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Should Securities Industry Self-
Regulatory Organizations Be Considered

Government Agencies?

Roberta S. Karmel*

Introduction

Securities industry self-regulatory organizations ("SROs") began as private

sector membership organizations of securities industry professionals. They set

standards of conduct for their members and disciplined errant members. Securities

industry SROs existed before the federal securities laws were enacted in 1933 and

1934, and important concepts of federal law were taken from SRO regulation and

became an added layer of regulation on top of SRO regulation.' Over the last

seventy-five years, SROs have grown in membership and become more powerful

organizations, but they also have become integrated into the scheme of federal

statutory regulation, and now operate subject to Securities and Exchange

Commission ("SEC") oversight of all of their activities. Moreover, as SROs have

proliferated, some new SROs have been created by amendments to the securities

laws. They are thus a peculiar mix of private sector self-regulation and delegated

governmental regulation.

This article addresses the questions of whether, and to what extent,

securities industry SROs have become government agencies, and whether, and to

what extent, they should be subject to constitutional and statutory controls on

government agencies, focusing principally on the Financial Industry Regulatory

* Roberta S. Karmel is Centennial Professor of Law at Brooklyn Law School and Co-
Director of the Center for the Study of International Business Law at Brooklyn Law School.
She is a former Commissioner of the Securities and Exchange Comnission, a former director
of the New York Stock Exchange, Inc. and a former member of the National Adjudicatory
Council of the NASD. A summer research stipend from Dean Joan Wexler, Brooklyn Law
School, is gratefully acknowledged. The research assistance of Leigh Duffy, Brooklyn Law
School student, is also appreciated and acknowledged. Thanks also are due to my colleagues
Jason Mazzone and Nelson Tebbe for their helpful comments.

1 See Special Study on Market Structure, Listing Standards and Corporate Governance, 57
Bus. LAW. 1487,1489-1510 (2002).
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Agency ("FINRA"), a new entity which combined the National Association of
Securities Dealers, Inc. ("NASD") and the member regulatory functions of NYSE
Group, Inc. ("NYSE"). 2 The cases addressing these issues are contradictory, and
generally not based on any overriding constitutional law principles. In some areas,
the courts have just stated that an SRO is exercising delegated governmental power.
In other areas, the courts have stated that an SRO is a private membership
organization. Sometimes, courts have distinguished between the commercial and
regulatory functions of SROs, in order to draw lines separating the laws applicable to

government agencies from those applicable to private sector organizations.
However, it should be noted at the outset that FINRA, unlike a stock exchange, has

no commercial activities. The author's conclusion is that categorizing FINRA as a
government agency, at this time, would not necessarily be useful, since FINRA is
able to operate with more flexibility than a government agency, but when FINRA is
exercising investigative and disciplinary functions it should be treated like a
government agency. Furthermore, to the extent practicable FINRA should operate
according to transparency standards applicable to government agencies.

The stated purpose for the consolidation of the NASD and NYSE's
regulatory arm is to bring more efficiency to securities industry regulatory efforts by
creating a single rule book for broker-dealers. FINRA was designed as a monopoly
SRO under the active and direct oversight of the SEC.3 Although both the NASD and
the NYSE have long histories as SROs, subject to increasingly pervasive and
statutorily based SEC regulation, the creation of FINRA poses a question long
lurking in the structure and operation of the NASD: was the NASD for all practical

purposes a government agency, and if so, what are the constitutional and
administrative law ramifications of such a conclusion for its new incarnation,
FINRA?

2 See Susanne Craig, Deals and Dealmakers: For the NASD, Goodbye SIRA - Kay-Syrah
Sira-- Street's Securities Cop Renames Itself After Flap; A Muslim Connection, WALL ST. J., July 13,
2007, at C2. PressRelease, FINRA, NASD and NYSE Member Regulation Combine to Form the
Financial Industry Regulatory Authority-FINRA; FINRA Commences Operations as the Securities
Industry's Largest Non-Governmental Regulatory Organization, available at
http://www.finra.org/PressRoom/newsReleases/2007NewsReleases/PO36329.

