s  Depos i t ion ,  p. 8 ) .  

Various approaches ,  i n c l u d i n g  a c t i o n  by t h e  C o m i s s i o n ,  had been d i scussed  

i n  conferences  between t h e  Commission's s t a f f  and t h e  NASD w i t h  t h e  j o i n t  - 

1 2 1  
u l t i m a t e  determination- t h a t  t h e  problem should  be handled by t h e  IJASD'S - 

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, S e c t i o n  1 of i ts Rules  o f  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 ts 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  c o m e r c i a l  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  t rade ."  CCH NASD Manual 11 2151 (1970). g/ 

1 2 1  ~ a t z l a f f ' s  Deposi t ion ,  pp. 17-21. - 
1 3 1  Th i s  r u l e  was adopted by t h e  NASD i n  1939 and accep ted  by t h e  Con- - 

miss ion i n  t h a t  same y e a r ,  a t  t h e  t i m e  t h e  C o m i s s i o n  approved,  a s  
be ing  c o n s i s t e n t  w i t h  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  Mat te r  o f  App l i ca t ion  by Na t iona l  Assoc ia t ion  of 
S e c u r i t i e s  Dea le r s ,  Inc . ,  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  
A s s o c i a t i o n ,  5  S.E.C. 627 (1939).  S e c t i o n  15A(b)(8) of t h e  Maloney Ac t ,  
1 5  U.S.C. 780-3(b)(8),  p rov ided  t h a t  t h e  C o m i s s i o n  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 des igned,  i n t e r  a l i a ,  ". . . t o  pronote  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 through- 
o u t  t h e  y e a r s .  - 



On J u l y  18, 1966,  t h e  C o d a s i o n ,  having cons ide red  t h e  NASD's d r a f t  

of  t h e  i n t e r p r e t a t i o n  which r e f l e c t e d  v a r i o u s  ougges t ions  o f  t h e  Commission's 

s t a f f ,  adv i sed  t h e  NASD t h a t  i t  "could proceed w i t h  t h e  i s s u a n c e  and pub- 
141 

l i c a t i o n "  of  i ts  proposed i n t e r p r e t a t i o n .  On J u l y  22, 1966, t h e  Board 

o f  Governors o f  t h e  NASD, pursuan t  t o  expreos  a u t h o r i t y  i n  t h e  NASD by-laws 
15 1 
i 

t o  make and i s s u e  i n t e r p r e t a t i o n s  of  t h e  NASD's Rules  o f  F a i r  P r a c t i c e ,  

i s s u e d  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  P l a n  Withdrawal 

and Reins ta tement  P r i v i l e g e s  , I 1  e f f e c t i v e  August 1, 1966,  a s  t o  a l l  such 

p r i v i l e g e s ,  r e g a r d l e s s  of  when t h e  c o n t r a c t u a l  p l a n s  invo lved  had o r i g i n a l l y  
16 I - 

been e s t a b l i s h e d .  The i n t e r p r e t a t i o n  reads :  

"It s h a l l  be  deemed conduct  i n c o n s i s t e n t  w i t h  j u s t  and 
e q u i t a b l e  p r i n c i p l e s  o f  t r a d e  and i n  v i o l a t i o n  of 

- S e c t i o n  I of Article I11 of t h e  Rules  of  F a i r  P r a c t i c e  
f o r  a member t o  u s e  o r  encourage t h e  use  o f  what i s  
c o m o n l y  known a s  t h e  withdrawal and r e i n s t a t e m e n t  
p r i v i l e g e  a f f o r d e d  t o  p lanho lde r s  under c o n t r a c t u a l  
p l a n s ,  whether s i n g l e  payment, p e r i o d i c  payment o r  f u l l y  
p a i d ,  i n  a manner which is d e t r i m e n t a l  t o  t h e  i n t e r e s t s  
of t h e  s h a r e h o l d e r s  of t h e  inves tment  company i s s u i n g  t h e  
s e c u r i t y  under ly ing  t h e  c o n t r a c t u a l  plan." (A 53.) 

T h i s  was fol lowed by more d e t a i l e d  g u i d e l i n e s  i n d i c a t i n g ,  among o t h e r  t h i n g s ,  

t h a t  t h e  use  of t h e  withdrawal-and-reinstatement p r i v i l e g e  shou ld  o r d i n a r i l y  

be l i m i t e d  t o  once a y e a r  and t h e  u s e  of t e l ephone  o r  t e l e g r a p h  o r d e r s  should  

- - 1 4 1  Br ie f  of  Defendant, NASD, i n  Support  of  i t s  Motion f o r  Summary Judgment 
and/or  To D i s m i s s  f o r  F a i l u r e  To S t a t e  a  Cause of Act ion Upon Which 
Re l i e f  Can be  Granted and /o r  f o r  Lack of J u r i s d i c t i o n ,  E x h i b i t  2. 
Pursuant  t o  t h e  Corrcnission's minute i n  t h i o  m a t t e r ,  t h e  NASD was 
f u r t h e r  advised t h a t  c o n s i d e r a t i o n  should  be  g iven 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  
redeemable s h a r e s  i s s u e d  by inves tment  companies, a s  w e l l  a s  con- 

- t r a c t u a l  p l ans .  T h i s  sugges t ion  was adopted.  

151 CCII NASD Manual, 11 1402,  11 1503 (1970). - 

161 This  i n t e r p r e t a t i o n  appear s  i n  CCH NASD Manual 71 5261 (1970). - 



171 - 
b e  p r o h i b i t e d .  The i n t e r p r e t a t i o n  a l s o  po in ted  o u t  t h a t  ". . . t h e  

p r i n c i p l e s  of t h i s  i n t e r p r e t a t i o n  would a l s o  app ly  t o  s i rn i lo r  misuse  of  

any wi thdrawal  and r e i n s t a t e m e n t  p r i v i l e g e s  which n i g h t  b e  made a v a i l a b l e  

1 7  ' I n  e l a b o r a t i o n ,  t h e  NASD d e c l a r e d  t h a t  p r a c t i c e s  d e t r i m e n t a l  t o  t h e  
i n t e r e s t s  of  s h a r e h o l d e r s  of  t h e  inves tment  company i s s u i n g  t h e  se-  
c u r i t i e s  under ly ing  t h e  c o n t r a c t u a l  p l a n  i n c l u d e d ,  b u t  were n o t  
l i m i t e d  t o ,  t h e  fo l lowing:  

"1. The s u g g e s t i o n ,  encouragement, o r  a s s i s t a n c e  t o  ( o r  
any arrangement which encourages o r  a s s i s t s )  a  plan- 
h o l d e r  i n :  

a )  making repea ted  o r  e x c e s s i v e  use  of  t h e  wi thdrawal  
and r e i n s t a t e m e n t  p r i v i l e g e  ( o r d i n a r i l y ,  use  o f  
t h e  p r i v i l e g e  by a  p lanho lde r  more f r e q u e n t l y  
than  once dur ing  t h e  p e r i o d  of a  y e a r  w i l l  be  
viewed a s  e x c e s s i v e ) ;  

b)  r e i n s t a t i n g  t h e  inves tment  w i t h i n  90 days a f t e r  
withdrawing s h a r e s  o r  cash ;  

c )  making u s e  of  t h e  wi thdrawal  p r i v i l e g e  w i t h i n  s i x  
months a f t e r  t h e  most r e c e n t  inves tment  i n  t h e  
p l a n ,  o t h e r  than t h e  re inves tment  o f  a  d iv idend 
o r  d i s t r i b u t i o n .  (This  i s  n o t  in t ended  t o  i n t e r -  
f e r e  w i t h  t h e  r i g h t  of  a p lanho lde r  t o  l i q u i d a t e  
a l l  o r  a  p o r t i o n  of h i s  p l a n  account  o r  t o  withdraw 
h i s  s h a r e s  a t  any t ime ,  b u t  is in tended  t o  r e s t r i c t  
t h e  use  of  t h e  r e i n s t a t e m e n t  p r i v i l e g e  a s  t o  s h a r e s  
o r  cash  which has  been withdrawn d u r i n g  t h e  s i x -  
month pe r iod)  ; 

d)  u s i n g  t h e  p r i v i l e g e  t o  p rov ide  funds  f o r  temporary 
inves tment  i n  o t h e r  s e c u r i t i e s ;  

e )  us ing  t h e  p r i v i l e g e  f o r  t h e  purpose of t ak ing  ad- 
vantage  o f , f l u c t u a t i o n s  i n  t h e  n e t  a s s e t  v a l u e  p e r  
s h a r e  of t h e  inves tment  company. 

"2. Any arrangement,  o r  t h e  use  of any arrangement,  whereby a  
cus tod ian  bonk o r  o t h e r  person performing a s i m i l a r  f u n c t i o n  
w i l l  a c c e p t  t e l ephone ,  t e l e t y p e ,  o r  t e l e g r a p h i c  r e q u e s t s  o r  

- 
i n s t r u c t i o n s  f o r  t h e  wi thdrawal  of  s h a r e s  o r  cash from a  
p l a n  account ,  whether such r e q u e s t s  o r  i n s t r u c t i o n s  a r e  
r e c e i v e d  from a member o r  from a  p lanho lde r .  

(cont inued)  



t o  i n v e s t o r s  i n  connect ion wi th  any o t h e r  a c q u i s i t i o n  of s h a r e  of open- 

end investment companies. " (A 55) . 
Subsequent d i s c u s s i o n  between t h e  Fund sponsor and NASD r e p r e s e n t a -  

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  sponoor from t h e  NASD, d a t e d  October 13,  

1966, s t a t i n g  t h a t  c e r t a i n  r e v i s e d  procedures f o r  t h e  a d m i n i s t r a t i o n  of  

t h e  withdrawal-and-reinstatement privilege proposed by t h e  Fund sponsor ,  

al though n o t  a s  s t r i n g e n t  a s  those  r e f e r r e d  t o  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 wi th  t h e  I n t e r p r e t a -  

t i o n ,  assuming t h a t  " n a t u r a l  a t t r i t i o n "  would s h r i n k  t h e  remaining specu- 

l a t i v e  a c t i v i t y  r a p i d l y  ( R a t z l a f f ' s  Deposi t ion,  PX 8, p. 7 ,  and Px 9, 

pp. 1-2). These a d j u s t e d  procedures ,  however, d i d  n o t  r e s u l t  i n  t h e ,  a n t i c i -  

pa ted  a t t r i t i o n ;  i n  f a c t ,  i n  November 1966 and J u l y  1967, t h e  aggrega te  v a l u e  
- 

of t r a n s a c t i o n s  involving u s e  of t h e  p r i v i l e g e  was $42,000,000 and $46,000,000, 

(continued) 

"3. Any arrangement,  o r  t h e  use  of  any arrangement,  whereby a 
cus tod ian  bank o r  o t h e r  person performing a similar f u n c t i o n  
w i l l  accep t  t e l ephone ,  t e l e t y p e ,  o r  t e l e g r a p h i c  r e q u e s t s  o r  
i n s t r u c t i o n s ,  o r  c o n d i t i o n  o r d e r s ,  t o  r e i n s t a t e  ohnres  pre- 
v i o u s l y  withdrawn from a p l a n  accoun t ,  whether such r e q u e s t s  
o r  i n s t r u c t i o n s  arc rece ived  from a member o r  a planholder .  