3 The SEC approved a rule to amend the NASD By-Laws to accomplish this merger in
Order Approving Proposed Rule Change to Amend the By-Laws of NASD to Implement
Governance and Related Changes to Accommodate the Consolidation of the Member Firm
Regulatory Functions of NASD and NYSE Regulation, Inc., Exchange Act Release No. 56145
(July 26, 2007) [hereinafter SEC FINRA Approval].
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Both the NASD and the NYSE began as voluntary organizations of broker-

dealers. Thereafter, the SEC obtained statutory authority to oversee their activities

pursuant to the Securities Exchange Act of 1934 ("Exchange Act"). 4 From the

enactment of that statute until the present, Congress and the SEC have struggled to

convert SROs from "private clubs" to public bodies, frequently exploiting scandals

to impose governance reforms on exchanges and the NASD.5 In 1983, every broker-

dealer registered with the SEC became required by statute to become a member of

the NASD.
6

Exchanges and the NASD long served two functions. They were

marketplaces for the trading of securities and regulators of their markets and their

members. As marketplaces, they engaged in fixing commissions and spreads until

these anti-competitive practices were banned by the SEC.7 These anti-competitive,

but long permitted activities, gave SRO members the incentive to remain members of

exchanges and the NASD and to uphold just and equitable principles of trade. As

regulators, they adopted rules, which can have the force of federal law,8 and

disciplined member firms and their associated members. These rules covered the

handling of transactions in the markets, requirements relating to the internal

operations of member firms and rules of fair practice for dealing with customers.9 In

addition, they operated arbitration facilities for disputes between member firms and

their employees and between member firms and their customers.10

Recently, the NYSE and the NASD separated their market and regulatory

functions into separate entities. Now that the broker-dealer regulatory functions of

the NYSE and NASD have merged, the monopoly status of FINRA strengthens its

4 15 U.S.C. § 78a et seq. (2000).
5 See also Norman S. Poser, The Stock Exchanges of the United States and Europe:

Automation, Globalization, and Consolidation, 22 U. PA. J. INT'L ECON. L. 497, 516 (2001). See
generally Roberta S. Karmel, Turning Seats Into Shares: Causes and Implications of Demutualization
of Stock and Futures Exchanges, 53 HASTINGS L.J. 367, 403-09 (2002).

6 Exchange Act § 15(b)(8), 15 U.S.C. § 78o(b)(8) (Supp. II 2002). There is an exemption
for broker-dealers doing business exclusively on a stock exchange. See Pub. L. No. 98-38, §
3(a), 97 Stat. 206 (1983). With the merger of the NASD and NYSE Regulation, Inc., this
exemption will no longer be relevant as such broker-dealers were NYSE members.

7 See Credit Suisse Sec. (USA) v. Billing, 127 S. Ct. 2383 (2007). See also Poser, supra
note 6, at 510-11.

8 Credit Suisse First Boston Corp. v. Grunwald, 400 F.3d 1119 (9th Cir. 2005).
9 See THOMAS LEE HAZEN, THE LAW OF SECURITIEs REGULATION (5th ed. 2005), at §§

14.1[3].
10 See id. at § 15.
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role as a regulator of broker-dealers. In connection with these developments, the SEC
exercised greater plenary power over the governance structure of the SROs. Over the
years, the NYSE and the NASD have been treated as private sector business
organizations for certain purposes, and as government or quasi-government entities
for other purposes. Is FINRA, now organized and recognized, and functioning only
as a regulator under the aegis of the SEC, a government regulator? And if so, what
are the implications of such a determination? These questions need to be examined
in the context of similar questions being raised with regard to a new securities
industry regulator, the Public Company Accounting Oversight Board ("PCAOB"),
which was structured, in theory, as neither an SRO nor a government agency, and
which has been challenged as an unconstitutional organization.1

Regardless of whether the PCAOB should properly be categorized as a
government regulator, a self-regulator, or neither, it is unlikely that the courts will
decide that the NASD, which operated for almost seventy years as an SRO, has
somehow become an unconstitutional government agency now that it has become
FINRA. Nevertheless, its increasing government-like functions and operations raise
the question of what checks and balances and due process procedures are necessary
for such an SRO to have constitutional law accountability and administrative law
legitimacy. This article will address several important aspects of FINRA's functions
and legal status which raise the following issues: first, FINRA's immunity from suit;
second, the right of persons under FINRA investigation to claim their privilege
against self-incrimination under the Fifth Amendment; third, the role of FINRA as
manager of broker-dealer arbitration facilities; fourth, the due process rights of
persons prosecuted by FINRA; and fifth, FINRA's role with respect to anti-trust and
preemption issues.