"4. Any arrangement,  o r  t h e  u s e  of any arrangement,  whereby a 
cus tod ian  bank w i l l  withdraw s h a r e s  o r  cash from a p lan  
account ,  o r  r e i n s t a t e  s h a r e s  p rev ious ly  withdrawn, upon a 
power of a t t o r n e y ,  executed by a p lanho lder  appo in t ing  a 
member o r  an  a s s o c i a t e d  person of a member, a s  t h e  a t t o r n e y  
of t h e  p lanholder .  

I I 
Th i s  i n t e r p r e t a t i o n  is d i r e c t e d  p r i m a r i l y  t o  t h e  improper 
use  of  withdrawal and r e i n s t a t e m e n t  p r i v i l e g e s  made 
a v a i l a b l e  t o  p lanho lders  of  c o n t r a c t u a l  p lans .  However, 
t h e  p r i n c i p l e s  of t h i s  i n t e r p r e t a t i o n  would a l s o  apply  
t o  similar misuse of any withdrawal and reinstatement 
p r i v i l e g e s  which might be  made a v a i l a b l e  t o  i n v e s t o r s  i n  
connection wi th  any o t h e r  a c q u i s i t i o n  of open-end investment 
companies." CCH NASD Pianual 11 5261 (1970) (A 54-55). 



r e spec t i ve ly ,  and i n  no m o n t h i n  between d i d  t h e  f i g u r e  eve r  drop bclud 

$27,000,000 (Ratzlaf  f 's  Deposit ion Px 10,  pp . 1-2). Thus, concluding t h a t  "on 

balance t h e r e  has  been a n e t  increnne i n  t h e  d o l l a r  amount of t he se  t ransac-  

t i ons , "  t h e  NASD advised t h e  Fund oponoor on Augunt 28, 1967, and requested 

t h e  Fund sponsor i n  t u r n  t o  adv ise  i t 6  programholdern and t h e  custodian bank 

on September 8, 1967, t h a t  hencefor th  t h e  Fund sponsor would be requ i red  t o  

comply s t r i c t l y  wi th  t h e  NASD I n t e r p r e t a t i o n  o r  i t  could 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  (id.) . 
ARGUMENT 

I. THE DISTRICT COURT PROPERLY DETERMINED THAT THE NASD INTERPRETATION. 
I N  QUESTION IS CLEARLY WITHIN THE POWER GRANTED THE NASD UNDER THE 
MALONEY ACT AND THAT THE PROMULGATION OF SUCH INTERPRETATION DID NOT 
VIOLATE DUE PROCESS OF LAW. 

A. Contracts  Entered I n t o  With Others By Members of a Regis tered 
S e c u r i t i e s  Associat ion Must Be Deemed To B e  Subjec t  To t h e  
Rules of Such Associat ion I f  E f f ec t i ve  Self-Regulation of  
Broker-Dealers Contemplated By t h e  Maloney Act Is To B e  
Achieved. 

I n  r e j e c t i n g  t h e  "extremely narrow view of t he  i s sues"  presented by 

t h e  p l a i n t i f f s - a p p e l l a n t s ,  t h e  d i s t r i c t  cour t  s t a t e d :  

"As even t h e  most c a sua l  r e ade r  of t h e  f a c t s  underlying 
t h e  s u i t  can t e l l ,  however, t h i s  is  no t  simply a garden 
v a r i e t y  breach of con t r ac t  o u i t  . . . . .[T]he path t o  
a c o r r e c t  dec i s ion  is l i n e d  with  deep-rooted pub l i c  
po l icy  cons idera t ions  set ou t  by Congress p r imar i ly  
i n  t h e  Maloney Act." (A 779) 

The Maloney Act en t ru s t ed  t o  r e g i s t e r e d  n a t i o n a l  s e c u r i t i e s  asnocia- 

t i o n s  major r e s p o n s i b i l i t i e e  i n  t h e  admin is t ra t ion  and enforcement of 

c e r t a i n  a spec t s  of t h e  f e d e r a l  o e c u r i t i e s  laws. Se l f - regu la to ry  pawer 

was considered t o  be  a p r e f e r ab l e  " a l t e r n a t i v e  [ t o  the ]  pronounced ex- 

pansion of t h e  o rgan iza t ion  o f , t h e  S e c u r i t i e s  and Exchange Conmission." 



S. Rep. No. 1455 a t  3-4 and H.R. Rep. No. 2307 a t  4-5, 75th Cong., 3d Sees. 

(1938). Thio Congreqoional g ran t  of oelf-regulatory power hao been upheld 

in Nassau S e c u r i t i e s  Service v. S e c u r i t i e s  and Exchange Comiooion, 348 F. 2d 

133, 136 (C.A. 2 ,  1965) and R.H. Johnoon & Co. v. Secu r i t i eo  and Exchange 

Commission, 198 F. 2d 690, 695 (C.A. 2) ,  c e r t i o r a r i  denied, 344 U.S. 855 (1952). 

I n  both cases  the  cour t  emphasized the  presence of Corcniosion auperviaion 

over NASD'o rules and d i sc ip l i na ry  act ion.  Hence, the  e f f e c t  of NASD 

r u l e s  and orders  on con t r ac t s  entered i n t o  by i t o  members should be com- 

parable  t o  t he  con t ro l l i ng  e f f e c t  given a r u l e  o r  o rder  of  a governnental 

regula tory  agency, a t  l e a s t  a s  t o  those r u l e s  t h e  NASD is  requi red  by 

l a w  t o  have i n  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  asoociat ion.  
- 

A s  w e  have seen, t h e  NASD's rule of f a i r  p r a c t i c e  here  involved was de- 

signed t o  f u l f i l l  t h e  requirement of t h e  Maloney Act t h a t  t h e  a s soc i a t i on  

must have r u l e s  "designed . . . t o  promote j u s t  and equi tab le  p r inc ip l e s  

of t r ade  . . ." (p. 10,  supra).  Because t h e  defendant Growth Programs 

is a member of the  NASD, its cont rac t  with t hc  appe l lan ts  must be assumed 

t o  have been entered i n t o  subjec t  t o  t h i s  r u l e  of f a i r  p r ac t i ce ,  and t o  
18 / - 

a l l  r u l e s  of t h e  NASD. 

That r u l e s  of a se l f - regula tory  organizat ion under t he  supervis ion 

of the  Commission sometimes have t h e  fo rce  of law was recent ly  i l l u s t r a t e d  

i n  Buttrey v. Merrill, Lynch, P ie rce ,  Fcnner & Sni th ,  Inc., 410 F. 2d 135 

18/ Sect ion 4 of A r t i c l c ' I  of t he  by-laws of the  NASD provideo t h a t  - 
in order  t o  becone a member of t he  NASD, an appl ican t  must agree 
t o  abide by, comply with,  and adhere t o ,  i n t e r  a l i a ,  a l l  t h e  r u l e s  -- 
and regula t ions  of the  NASD, and a l l  r u l i ngs ,  o rders ,  d i r ec t i ons  
and decis ions o f ,  and pena l t i e s  impooed by, t he  Board of Governors 
o r  any duly authorized NASD co rn i t t ee .  CCH NASD Manual ?I 1104 
(1970) . 



(C.A. 7) , c e r t i o r a r i  denied, 396 U.S. 838 (1969), 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 he  New York Stock Exchange by a  member 

may be act ionable .  The cou r t  determined t h a t  i t  had j u r i s d i c t i o n  under 

Sect ion 27 of t he  S e c u r i t i e s  Exchange Act, giving d i s t r i c t  cour 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 . . . [ t h e  Act] o r  t he  rules and regulat ion0 thereunder,  and 

of a l l  s u i t s  i n  equi ty  and ac t i ons  a t  law brought t o  enforce any l i a b i l i t y  o r  

duty c rea ted  by . . . [ t he  Act] o r  t he  r u l e s  and regula t ions  thereunder." I n  

t h a t  case,  the  p l a i n t i f f ,  the  trustee of a  bankrupt, a l l eged  t h a t  because of 

the  ca l lous  d i s regard  by the  defendant,  a  brokerage f i rm and merher of t he  

Exchange, of the  "Know Your Customer" r u l e  of t h e  Exchange (Rule 405), 

t he  f i n a n c i a l l y  i r r e spons ib l e  pres ident  of t h e  bankrupt was a b l e  t o  use - 

the  defendant 's  f a c i l i t i e s  f o r  purposes of specula t ing  with funds converted - 

from t h e  bankrupt 's  customers. The cou r t  held that a v i o l a t i o n  of Rule 405 

of t he  New York Stock Exchange "may be ac t i onab le  a s  a  'duty c rea ted  by 

t h i s  chapter '  inasmuch a s  Rule 405 was promulgated i n  accordance with . . . 
[provis ions]  of t he  Acttt ( id .  - a t  142). It s t a t ed :  "The touchstone f o r  

determining whether o r  not 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 he  

Stock ~xchange ]  is ac t ionable  should properly depend upon i ts  design 

' f o r  the d i r e c t  p ro tec t ion  of inves tors  ' I 1  ( id . ) .  - Cf ., Colonial Real ty  

Associat ion v. Bache, 358 F. 2d 178, 180-183 (C.A. 2) ,  c e r t i o r a r i  denied, 

385 U.S. 817 (1966). 

Here, t h e r e  is involved an i n t e r p r e t a t i o n  of a  r u l e  of  a  s e l f -  

regulatory body under the  j u r i s d i c t i o n  of t he  Commission adopted, pursuant 

t o  t he  Eialoney Act provis ions i n  t he  Secu r i t i e s  Exchange Act, " fo r  the  

d i r e c t  p ro tec t ion  of investors ."  In t e rp re t a t i ons  of rules a r e  a  necessary 



adjunct  t o  t h e  NASD's rulemaking pmer .  Ao we have noted, p. 11, supra,  

t h e  NASD's by-lado, which Growth Programs ao a menber of NASD agreed t o  

abide by, e x p l i c i t l y  give the  Board of Governor8 t he  power t o  make and 
191 

i s s u e  i n t e rp re t a t i ons .  The i n t e r p r e t a t i o n  he re  challenged wao adopted 
20 I 

only a f t e r  consul ta t ion  with t h e   onm mission's s ta f f -  and agreement of the  
211 - 

Comnission i t s e l f  t h a t  t h i s  i n t e r p r e t a t i o n  was appropriate .  Spec i f i c  ap- 

p l i c a t i o n ~  of i n t e r p r e t a t i o n s  by the  NASD's Board of Governors of t he  Rules 

1 9 1  I n  addi t ion  t o  t he  I n t e r p r e t a t i o n  with Respect t o  Contractual  Plan - 
Withdrawal and Reinvestment P r iv i l eges ,  which appears i n  CCH NASD 
Manual (1970) a t  page 5089, mat ters  d e a l t  with by the  NASD by means 
of i n t e r p r e t a t i o n  have covered a broad range of subjec t  a r ea s  and 
may be found i n  CCH NASD Manual (1970) a t  t he  following pages': 
Advertising, 2017; "Free-Riding and Withholding," 2039; Execution of 
Re ta i l  Transactions i n  t he  Over-the-counter Market, 2035; NASD Markup 
Pol icy,  2058; Manipulative and Deceptive Quotations,  2071; Transactions 
Between Members and Non-Members , 2099; Transactions Effected f o r  Per- 
sonnel of Other Members, 2110; The Effec t  of a Suspension o r  Revocation 
of t h e  Regis t ra t ion ,  I f  Any, of a Person Associated with a Member 
o r  t h e  Barring of a Person from Further  Association with a Member, 
2114; Rates of Return, 5022; Sa les  L i t e r a t u r e  Featuring Income, 
5023; Cuotodial Service,  5025; Conparioons, 5026; Sa les  Cowiss ions  
5031; "Special  Deals," 5092; Dealer Compensation of Saleonen f o r  
Sa les  of Investment Company Shares,  5094; Se l l i ng  Dividends, 5264; 
Prompt Payment by Members f o r  Shares of Investment Companies, 5097; 
Breakpoint Sa les ,  5097; Arranging Loans, 5098; Review of Corporate 
Financing, 20 20. 

See p. 11, supra.  A s  a mat ter  of pol icy such consul ta t ions  a r e  always 
had, although, un l ike  t h e  adoption of a new r u l e ,  an i n t e r p r e t a t i o n  
of an e x i s t i n g  rule is  not  required t o  be  f i l e d  with t he  Comiosion 
p r i o r  t o  i ts  promulgation. The i n t e r p r e t a t i o n  here  involved was f i l e d  
with t he  Commission a s  a supplement t o  t h e  PJASD's r e g i s t r a t i o n  statement 
pursuant t o  t h e  requiremento of Sect ion 15A(j) of t he  Act and Comnission 
Rule 15Aj-1 under t he  Act, 17 CFR 240.15Aj-1. Scc Form X-15A-1 of 
the  Comisoion and In s t ruc t ion  5 of t h a t  form, 17 CFR 249.802. 

211 The d i s t r i c t  cour t  r e f e r r ed  t o  (1) t h e  ~ o m i s o i o n ' o  review of t h e  - 
NASD's i n t e r p r e t a t i o n ,  (2) t he  Cominission's expressed concern re- 
garding excessive use of t h e  in-and-out p r i v i l e g e  which i t  noted i n  

(continued) 



-18- 

of F a i r  P r a c t i c e  have previously  been considered by both t h e  Commission and 

t he  cour t s .  For example, t h e  v a l i d i t y  of t h e  NASD'S "mark-up" po l icy  (genera l ly  

l i m i t i n g  t he  g ross  spread o r  mark-up charged by NASD members t o  5% over  t h e  

cu r r en t  market p r i c e ) ,  which is  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 ts 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 a d e ,  was f i r s t  considered by t h e  Cowis s ion  i n  

1944. See Nat ional  Associat ion of  S e c u r i t i e s  Dealers ,  Inc . ,  17 S.E.C. 459 

(1944). 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  has  a l s o  been upheld by t he  cou r t s .  

Handley Investment Company v.  S e c u r i t i e s  and Exchange Commission, 354 F. 2d 290 

(C.A. 10 ,  1965); Samuel B. F rank l in  & Co. v. S e c u r i t i e s  and Exchange Conmission, 

290 F. 2d 719 (C.A. 9 ) ,  c e r t i o r a r i  denied,  368 U.S. 889 (1961). 

The NASD's i n t e r p r e t a t i o n ,  a s  we have seen,  is  wholly c o n s i s t e n t  

wi th  t he  mandate of t h e  Maloney Act t o  "pro tec t  i nves to r s  and t he  pub l i c  

(continued) - 
its r e p o r t  t o  Congress on investment company growth (supra ,  p. 8)  
and (3) the  amicus b r i e f  f i l e d  by t h e  Commission with  t h a t  cou r t  (A 787). 
The cour t  concluded t h a t  s i nce  i t  had rece ived  t h e  b e n e f i t  of t h e  
e x p e r t i s e  of t h e  f e d e r a l  agency charged wi th  superv i s ion  of  t h e  NASD 
and with  r e s p o n s i b i l i t y  in t h i a  a r e a ,  ". . . t h e  r a t i o n a l e  f o r  r equ i r i ng  
exhaust ion [of admin i s t r a t i ve  remedies] is very  weak i n  t h i s  case  . . ." 
(A 787). I n  t h a t  connection,  t he  d i s t r i c t  cour t  noted t h a t  t h e  p la in -  
t i f f s  had no t  u t i l i z e d  t h e  p rov is ion  in t h e  Maloney Act, 15A(k) (1) , 
15 U.S.C. 780-3(k) ( I ) ,  which " c l ea r l y  contemplates ex tens ive  SEC re-  
view" of r u l e s  promulgated by t h e  NASD (A 786). That s e c t i o n  provides t h a t  
t h e  Commission may "abrogate any r u l e  of a r e g i s t e r e d  s e c u r i t y  asso- 
c i a t i o n ,  i f  a f t e r  appropr ia te  n o t i c e  and oppor tun i ty  f o r  hear ing ,  i t  
appears  t o  t h e  Commission t h a t  such abrogat ion is necessary o r  appro- 
p r i a t e  t o  a s su r e  f a i r  dea l i ng  . . . o r  otherwise  t o  p r o t e c t  inves t -  
o r s .  . . ." I n  l i g h t  of t h e  f a c t  t h a t  t h e  s ec t i on  involved giveti 
t he  Commission s u b s t a n t i a l  l a t i t u d e  of d i s c r e t i o n  i n  determining 
whether t o  i n s t i t u t e  a proceeding t o  "abrogate" a NASD r u l e ,  i t  would 
be un l i ke ly ,  f o r  t h e  reasons noted by t h e  d i s t r i c t  c o u r t ,  t h a t  t h e  
Commission would e l e c t  t o  commence such a proceeding t o  review t h e  
NASD1s i n t e r p r e t a t i o n  he r e  involved. Hence, it would seem t h a t  i t  is 
unnecessary f o r  t h i s  Court t o  cons ider  whether, under t h e  doc t r i ne  
of e i t h e r  primary j u r i s d i c t i o n  o r  exhaustion o f ' a d m i n i s t r a t i v e  r e r e d i e s ,  
it would o r d i n a r i l y  be appropr ia te  t o  r e f e r  such a mat te r  t o  t h e  
Comiss ion  f o r  i t s  views before  cont inuing wi th  j u d i c i a l  review. 



i n t e r e s t "  and with i ts r e s p o n s i b i l i t y  t o  hold i ts members t o  high s tandards 

of c o m e r c i n l  honor and juo t  and equ i t ab l e  pr inc ip le0  of t rade .  Because 

excessive use of t h e  withdrawal-and-reinotatunent p r i v i l e g e  neceoeari ly  

placee a burden on a mutual fund t o  maintain a highly l i q u i d  pos i t ion  and 

d i l u t e s  the  i n t e r e s t s  of shareholders i n  t he  fund, i t  would hardly be expected 

t h a t  the  Board of Governors of t h e  NASD would no t  construe t h i e  p r a c t i c e  

a s  contrary t o  f a i r  and equ i t ab l e  p r i n c i p l e s  of t r ade  v i t h i n  the meaning 

of i t s  Rules of F a i r  Prac t ice .  Certainly t h e  f a c t  t h a t  t he  o ther .defendants  

had permitted t he  p l a i n t i f f s  t o  use t h e  p r i v i l e g e  a s  a specula t ive  veh ic l e  

cannot a f f e c t  the  v a l i d i t y  of t he  NASD'B i n t e r p r e t a t i o n  t h a t  it is improper 

- f o r  it t o  be s o  used. 

- That an ac t i on  by a self-regulatory body c rea ted  under the scheme of 

t he  Secu r i t i e e  Exchange A c t ,  such a s  the NASD, may l eg i t ima te ly  have a reg- 

u l a to ry  e f f e c t  upon a non-member, ao w e l l  a s  upon one of i ts members, was 

recognized by t h e  Supreme Court in S i l v e r  v. New York Stock Exchange, 373 

U.S. 341 (1963). The Court t h e r e  observed t h a t  d u t i e s  imposed by the  S e c u r i t i e s  

Exchange Act upon t h e  s tock  exchanges with respec t  t o  the adoption and en- 

forcement of t h e i r  r u l e s  involve both exchange members and non-member brokers 

and o f t en  weigh more heavi ly  aga ins t  t h e  l a t t e r  than aga ins t  the  former. 

It then s t a t ed :  

"One aspect  of t h e  s t a t u t o r i l y  imposed duty of s e l f -  
regula t ion  is the  ob l iga t ion  t o  formulate r u l e s  governing 
the  conduct of exchange members. The Act s p e c i f i c a l l y  
requi res  t h a t  r e g i s t r a t i o n  cannot be granted 'unless  
the r u l e s  of t h e  exchange include provis ion f o r  the  ex- 
puls ion,  suspension, o r  d i s c ip l i n ing  of a member f o r  
conduct o r  proceeding incons is ten t  with j u s t  and equi tab le  



pr inc ip l e s  of t r ade  . . . ,' 56(b),  15 U.S.C. 578f(b). I n  
add i t i on ,  t he  general  requirement of 56(d) t h a t  an ex- 
change's r u l e s  be ' j u s t  and adequate t o  insure  f a i r  
deal ing and t o  p ro t ec t  i nves to r s '  has obvious relevance 
t o  the  a r ea  of r u l e s  regula t ing  t h e  conduct of an exchange's 
members. 

'vhe §6(b) and §6(d) d u t i e s  taken together  have the  
broadest implicat ions i n  r e l a t i o n  t o  t h e  present  problem, 
f o r  members i nev i t ab ly  t r ade  on the over-the-counter 
market i n  add i t i on  t o  deal ing 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 contac t  and deal ings with 
non-member f i nns  which dea l  i n  o r  spec i a l i ze  in over- 
the-counter s e c u r i t i e s .  It is no accident  t h a t  t h e  Ex- 
change's Cons t i tu t ion  and Rules a r e  permeated with in- 

' 

s tances  of regula t ion  of members' r e l a t i onsh ips  with 
non-members including nonmember broker-dealerst '  (emphasis 
supplied) ( footnotes  omitted).  373 U.S. a t  353-354. 

"Rules which r egu la t e  Exchange members' doing of 
business  with nonmembers i n  t he  over-the-counter market 
a r e  therefore  very much pe r t i nen t  t o  t he  a i m  of s e l f -  
regula t ion  under t he  1934 Act." 373 U.S. a t  355. 

"The Exchange's enforcement of ouch r u l e s  inev i tab ly  
a f f e c t s  t h e  nonmember involved, o f t en  (as here)  f a r  
more s e r ious ly  than it a f f e c t s  t h e  members in question. 
The sweeping of t he  nonmembers i n t o  t he  cur ren ts  of t he  
Exchange's process of se l f - regula t ion  is therefore  un- 
avoidablett  (emphasio suppl ied) .  373 U. S . a t  356. 

Subsections (b) and (d) of Sect ion 6 of the  S e c u r i t i e s  Exchange Act, c i t e d  

i n  S i l v e r ,  deal ing with s tock  exchanges, have provis ions f o r  r u l e s  governing 

membership comparable t o  those in Sect ions 15A(b)(8) and 15A(b)(9) of t he  

Maloney Act, deal ing with r eg i s t e r ed  assoc ia t ions  of s e c u r i t i e s  dea le rs .  

Indeed, Sect ion 6(b) includes a requirement f o r  r u l e s  t o  promote " j u s t  and 

equi tab le  p r inc ip l e s  of tradeM--the i d e n t i c a l  language contained i n  
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S e c t i o n  15A(b)(8), pursuant t o  which t h e  r u l e  h e r e  involved was adopted.  

As recognized i n  S i l v e r  wi th  r c s p z c t  t o  t h e  s t o c k  exchange and i ts  w m b e r s ,  

t h e  d u t i e s  inpoocd by t h e  ElASD "havs t h e  broadest  i n p l i c a t i o n o  i n  r e l a t i o n t '  

t o  the  case  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  wi th  cus- 

tomers, such a s  t h e  a p p e l l a n t s  who a r e  n o t  members of t h e  NASD. The 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 bus iness  wi th  non-members a r e  

no t  only  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 A c t  b u t  

e s s e n t i a l  i f  s e l f - r e g u l a t i o n  is t o  be  e f f e c t i v e ;  and, a s  evidenced by t h e  

i n s t a n t  case ,  t h e  NASD1s "enforcement of such r u l e s  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  

fol low t h a t  " the  sweeping of t h e  non-members i n t o  t h e  c u r r e n t s  of t h e  [NASD1s] 

process  of s e l f - r e g u l a t i o n  is t h e r e f o r e  unavoidable." 

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  hold t h a t  t h e  NASD1s i n t e r p r e t a -  

t i o n  of i ts rule is n o t  a p p l i c a b l e  t o  t h e  c o n t r a c t s  he re  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-merber, 

which r e l a t i o n s h i p  is  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 r ade"  

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 ,  t h e  non-members should 

n o t  b e  permit ted  t o  p reven t  t h e  NASD from terminat 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 .  

B., There Was No Denial  of Due Process  i n  t h e  Issuance 
of t h e  I n t e r p r e t a t i o n .  

The i n t e r p r e t a t i o n  by t h e  NASD of i t s  r u l e  of f a i r  p r a c t i c e  h e r e  in- 

volved was e s o e n t i a l l y  a Gtatenent  of i t s  view of t h e  a p p r o p r i a t e  s t andard  



of conduct f o r  i t s  members with r e l a t i o n  t o  t h e  uithdrawal-and-reinstatement 

pr iv i l ege  made necessary by t h e  increas ing  use of t ha t  p r i v i l e g e  i n  recent  

years  i n  a manner incons is ten t  with t h e  o r i g i n a l  purpose of t h a t  p r iv i l ege .  

The d i s t r i c t  cour t  noted: 

"Withdrawal and reinvestment c lauses  s i m i l a r  t o  t he  one 
involved i n  t h i s  case apparent ly  have been rou t ine ly  
included i n  investment plan con t r ac t s  s i nce  the  1930's . . . . 
"From t h e i r  incept ion  up u n t i l  1965, t he  withdrawal- 
reinvestment p r iv i l eges  apparent ly  were exerc i sed  
spar ing ly  by s i n g l e  investment planholders.  I n  1965, 
however, Defendant Growth and none of t he  l a r g e r  c l a s s  
p l a i n t i f f s  devioed an investment cont rac t  designed t o  
f a c i l i t a t e  use of t he  withdrawal-reinvestment p r iv i l ege  
a s  a t o o l  f o r  speculat ing on s h o r t  [swings] . . . i n  
t he  market r a t h e r  than merely f o r  conserving the  under- 
ly ing  investment during a personal f i n a n c i a l  c r i s i s "  
(A 775-776). 

The i n t e r p r e t a t i o n ,  t h e  mer i t s  of which the  appe l l an t s  do not  d i spute ,  

merely set f o r t h  t h e  NASD's view t h a t  t h e  specula t ive  use of the  p r iv i l ege  

v io la ted  i t s  Rule of F a i r  P rac t i ce  reopect ing j u s t  and equi tab le  p r inc ip l e s  

of t rade  and merely set f o r t h  gu ide l ines  f o r  determining whether t h e  p r i v i l e g e  

was being abused. I n  National Association of S e c u r i t i e s  Dealers,  17 S.E.C. 

459 (1944), the Commission was faced with a content ion,  s imi l a r  t o  the  one 

r a i s ed  here ,  t h a t  t h e  promulgation of an i n t e r p r e t a t i o n  i n s t ead  of a r u l e  

was a denia l  of due process.  I n  upholding the  NASD'S announcement of i ts  

5 percent markup pol icy  through an i n t e r p r e t a t i o n  of the same Rule of Fa i r  

P r a c t i c e  involved here  r a t h e r  than through the  p romlga t ion  of a new r u l e ,  

the  Commission emphasized t h a t  " the  board of governors es tab l i shed  no new 

standard" with its i n t e r p r e t a t i o n  (id.  - a t  466): 

"As we i n t e r p r e t  t he  board's ac t i on ,  it cons t i t u t e s  
not  a r u l e  but  no t ice  t o  t h e  membership of what t h e  
cur ren t  t r a d e  p rac t i ce  is found t o  be and of what 



procedure the  board advises  t he  committees t o  follow 
in t r ade  p r a c t i c e  cases" ( id .  - a t  468). 221 

Likewise, here ,  the NASD merely gave advance no t i ce  of what i t  would con- 

s i d e r  t o  be a v i o l a t i o n  of t he  profess iona l  s tandard regarding proper use 

of the  withdrawal-and-reinstatement p r i v i l e g e ,  which s tandard w a s  in 

accord with the  accepted conduct of i t s  members. 

In  merely reaff i rming and enforcing t h e  o r i g i n a l  purpose f o r  which 

the  p r iv i l ege  was c rea ted ,  t he re  w a s  no need on t h e  p a r t  of t he  NASD t o  
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advise  o r  consul t  with any s p e c i f i c  company. Indeed, even when promulgating 

a r u l e ,  the NASD is not required by the  Maloney Act t o  conduct hearings o r  

s o l i c i t  publ ic  comments. The procedure contemplated by the  s t a t u t e  i s  con- 

ta ined i n  Sect ions 15A(b) (6) , 15A(j), 15 A(k)(l) and (2), i5 U.S .C. -782-3(b) ( 6 ,  
- 

3(j ) ,  3(k)( l )  and (2). The s t a t u t e  requi res  t h a t  the  N A 5 i  "as&re"- 

a f a i r  represen ta t ion  of i ts members i n  t he  adoption of any r u l e  of t he  

221 The Commission dismissed the  p e t i t i o n  in National Association of 
S e c u r i t i e s  Dealers f o r  abrogation of the  "al leged ru l e "  s ince ,  a s  
the  Commission had determined, t he  announcement of t he  5 percent  
markup pol icy  was an i n t e r p r e t a t i o n  and not  a r u l e  (id. a t  470). 
A s  noted supra p. 18, t h e  v a l i d i t y  of the i n t e r p r e t a t i o n  i n  National 
Association of S e c u r i t i e s  Dealers was upheld by the  cour t s .  

231 Appellants c i t e  Phi lade lphia  Co. v. S e c u r i t i e s  and Exchange Cormnission, - 
175 F. 2d 808 (C.A. D.C. 1948), f o r  t h e  propos i t ion  t h a t  f a i l u r e  by 
the NASD o r  t he  Commission t o  conduct hear ings on the i n t e r p r e t a t i o n  
rendered such i n t e r p r e t a t i o n  " inva l id  and void" (Br 36). Appellants 
f a i l e d  t o  no te  t h a t  t h a t  case was vacated a s  moot. 337 U.S . 901 
(1949). Moreover, i t  d id  no t  purport  t o  involve an 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  bu t ,  r a t h e r  w a s  an attempt by the  Commission t o  
change one of i ts  own r u l e s  in a manner t h a t  would have a f f ec t ed  
only a s ing l e  holding company oystem reg i s t e r ed  with t he  Commission 
pursuant t o  t he  Publ ic  U t i l i t y  Holding Company Act of 1935. The 
court  of appeals  held t h a t ,  f o r  t h i s  reason, procedures app l i cab l e  ' 

t o  ad judica t ion  r a t h e r  than rulemaking should have been followed, 



a s s o c i a t i o n  o r  amendment t h e r c t o ,  t h e  o e l e c t i o n  of i ts o f f i c e r s  and di -  

r e c t o r s ,  and i n  a l l  o t h e r  phaoeo of t h e  a d n i n i o t r a t i o n  of i t o  a f f a i r n , "  

Sec t ion  15A(b)(6). Pursuant t h e r c t o  t h e  NASD hoo o e t  up a Board of Governors 

charged wi th  t h e  management and a d m i n i s t r a t i o n  of i t o  a f f a i r s .  A s  net  

f o r t h  i n  i t s  bylaws, A r t i c l e  I V ,  S e c t i o n s  2  and 6(a)  , t h e  Bonrd i n  

"composed of 24 m e ~ h e r s , "  21 of whom a r e  t o  be nominated "as n e a r l y  as prac- 

t i c a b l e ,  t o  secure  a p p r o p r i a t e  and f a i r  r epreoen ta t ion  . . . of a l l  c l a s s e s  
24 1 - 

and types  of f i r m  engaged i n  t h e  inventment banking and s e c u r i t ' i e s  business ."  

To a s s u r e  compliance wi th  t h e  s t a t u t o r y  r e q u i r e n e n t s ,  t h i s  C o m i s s i o n  i s  

s p e c i f i c a l l y  au thor ized  by t h e  Act t o  a l t e r  o r  supplement t h e  r u l e o  of t h e  

NASD wi th  r e s p e c t  t o  t h e  method of choosing o f f i c e r s  and d i r e c t o r s ,  Sec t ion  - 

15A(k)(2)(C). Moreover, t h e  Act g i v e s  t h e  Commission p lenary  poucr t o  d i s -  - 

approve proposed NASD r u l e s  o r  r u l e  amendments wi thout  t h e  n e c e s s i t v  of 
25 / - 

n o t i c e  o r  oppor tun i ty  f o r  hear ing  t o  any person,  inc lud ing  t h e  NASD. 

Appel lants  have n o t  r a i s e d  t h e  con ten t ion  t h a t  t h e  Board of Governors d i d  

24/ CCH NASD Manual 11 1402, 1406 (1970). The o t h e r  t h r e e  members - 
of t h e  Board of Governors a r e  t h e  P r e s i d e n t  of t h e  Assoc ia t ion  
and one r e p r e s e n t a t i v e  each from t h e  investment company and 
insurance company segments of t h e  s e c u r i t i e s  bus iness ,  a l l  o f  
whom a r e  chosen by t h e  21 menbers. A r t i c l e  I V ,  Sec t ions  3 (e )  
and ( f ) ;  A r t i c l e  V ,  Sec t ion  2 ;  CCH NASD Manual 11 1403; 1452 (1970). 

251 Sec t ion  15A(j) ,  1 5  U.S.C. 780-3(j). We no te ,  however, t h a t  i n  con- - 
nec t ion  wi th  proposed adopt ion of r u l e s  o r  i n t e r p r e t a t i o n o ,  consul- 
t a t i o n s  a r e  had between t h e  NASD and C o d o s i o n  s t a f f s  b e f o r e  
NASD submission t o  t h e  Commission. A s  a  r e s u l t  of  such c o n s u l t a t i o n s ,  
t h e  C o m i s s i o n  r a r e l y  has  had occasion t o  disapprove a  proposed 
r u l e .  The s t a t u t o r y  p m e r  g i v i n g  t h e  C o m i s s i o n  t h i s  v e t o  power 
over  new r u l e s  and r u l e  amendments may be compared wi th  t h e  o t h e r  
q u a s i - l e g i s l a t i v e  superv i sory  powers vis-a-vis  NASD r u l e s  g iven t o  - 

t h e  C o m i s s i o n  which do c a l l  f o r  n o t i c e  and oppor tun i ty  f o r  hear ing ,  - - 
under t h e  circumstanceo s p e c i f i e d  i n  those  s e c t i o n s .  S e c t i o n s  
15A(k) (1) (proceeding t o  abroga te  an  NASD r u l e )  and 15A(k) (2) (pro- 
ceeding t o  al ter  o r  supplement an NASD r u l e ) .  - 



2d 
n o t  f a i r l y  r e p r e s e n t  t h e  members of t h e  NASD o r  t h a t  they had reques ted ,  

and were denied,  an  oppor tun i ty  t o  be  heard r e s p e c t i n g  t h e  a p p l i c a t i o n  of 

e x i s t i n g  NASD r u l e s  t o  t h e i r  p a r t i c u l a r  s i t u a t i o n .  % S i l v e r  v.  - New 

York Stock Exchange, supra ,  373 U.S. 341. We should no te  i n  t h e  

l a t t e r  connection t h a t  Growth Programs, I n c . ,  was afforded an  oppor tun i ty  t o  

and d i d  p r e s e n t ,  by a s e r i e s  of l e t t e r s ,  its views on t h e  i n t e r p r e t a t i o n  t o  

t h e  Board of Governors p r i o r  t o  t h e  adv ice  by t h e  NASD t o  t h a t  member t h a t  i t  

comply the rewi th  ( see  d i s c u s s i o n ,  supra ,  pp. 13-14) (Ratz laf  f  's Deposi t ion,  

Px. 8, 9, 10,  11 and 1 2 ) .  

Even i f  i t  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 being an  express ion of what i t s  r u l e  has  long encom- 

passed,  r epresen ted  a change i n  i ts views as 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 b e  a p p l i e d ,  t h a t  change should have 

no lesser 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.  Baltimore & Ohio Rai l road Co., 294 U.S. 240, 305 (1935), which states t h a t  

" c o n t r a c t s  must be understood as 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  

Here, bo th  an a p p r o p r i a t e  Committee and t h e  Board of Governors of t h e  
NASD, as w e l l  as t h e  Commission, considered t h e  abuses o f  t h e  withdrawal- 
and-reinstatement p r i v i l e g e .  The Record shows t h a t  t h e  Investment Com- 
pan ies  Committee of t h e  NASD recognized t h a t  t h i s  p r i v i l e g e  "was being 
used f o r  a purpose f o r  which i t  had never been in tended and i n  a way 
t h a t  was p o t e n t i a l l y  harmful t o  t h e  funds concerned and t h e i r  share- 
holders"  ( R a t z l a f f ' s  Deposi t ion,  p. 1 4 ) ;  t h a t  t h e  Committee d i scussed  
these  problems wi th  s t a f f  o f f i c i a l s  of t h i s  C o m i s s i o n ,  who expressed 
t h e i r  concern over  " t h e  p o t e n t i a l  f o r  harm t o  the  funds involved" ( i d .  - 
a t  20) and were cons ider ing  t h e  p o s s i b i l i t y  of d i r e c t  Commission 
a c t i o n ;  and t h a t  a t  a meeting of t h e  Investment Companies Com- 
mittee i n  March 1966, i t  was determined t o  have an  i n t e r p r e t a t i o n  , 

d r a f t e d  ( id .  - a t  21-22). Af te r  submit t ing t h e  d r a f t  t o  t h e  members of 
t h e  Committee f o r  comment, t h e  i n t e r p r e t a t i o n  was proposed t o  t h e  NASD 
Board of Governors i n  May of 1966. T h e r e a f t e r  t h e  Board o f  Governors 
adopted t h e  i n t e r p r e t a t i o n ,  having been fu rn i shed  cop ies  of it  i n  
advance of t h e  meeting,  and had it publ ished on ~ u l ~ -  22, 1966 ( i d .  - 
a t  24-25; 33).  



exerc i se  of the  r i g h t f u l  au tho r i t y  o f  t he  Government, and t h a t  no. ob l iga t ion  

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  a u t h o r i t y . "  The a p p e l l a n t s  

appear t o  concede t h e  a u t h o r i t y  of t h e  NASD t o  cance l  e x i s t i n g  c o n t r a c t u a l  

r i g h t s  i f  t h e  c o n t i n u a t i o n  of such r i g h t s  is ' c l e a r l y  i l l e g a l '  (Br 22). It 

h a s  been demonstrated t h a t  t h e  r i g h t s  . -hki-& -.--  ixivolved--I. i. t h e  r i g h t s  t o  u s e  t h e  

withdrawal-and-reinstatement p r i v i l e g e  t o  s p e c u l a t e  wi thout  payment o f  
. .  . . .  . . ... . . . . , . , 

sales f  ees-yare . c l e a r l y  . .contrary . t o  t h e  Malonev. ~ c t .  ~DDel ia t i f  a l e q  

s t a t e :  

"Even should w e  concede t h e  r i g h t  of NASD t o  r e g u l a t e  
c o n t r a c t u a l  arrangements en te red  i n t o  by its members 
wi th  the  p u b l i c  a s  t o  t h e  f u t u r e ,  we vehemently deny 
i t s  r i g h t  t o  c a n c e l  e x i s t i n g  c o n t r a c t s  u n i l a t e r a l l y "  
(Br 19-20). - 

- 

It would seem t h a t  t h e  p u b l i c  p o l i c y  which d i c t a t e s  t h a t  a person may n o t  i n  

t h e  f u t u r e  c o n t r a c t  f o r  unl imited use  o f  t h e  p r i v i l e g e  must a l s o  be deemed t o  

govern c o n t r a c t s  a l r e a d y  i n  ex i s tence .  For, a s  the  NASD concluded, g iven t h e  

number of d o l l a r s  a l ready  inves ted  in t h e  c o n t r a c t u a l  r i g h t  of unl imited use  of 

t h e  withdrawal-and-reinvestment p r i v i l e g e  t h e  abuse of t h i s  p r i v i l e g e  could no t  

meaningfully be c o r r e c t e d  by applying t h e  i n t e r p r e t a t i o n  on ly  t o  f u t u r e  con- 

t r a c t u a l  p lans  ( R a t z l a f f ' s  Deposi t ion,  p. 23). Moreover, a s  we have pointed 

ou t  ( supra ,  p. 13) , t h e  NASD agreed t o  permit t h e  fund sponsor t o  con t inue  

t h e  a d m i n i s t r a t i o n  of t h e  in-and-out p r i v i l e g e  a s  t o  e x i s t i n g  c o n t r a c t  ho lders  

under cond i t ions  less s t r i n g e n t  than those  suggested i n  t h e  NASD i n t e r p r e t a -  

t i o n  on t h e  assumption t h a t  " n a t u r a l  a t t r i t i o n "  would reduce the  s p e c u l a t i v e  

a c t i v i t y  r a p i d l y .  It was n o t  u n t i l  it became apparent  t h a t  n o t  only  had t h e  

a n t i c i p a t e d  a t t r i t i o n  f a i l e d  t o  m a t e r i a l i z e  b u t  t h a t  t h e r e  had been a n e t  



increase  i n  t h e  d o l l a r  amount of t h e  in-and-out t r ansac t i ons  t h a t  t h e  NASD 

advised t he  fund sponsor t h a t  i t  must comply s t r i c t l y  with t he  i n t e r p r e t a t i o n .  

Moreover, t h e  ' f a c t s  presented i n  ' the case a t  ba r  suggest  t h a t  plan: 

ho lders  had cons t ruc t ive ,  i f  no t  a c t u a l ,  knowledge of the  sponsor 's  ob l i -  

ga t ion  to  comply with  a l l  e x i s t i n g  and prospect ive s tandards  of conduct 

e s t ab l i shed  by t he  NASD f o r  adherence by i ts members. All purchasers of 

t h e  con t r ac tua l  plans  i n  quest ion were given no t i ce  t h a t  Growth Programs, 

Inc. ,  t h e  sponsor,  was a member of the  NASD by an  express statement on page 

n ine  of t he  prospectus:  

"The Sponsor is a Delaware corporat ion organized i n  
November, 1961. It is  a r eg i s t e r ed  broker ldea le r  
under t h e  S e c u r i t i e s  Exchange Act of 1934 and a member 
of t h e  National Associat ion of S e c u r i t i e s  Dealers,  
Inc. ,  and is pr imar i ly  engaged i n  t h e  d i s t r i b u t i o n  
of Programs through broker ldea le r  members of t he  asso- 
c i a t i on"  (A 173). 

The ob l iga t i on  on t h e  p a r t  of Growth Programs t o  conform-to t he  NASD's 

requirements would thus appear t o  be a c l e a r l y  implied condi t ion  pursuant t o  

which t he  single-payment con t r ac tua l  plans  involved here in  were purchased. 

Since t h e  i n t e r p r e t a t i o n  i n  quest ion involved only a s ta tement  of 

t h e  accepted conduct of many NASD members and a rea f f i rmat ion  of the  

o r i g i n a l  purpose of t h e  withdrawal-and-reinstatement p r i v i l e g e ,  t he r e  was 

no need f o r  t h e  NASD t o  seek comments i n  advance from t h e  companies 

involved, p a r t i c u l a r l y  i n  view of t h e  conclusion reached by t h e  Commission 

i n  i ts study of mutual funds, noted supra ,  p. 8. Moreover, t h e  NASD did  

s u b s t a n t i a t e  i t s  conclusion t h a t  abuse of t he  p r i v i l e g e  was de t r imenta l  t o  



27 I 
inves tors  i n  the underlying fund a s  wel l  a s  t h e  fund i t s e l f .  I n  t he  

271 Appellants '  claim tha t  t he  NASD's conclusion a s  t o  t h e  p o t e n t i a l  harm - 
r e s u l t i n g  from unlimited use of t he  withdrawal-and-reinstatenent pr iv i -  
l ege  i s  unfounded because Television-Electronics Fund ( the  underlying 
fund of the  cont rac tua l  plans here  involved) has ,  a l l eged ly ,  never 
been faced with a l i q u i d i t y  c r i s i s  due t o  w i thd rma l  a c t i v i t i e s  on 
the p a r t  of programholders (Br 27). It is not  a l t oge the r  c l e a r  t h a t  
the  mi l l ions  of d o l l a r s  of withdrawals and reinstatements  made pursuant 
t o  the  in-and-out p r iv i l ege  (see pp. 9,  13-14, supra) caused no l i q u i d i t y  
s t r e s s e s .  According t o  M r .  Chorn, on behalf of Growth Programs, the  
use of t he  p r iv i l ege  had reached such proport ions t h a t  "Growth Programs 
vo lun ta r i l y  began t o  consider means of dampening the  enthusiasm of cer- 
t a i n  dea l e r s  f o r  t he  use of the  p a r t i a l  withdrawal and reinvestment 
p r iv i l ege  t o  take  advantage of short-term swings i n  the  s tock markettt 
(Ra tz l a f f ' s  Deposition, Px 8 ,  p. 4 ) .  Thus Growth Programs i n  its 
prospectus dated Apr i l  26, 1966, expressly reserved the r i g h t  t o  l i m i t  
exerc i se  of t he  p r iv i l ege  t o  four  times a year  ( i d . ) .  - Fir. Chorn s t a t e d  
t h a t  "(W)e [Growth Programs] a r e  i n  complete accord with the  purpose 
of the  I n t e r p r e t a t i o n  . . . I 1  ( id .  - a t  6) .  A s  we have seen (p. 9,  supra) ,  
a represen ta t ive  of t he  fund 's  sponsor s t a t e d  t h a t  use of t h i s  p r iv i l ege  
caused a "burden" on the  sponsor;and we have seen t h a t  i n  a s i x  nonths 
period the  turnover r e s u l t i n g  from use of the p r iv i l ege  amounted t o  
25% of the  t o t a l  a s s e t s  of the  fund. 

I n  any event ,  t h e  f a c t  t h a t  any one fund has not had a l i q u i d i t y  prob- 
lem i n  the  pas t  does not i nva l ida t e  t h e  NASD's conclusion t h a t  t h i s  is 
a p o t e n t i a l ,  i f  not  p resen t ,  e v i l .  Moreover, t he  i n t e r p r e t a t i o n  was 
designed t o  co r r ec t  and prevent o the r  problems a s  wel l ,  f o r  example, 
the  d i l u t i o n  of the  i n t e r e s t s  of non-speculating shareholders i n  t h e  
fund. The f a c t  t h a t  one of a number of e v i l s  the  i n t e r p r e t a t i o n  w a s  
intended t o  remedy and prevent may not be present  i n  .a p a r t i c u l a r  case 
by no means renders the  i n t e r p r e t a t i o n  inappl icab le  o r  erroneous. See 
North American Co. v. Secur i t i eo  and Exchange Cornission, 327 U.S. 686, 
710-711 (1946), i n  which the  pe t i t i one ra  claimed t h a t  they should be 
exempted from the  operat ion of Sect ion l l ( b ) ( l )  of t he  Publ ic  U t i l i t y  
Holding Company Act of 1935, which r equ i r e s  every publ ic  u t i l i t y  holding 
company t o  limit its operat ions t o  a s i n g l e  in tegra ted  publ ic  u t i l i t y  
system: 

"The contention apparent ly  is  tha t  § l l ( b )  (1) , a s  appl ied t o  North 
American, is uncons t i tu t iona l  s ince  none of the  e v i l s  t h a t  l ed  
Congress t o  enact t h e  s t a t u t e  is present  i n  t h i s  instance.  But 
i f  e v i l s  disclosed themselves which e n t i t l e d  Congress t o  l e g i s l a t e  
a s  it  d id ,  Congress had power t o  l e g i s l a t e  genera l ly ,  unlimited by - 

proof of t he  exis tence of t he  e v i l s  i n  each p a r t i c u l a r  s i t u a t i o n .  - - 
Sect ion l l ( b ) ( l )  is not designed t o  punish pas t  offenders  but t o  
remove what Congress considered t o  be p o t e n t i a l  i f  not a c t u a l  
sources of e v i l .  " - 

- .  



preface t o  the  i n t e r p r e t a t i o n ,  t he  NASD gave examples of why a fund might 

be forced t o  maintain a l i qu id  pos i t i on  without regard t o  any investment 

ob jec t ives  : 

I I reinstatement s a l e s  a lone,  i .e . ,  rcplacemcnt of 
cash previously withdrawn, i n  May, 1966, a r e  
estimated t o  have amounted t o  $100,000,000. 

11 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 peribd, a s  a 
r e s u l t  of planholders withdrawing and put t ing  
back cash." CCH NASD Elanual 11 5261 (1970) . 

I n  addi t ion ,  i n  considering adoption of the  i n t e r p r e t a t i o n ,  t h e  Board of 

Governors of t he  NASD reviewed a repor t  which ind ica ted  t h a t  s a l e s  of s i ng l e  

payment investment con t r ac t s  with the  withdrawal-and-reinstatement p r iv i l ege  
- 

"represented an increas ing  por t ion  of a f a s t  growing segment of t he  
28 / - 

s e c u r i t i e s  industry and t h a t  t he  problem could be expected t o  increase."  

I n  t he  l i g h t  of the  foregoing, the  d i s t r i c t  court  properly concluded: 

"On the  bas i s  of t he  voluminous record i n  t h i s  proceeding, 
we hold t h a t  the  NASD i n t e r p r e t a t i o n  questioned by the  
P l a i n t i f f s  i s  c l e a r l y  wi th in  the power grantedthe NASD 
by the  Maloney Act; t h a t  i t  was issued pursuant t o  proper 
procedure; and t h a t  i t  is reasonable. ' '  (A 787) 

281 Brief of defendant NASD, supra,  note  , p. 27. - 



11. TIIE DISTRICT COURT PROPERLY DETERMINED THAT THE 
ISSUAiiCE BY TIIE NASD, WITH COMMISSION CONCURRENCE, 
OF THE INTERPRETATION OF ITS EXISTING RULE OF FAIR 
PRACTICE D I D  NOT CONSTITUTE A VIOLATION OF THE 
ANTITRUST LAWS. 

The Supreme Court has  had one occasion t o  consider  t h e  s t a n d a r d s  t o  

be u t i l i z e d  i n  r e c o n c i l i n g  t h e  sometimes c o n f l i c t i n g  p o l i c i e s  of the  a n t i -  

t r u s t  laws and t h e  s t a t u t o r y  scheme i n  t h e  S e c u r i t i e s  Exchange Act f o r  

s e l f - r e g u l a t i o n ,  s u b j e c t  t o  C o m i s s i o n  s u p e r v i s i o n ,  of t h e  s e c u r i t i e s  in -  

d u s t r y .  I n  S i l v e r  v. N e w  York Stock Exchange, supra ,  373 U.S. 341, S i l v e r ,  

an over-the-counter broker-dealer i n  s e c u r i t i e s  who was n o t  a member of 

t h e  New York Stock Exchange, arranged f o r  d i rec t -wi re  and t i c k e r  connect ions  

wi th  s e v e r a l  member f i rms  of t h e  Exchange. These wi re  connect ions  were 

e s s e n t i a l  t o  h i s  business .  The Exchange g ran ted  "temporary approval" f o r  

them bu t  t h e r e a f t e r ,  wi thout  p r i o r  n o t i c e  t o  S i l v e r ,  t h e  Exchange d i r e c t e d  

i t s  members t o  d i s c o n t i n u e  t h e  connect ions ,  a s  requ i red  by r u l e s  of t h e  

Exchange. Notwithstanding repea ted  r e q u e s t s ,  o f f i c i a l s  of t h e  Exchange 

re fused  t o  g r a n t  S i l v e r  a  hear ing  o r  even t o  inform him of t h e  reasons  f o r  

t h e  discont inuance of t h e  wi re  s e r v i c e s .  I n s t e a d ,  S i l v e r  was repea ted ly  t o l d  

i t  was t h e  p o l i c y  of t h e  Exchange n o t  t o  d i s c l o s e  t h e  reasons  f o r  such 

ac t ion .  The i s s u e s  before  t h e  Supreme Court r e l a t e d  t o  t h e  cause  of a c t i o n  

a s s e r t e d  by S i l v e r  a g a i n s t  t h e  Exchange and i ts members, contending t h a t  

t h e i r  c o l l e c t i v e  r e f u s a l  t o  cont inue t h e  d i rec t -wi re  connect ions  v i o l a t e d  

t h e  a n t i t r u s t  laws. 

I n  S i l v e r ,  t h e  Supreme Court s t a t e d  a t  t h e  o u t s e t  t h a t ,  a l though i t  

was "plain" t h a t  t h e  c o l l e c t i v e  a c t i o n  of t h e  Exchange and i ts  members (" in  

- 
simple t e r n o ,  a  group boycott")  would, ". . . had it occurred i n  a  con tex t  



f r e e  from o t h e r  f e d e r a l  r e g u l a t i o n ,  c o n s t i t u t e  a per se v i o l a t i o n "  of  t h e  

a n t i t r u s t  laws ( id .  a t  347) ,  ". . . t h e  p resence  of a n o t h e r  s t a t u t o r y  scheme, 

t h a t  of t h e  S e c u r i t i e s  Exchange Act of  1934 . . ." preven ted  such a r e s u l t  
291 - 

( i d .  - a t  349). The Court  noted  t h e  d i f f i c u l t  problem a r i s i n g  "from t h e  need 

t o  r e c o n c i l e  p u r s u i t  o f  t h e  a n t i t r u s t  aim of e l i m i n a t i n g  r e s t r a i n t s  on 

compe t i t ion  w i t h  t h e  e f f e c t i v e  o p e r a t i o n  of a  p u b l i c  p o l i c y  contemplat ing  

t h a t  s e c u r i t i e s  exchanges w i l l  engage i n  s e l f - r e g u l a t i o n  which may w e l l  

have an t i - compe t i t ive  e f f e c t s  i n  g e n e r a l  and i n  s p e c i f i c  a p p l i c a t i o n s "  

It appear s  t h a t  p l a i n t i f f s - a p p e l l a n t s  a rgue  (Br P o i n t  I V ,  pp. 
43-53) t h a t  t h e  a c t i o n  talcen by t h e  NASD i s  a  p e r  c e  v i o l a t i o n  
of t h e  a n t i t r u s t  laws. It i s  c lea r , . however ,  from t h e  language 
of S i l v e r  quoted i n  t h e  t e x t ,  and t h e  ho ld ings  of c o u r t s  which have 
cons ide red  the  q u e s t i o n ,  t h a t  t h e  e x i s t e n c e  of t h e  s t a t u t o r y  scheme 
f o r  s e l f - r e g u l a t i o n  under t h e  S e c u r i t i e s  Exchange Act p reven t s  a  
f i n d i n g  of se v i o l a t i o n  of t h e  a n t i t r u s t  laws. see a l s o  T h i l l  
S e c u r i t i e s  c o r p o r a t i o n  v .  New York Stock Exchange, CCH Fed. Sec. 
L. Rep. 11 92,756 (C.A. 7 ,  August 27, 1970) ; Kaplan v. Lehman B r o t h e r s ,  
371 F. 2d 409 (C.A. 7) , c e r t i o r a r i  den ied ,  389 U.S. 954 (1967),  re- 
hear ing  den ied ,  390 U.S. 912 (1968). 

And -- c f .  , 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 .  , 286 F .  Supp. 
914 (N.D. Ill . ,  1968) ,  a f f ' d  on o t h e r  grounds,  409 F. 2d 872 (C.A. 7 ,  
1969) ,  which h o l d s  t h a t  an  inves tment  conpany p r a c t i c e  approved by 
t h e  Commission pursuant  t o  i ts  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 =  se 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 c u n u l a t i ~ e ~ u a n t i t ~  d i s c o u n t s  i n  
t h e  s a l e  of mutual  funds  is  im.une from a t t a c k  under t h e  Robinson- 
Patman Ac t ,  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 .  . . a  cha l l enge  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  per s e  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  system 
e x i s t s  pur suan t  t o  a  s t a t u t o r i l y  a u t h o r i z e d  r u l e  of  
t h e  SEC." Id .  a t  927. 



( i d .  -- a t  3 4 9 ) .  The "proper approach," s t a t e d  t h e  Supreme Court ,  r e q u i r e s  

". . . an a n a l y s i s  which r e c o n c i l e s  t h e  o p e r a t i o n  of both s t a t u t o r y  schemes 

wi th  one ano the r  r a t h e r  than ho ld ing  one completely ousted."  Not ing,  wi th  

r e s p e c t  t o  t h e  r e g u l a t i o n  of exchanges,  t h a t  t h e  S e c u r i t i e s  Exchange Act 

conta ined "no express  exemption from t h e  a n t i t r u s t  laws o r ,  f o r  t h a t  m a t t e r ,  

from any o t h e r  s t a t u t e "  t h e  Court  s t a t e d  t h a t  any r e p e a l e r  of t h e  a n t i t r u s t  

laws "must be  d i sce rned  a s  a  ma t te r  of i m p l i c a t i o n ,  . . . I 1  and "only t o  

t h e  minimum e x t e n t  necessary"  " to  make t h e  S e c u r i t i e s  Exchange Act work . . ." 
( i d .  a t  3 5 7 . )  . - 

The Court he ld  t h a t ,  s i n c e  t h e r e  had been no o v e r s i g h t  by t h e  Com- 

miss ion of t h e  New York Stock Exchange's a p p l i c a t i o n  of i ts  r u l e s  a s  t o  . 

t h e  use of p r i v a t e  wi re  connect ions  by members wi th  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.  I n  r each ing  t h i s  conc lus ion ,  

t h e  Court noted t h a t  t h e  S e c u r i t i e s  Exchange Act ". . . does  no t  g i v e  t h e  

Commission j u r i s d i c t i o n  t o  review p a r t i c u l a r  i n s t a n c e s  of  enforcement of  

exchange r u l e s "  ( i d .  a t  3 5 7 ) .  This  "absence of Commission j u r i s d i c t i o n , "  

s a i d  t h e  Cour t ,  c o n t r i b u t e s  t o  t h e  s o l u t i o n  of t h e  problem ( id .  a t  3 5 8 ) .  

The Court i n d i c a t e d  t h a t  some form of  review of exchange s e l f - p o l i c i n g ,  

whether by t h e  a d m i n i s t r a t i v e  agency o r  by t h e  c o u r t s ,  was necessary .  

Since  t h e r e  was no agency check on t h e  a c t i o n  of t h e  Exchange i n  

t h a t  p a r t i c u l a r  c a s e  : I .  . . it fo l lows  t h a t  t h e  a n t i t r u s t  laws a r e  p e c u l i a r l y  

a p p r o p r i a t e  a s  a  check upon a n t i c o m p e t i t i v e  a c t s  of exchanges which con- 

f l i c t  wi th  t h e i r  duty  t o  keep t h e i r  o p e r a t i o n s  and those  of  t h e i r  m e h e r s  

honest  and v i a b l e "  ( i d .  a t  3 6 0 ) .  Noting t h a t  t h e  s t a t u t o r y  scheme 



of t h e  S e c u r i t i e s  Exchange Act "is n o t  s u f f i c i e n t l y  pe rvas ive  t o  c r e a t e  a  

t o t a l  exemption . . ." of t h e  s t o c k  exchanges from l i a b i l i t y  under t h e  a n t i -  

t r u s t  laws, t h e  Court n e v e r t h e l e s s  s t a t e d  t h a t  ". . . i t  is  a l s o  t r u e  t h a t  

p a r t i c u l a r  i n s t a n c e s  of exchange s e l f - r e g u l a t i o n  which f a l l  w i t h i n  t h e  scope 

and purposes of t h e  S e c u r i t i e s  Exchange Act may be regarded a s  j u s t i f i e d  i n  

answer t o  the  a s s e r t i o n  of an a n t i t r u s t  claim" ( i d .  - a t  360-361). 

The Court i n  S i l v e r  held  t h a t  t h e  a c t  of s e l f - r e g u l a t i o n  t h e r e  

involved was n o t  j u s t i f i e d  ". . . because t h e  c o l l e c t i v e  r e f u s a l  t o  con- 

t i n u e  t h e  p r i v a t e  w i r e s  occurred under t o t a l l y  u n j u s t i f i a b l e  circumstances" 

( id .  -- a t  361). The Court emphasized t h a t  t h e r e  must b e  some method f o r  

t e l l i n g  a  p r o t e s t i n g  non-member of t h e  Exchange why a  r u l e  was being in -  

voked s o  a s  t o  harm him and a l lowing him an oppor tun i ty  t o  r e p l y .  The Court 

f u r t h e r  noted t h a t  t h e  a n t i t r u s t  c o u r t  might perform its func t ions  more 

e f f e c t i v e l y  i f  t h e  Exchange would " i l lumina te  t h e  c i rcumstances  under which 

i t  has  acted"  ( id .  a t  363). 

The a c t i o n  of t h e  NASD h e r e  under review is a most d i r e c t  mani fes ta t ion  

of t h e  goa l  of t h e  S e c u r i t i e s  Exchange Act t o  p r o t e c t  i n v e s t o r s .  I n  S i l v e r ,  

a s  w e l l  a s  i n  almost a l l  of t h e  o t h e r  c a s e s  c i t e d  by a p p e l l a n t s  i n  t h e  

a n t i t r u s t  p o r t i o n  of t h e i r  b r i e f ,  t h e  chal lenged a c t i o n s  were much more re-  

l a t e d  t o  a  p o s s i b l e  e l i m i n a t i o n  of compet i t ion between bus iness  compet i tors .  

l iere,  i n  t h e  u l t i m a t e  a n a l y s i s ,  i s  an a c t i o n  taken by a  s e l f - r e g u l a t o r y  

body governing conduct of brokers  i n  t h e  over-the-counter market,  wi th  

t h e  a c t i v e  approval  of t h e  Commission, in tended s o l e l y  t o  p r o t e c t  t h e  poten- 

t i a l l y  m i l l i o n s  of p u b l i c  i n v e s t o r s  i n  mutual funds  from the  excess ive  and 

abusive  use  of s p e c u l a t i v e  dev ices  by a  r e l a t i v e l y  smal l  number of i n v e s t o r s .  
- 

I n  our  view t h e  a c t i o n  taken by t h e  NASD was necessary  t o  make t h e  S e c u r i t i e s  



Exchange Act work. 

Unlike t h e  a c t i o n  of t h e  Exchange i n  S i lve r - -d i scon t inu ing  wi thout  

exp lana t ion  t h e  wi re  and t i c k e r  s e r v i c e s  t h e r e t o f o r e  a f f o r d e d  Si lver- -here  

t h e  reasons  f o r  t h e  NASD i n t e r p r e t a t i o n  have been f u l l y  s e t  f o r t h  and no 

one is  i n  t h e  dark  about them. Here,  a l l  t h e  c i rcumstances  under which t h e  

s e l f - r e g u l a t o r y  agency has  a c t e d  have been " i l luminated."  Ilence , t h e  

fundamental u n f a i r n e s s  which t roub led  t h e  Suprene Court  i n  Si lver- - the  

r e f u s a l  t o  d i v u l g e  t h e  reasons  f o r  t h e  Exchange's ac t ions - - i s  n o t  p r e s e n t  

he re .  

We do n o t  u rge  t h a t  t h e  s t a t u t o r y  scheme of s e l f - r e g u l a 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  under government o v e r s i g h t  (whi le  even 

somewhat more pe rvas ive ,  i n  r e s p e c t s  m a t e r i a l  h e r e ,  than t h e  analogous form - 

of r e g u l a t i o n  over  n a t i o n a l  s e c u r i t i e s  exchanges wi th  which t h e  Supreme 

Court d e a l t  i n  t h e  S i l v e r  case  ( s e e  pp. 35-36, i n f r a ) )  pe rmi t s  t h e  NASD and 

i ts  members t o  en joy  a  b lanke t  immunity from l i a b i l i t y  under the  a n t i t r u s t  

laws f o r  whatever s i n g u l a r  o r  c o l l e c t i v e  a c t i o n  they may take .  Ra the r ,  

under t h e  "guiding p r i n c i p l e  t o  r e c o n c i l i a t i o n "  s e t  f o r t h  by t h e  Supreme 

Court i n  t h e  S i l v e r  c a s e ,  373 U.S. a t  357--ant i t rus t  immunity t o  t h e  minimum 

e x t e n t  necessary  t o  make t h e  S e c u r i t i e s  Exchange Act work--there must be 

such immunity here .  Unlike S i l v e r ,  which involved t h e  a c t i o n  of t h e  Exchange 

d i r e c t e d  a t  one i n d i v i d u a l  and wi thout  governmental o v e r s i g h t  o r  guidance 

wi th  regard  t o  t h a t  a c t i o n ,  h e r e ,  a s  we have noted e a r l i e r  i n  t h i s  b r i e f ,  

t h e  a c t i o n  of t h e  NASD is in tended t o  be of wide a p p l i c a t i o n  and was taken 

n o t  only  under t h e  d i r e c t  o v e r s i g h t  of  t h e  Commission b u t ,  moreover, 

i n  accordance w i t h  t h e  Commission's view expressed i n  a  r e p o r t  t o  Congress - 



3 9  
and a f t e r  d i s c u s s i o n s  between t h e  s t a f f s  o f  t h e  NASD and t h e  C o m i s s i o n .  

The S i l v e r  c a s e  and t h e  T h i l l  c a s e  ( s e e  f o o t n o t e  below) a r e  a l s o  d i s -  

t i n g u i s h a b l e  by reason  of t h e  s p e c i f i c  o v e r s i g h t  g iven t o  t h i s  C o m i s s i o n  

i n  t h e  a n t i t r u s t  a r e a  over  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 .  While t h e  

S e c u r i t i e s  Exchange Act (and i ts l e g i s l a t i v e  h i s t o r y )  d e a l s  wi th  t h e  a n t i -  

compe t i t ive  a s p e c t s  of  exchange r u l e s  on ly  by i m p l i c a t i o n ,  t h e  Maloney 

Act e x p l i c i t l y  p rov ides  t h a t  t h e  Commission is t o  c o n s i d e r  a n t i t r u s t  

e f f e c t s  i n  connect ion  wi th  t h e  r u l e s  o f  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 .  

S e c t i o n  15A(b)(8) r e q u i r e s ,  i n t e r  a l i a ,  t h a t  a  r e g i s t e r e d  a s s o c i a t i o n ' s  

r u l e s  be  "not  des igned t o  pe rmi t  u n f a i r  d i s c r i m i n a t i o n  between c u s t o n e r s  

o r  i s s u e r s ,  o r  b roker s  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 

3 9  The presence  of a c t i v e  C o m i s s i o n  o v e r s i g h t  a l s o  d i s t i n g u i s h e s  t h e  . 
p r e s e n t  c a s e  from T h i l l  S e c u r i t i e s  Corpora t ion  v. New York Stock 
Exchange, CCH Fed. Sec. L. Rep. 11 92,756 (C.A. 7, August 27, 1970, 
set f o r t h  i n  pp. 1-7 of  t h e  appendix t o  t h e  a p p e l l a n t s '  b r i e f  i n  
t h i s  Cour t ) .  I n  T h i l l ,  which involved t h e  a n t i t r u s t  i m p l i c a t i o n s  
of  t h e  New York Stock Exchange's a n t i - r e b a t e  r u l e  ( a l l e g e d  t o  have 
e f f e c t i v e l y  denied  non-members a c c e s s  t o  t h e  ~ x c h a n g e ) ,  t h e  c o u r t  o f  
appea l s  r eve r sed  t h e  d e c i s i o n  o f  t h e  d i s t r i c t  c o u r t ,  which had 
g ran ted  summary judgment f o r  t h e  Exchange, and remanded t h e  c a s e  
f o r  f u l l  proceedings  t o  determine  whether t h e  r u l e  i n  q u e s t i o n  is 
"necessary  t o  make t h e  Act 'work," t h e  s t a n d a r d  e s t a b l i s h e d  by S i l v e r .  
Judge Campbell, i n  h i s  op in ion  f o r  t h e  c o u r t ,  r e j e c t e d  t h e  view of  
t h e  d i s t r i c t  c o u r t  i n  t h a t  c a s e  t h a t  " . . . t h e  mere p o s s i b i l i t y  
of  SEC review wraps t h e  conduct  of  t h e  Exchange i n  a n  impregnable 
s h i e l d  of a n t i t r u s t  immunity.)' Judge Campbell noted  t h a t  t h e r e  
was no evidence  i n  t h e  r ecord  ". . . a s  t o  t h e  e x t e n t  t o  which 
t h e  cha l l enged  r u l e  is s u b j e c t  t o  a c t u a l  review by t h e  SEC; 
t h e r e  is  no evidence  as t o  what i n  t h e  r e g u l a t o r y  scheme 'performs 
t h e  a n t i t r u s t  f u n c t i o n ' ;  and, most n o t a b l y ,  t h e r e  is  no evidence  
a s  t o  why t h e  a n t i - r e b a t e  rule mst be  p rese rved  a s  ' necessa ry  
t o  make t h e  S e c u r i t i e s  Exchange Act work"' ( i d .  a t  99,296). - 



schedule  of p r i c e s ,  o r  t o  impose any schedu le  o r  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  ." I n  a d d i t i o n  t h e  

a s s o c i a t i o n ' s  r u l e s  a r e  r e q u i r e d  under t h a t  s u b s e c t i o n  " t o  remove impedi- 

ments t o  and p e r f e c t  t h e  mechanism of a  f r e e  and open market." These 

p rov i s ions  a r e  enforced by t h e  C o m i s s i o n  n o t  on ly  i n  connect ion wi th  

i t s  f i n d i n g s  when an a s s o c i a t i o n  seeks  t o  r e g i s t e r  bu t  a l s o  through t h e  

Con~mission's p a r e r  t o  ab roga te  r u l e s  when necessa ry  t o  " e f f e c t u a t e  t h e  

purposes" of t h e  S e c u r i t i e s  Exchange Act (Sec t ion  15A(k) ( 1 ) ) ,  t o  d isapprove 

an a s s o c i a t i o n ' s  r u l e  p roposa l s  i n  advance of t h e i r  e f f e c t i v e  d a t e  

(Sec t ion  15A( j ) ) ,  and t o  review d i s c i p l i n a r y  proceedings of  an  a s s o c i a t i o n  
311 

(Sec t ion  15A(h) ( 1 ) ) .  

lsloreover, a s  t h e  Supreme Court noted i n  S i l v e r ,  t h e  S e c u r i t i e s  

Exchange Act c o n t a i n s ,  w i t h  regard  t o  exchange r e g u l a t i o n ,  "no express  

exemption from t h e  a n t i t r u s t  laws o r ,  f o r  t h a t  m a t t e r ,  from any o t h e r  

s t a t u t e "  ( id .  - a t  357). On t h e  o t h e r  hand, S e c t i o n  15A(n) of t h e  Plaloney 

Act provides  : 

" I f  any p r o v i s i o n  of t h i s  s e c t i o n  is i n  c o n f l i c t  wi th  any 
p rov i s ion  of  any law of t h e  United S t a t e s  i n  f o r c e  on t h e  
d a t e  t h i s  s e c t i o n  t a k e s  e f f e c t  [June 25, 19381, t h e  p r o v i s i o n  
of t h i s  s e c t i o n  s h a l l  p r e v a i l .  " 

1 Chief JudgeSwyger t ,  concurr ing i n  t h e T h i l l c a s e ,  r e j e c t e d  t h e  
argument made by t h e  New York Stock Exchange t h a t  t h e  absence - 
of d i s c u s s i o n  of  t h e  an t i - compet i t ive  a s p e c t s  of exchange r u l e s  
i n  t h e  l e g i s l a t i v e  h i s t o r y  of t h e  S e c u r i t i e s  Exchange Act con- 
s t i t u t e d  an implied r e p e a l  of  t h e  a n t i t r u s t  laws f o r  r u l e s  w i t h i n  
t h e  domain of exchange r e g u l a t i o n ,  s t a t i n g :  "This argument seems 
e s p e c i a l l y  weak i n  l i g h t  of t h e  Maloney Act ,  1 5  U.S.C. §§78a-hh, 
enacted i n  1938, which express ly  provides  f o r  c o n s i d e r a t i o n  by 
t h e  SEC of an t i - compet i t ive  p r a c t i c e s  i n  analogous r e g u l a t i o n  
of  r e g i s t e r e d  s e c u r i t i e s  a s s o c i a t i o n s .  Thus t h e  a v a i l a b i l i t y  
of  SEC review of  exchange s e l f - r e g u l a t i o n  under Sec t ion  19(b)  is ,  
i n  my view, i r r e l e v a n t  t o  t h e  scope o f  exchange exemption from 
t h e  a n t i t r u s t  laws." ( I d .  - a t  p. 39,301). 



This provis ion has been in t e rp re t ed  by the  Supreme Court a s  conferr ing 

upon a  na t iona l  s e c u r i t i e s  assoc ia t ion  a  measure of a n t i t r u s t  immunity: 

". . . [T]he t yp i ca l  method adopted by Congress when i t  
has l i f t e d  the  ban of t he  Sherman Act is the  sc ru t iny  
and approval of the designated publ ic  represen ta t ives  . . . . 
And see  the  Maloney Act (§15A of the  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 assoc ia t ions  of brokers and dea l e r s  with the  approval 
of the Secu r i t i e s  and Exchange Comission and e s t ab l i sh ing  
continuous supervis ion by the  Commission over spec i f i ed  
a c t i v i t i e s  of such assoc ia t ions .  " 321 

I n  summary the  concept of se l f - regula t ion  embodied i n  t h e  Plaloney 

Act necessar i ly  contemplates c o l l e c t i v e  ac t i on  by na t iona l  s e c u r i t i e s  

assoc ia t ions ,  such a s  the NASD, together  with t h e i r  members i n  promulgating 

and enforcing ru 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 to ry ,  the s t a t u t o r y  

scheme of the ?laloney Act 

"is based upon cooperative regula t ion ,  i n  which the 
task  w i l l  be l a rge ly  performed by represen ta t ive  
organizat ions of investment bankers, dea l e r s  and 
brokers ,  with t he  Government exercis ing appropr ia te  
supervis ion i n  the  publ ic  i n t e r e s t ,  and exercis ing 
supplementary powers of d i r e c t  regulat ion."  S. Rep. 
No. 1455 a t  4  and H.R. Rep. No. 2307 a t  4-5, 7th Cong., 
3d Sess.  (1938). 

Where, a s  here ,  the se l f - regula tory  ac t i on  is  taken with t he  express con- 

currence of the  Commission t o  e l iminate  i n ju ry  t o  inves tors  t ha t  has 

3 2 1  United S t a t e s  v. Socony Vacuum O i l  Co., 310 U.S. 150, 227, n.60 
(1940). 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, 810 n.16 (1961) (dissent ing opinion of M r .  J u s t i c e  
Frankfur te r ) ,  ind ica t ing  t h a t  "Sections 1 5 ~ ( i )  and (n)  of the  
Exchange Act authorize the  NASD t o  formulate r u l e s  which s t i p u l a t e  
t h a t  members s h a l l  refuse t o  d e a l  with nonmembers with imnunity 
from the a n t i t r u s t  laws." 



been po in ted  o u t  by t h i s  Commission, t h e  s e l f - r e g u l a t o r y  body should  

n o t  have t o  r i s k  s a n c t i o n s  under t h e  a n t i t r u s t  laws. I f  i n  these  cir- 

cumstances t h e  s e l f - r e g u l a t o r y  o r g a n i z a t i o n  canno t ,  under a p p r o p r i a t e  

Commission s u p e r v i s i o n ,  a c t  f r e e l y  t o  govern i t s  members i n  t h e i r  d e a l i n g s  

w i t h  t h i r d  p a r t i e s  a s  w e l l  a s  w i t h  o t h e r  members, t h e  r e g u l a t o r y  d e s i g n  

of Congress would be  f r u s t r a t e d .  

CONCLUSION 

For t h e  fo rego ing  r e a s o n s ,  t h e  o r d e r  of t h e  d i s t r i c t  c o u r t  should 

be  a f f i rmed .  
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