Part II of this article will set forth the constitutional issues inherent in
FINRA's status as an SRO in the context of its history under the Exchange Act, which
has been repeatedly amended to grant the SEC more control of SROs. This analysis is

11 See Free Ent. Fund v. Pub. Co. Accounting Oversight Bd., 2008 U.S. App. LEXIS
18029 (D.C. Cir. Aug. 22, 2008). The district court assumed the PCAOB was a government
regulator and addressed Appointments Clause issues, as did the circuit court. In 1975,
Congress created the Securities Investment Protection Corporation ("SIPC"), as a broker-
dealer membership corporation, and specified that it shall not be "an agency or establishment
of the United States Government." Pub. L. 91-958, 84 Stat. 1636, § 3 (1975), 15 U.S.C. § 78ccc
(2000). The PCAOB regulates accountants who file documents with the SEC. SIPC is an insurer
of funds and securities in broker-dealer customer accounts.
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related to the Appointments Clause issues which have been raised with respect to

the governance of the PCAOB, but unlike the PCAOB, FINRA's directors are not

directly appointed by the SEC. Part III will discuss cases addressing the NASD's or

NYSE's immunity from suit for their regulatory decisions and functions, the right of

persons under NASD investigation to claim deprivation of their Fifth Amendment

rights, and the status of NASD arbitration facilities. Part IV will discuss the

constitutional and administrative due process rights of persons subject to FINRA

investigations and enforcement actions and FINRA rule-making, and inquire

whether further rights should be accorded to persons who are SRO members. Part V

will discuss the status of SRO rules in cases posing preemption and antitrust issues.

The article will conclude that as long as the securities industry, rather than the SEC,

controls the governance of FINRA and the selection of its Board of Governors,

FINRA will not be a government entity, but since FINRA will be exercising

delegated governmental functions with regard to discipline and rule-making,

fundamental constitutional and administrative law protections should be afforded to

persons affected by these activities.
Each of these issues could probably generate an article on its own, so to

some extent this article will be speculative and hopefully will spark further work by

the author and by others. These are difficult and important issues that go to the heart

of the legitimacy of the administrative state in which we live and work, at a time

when governmental functions are being continually privatized or outsourced. Such

outsourcing raises constitutional accountability issues, which in the case of FINRA

become a question of whether FINRA should be accountable to its members, who are

forced to join by federal statute, or to the general public. Furthermore, if FINRA has

indeed become a public organization, what distinguishes it from a government

agency?

I. Factors for Determining Whether FINRA Should Be Considered a

Government Agency

A. The Constitutional Framework
In theory, the government cannot delegate its power to a private standard

setting body, but there have been no cases striking down legislation on non-
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delegation grounds since the mid-1930s.12 Although some academics have argued for

a resuscitation of the non-delegation doctrine, 13 the Supreme Court has preferred to
invoke the separation of powers doctrine or other principles when non-delegation

has been invoked.14 Generally courts have upheld legislation delegating

governmental power to administrative agencies on the ground that an intelligible
principle is laid down in the statute for the agency to follow. 15

The problem of a delegation by an agency, which is itself exercising

delegated powers, to a private standard setting body like FINRA further confounds

the question of whether the private body either is exercising delegated governmental

power or is, indeed, a government entity. Yet, such privatization of governmental
functions has become increasingly common. 16 There are two basic analyses pursuant

to which FINRA might be considered to be either a government agency or a private

body exercising delegated governmental power. These are the public entity and the

state action doctrines.
Because the U.S. Constitution applies to the government, private entities

generally are not liable for infringing constitutional protections of individuals.
Nevertheless, private entities and individuals are required to comply with

constitutional imperatives if they are acting as the state. This is sometimes referred to

as the public entity doctrine, which emanates from Lebron v. National Railroad

Passenger Corp.'7 in which the Court ruled that Amtrak was a public entity or the

Government itself for constitutional purposes, even though Congress declared that it

12 See A.L.A. Schechter Poultry Corp. v. United States, 295 U.S. 495 (1935); Panama
Ref. Co. v. Ryan, 293 U.S. 388 (1935). See also Clinton v. City of New York, 524 U.S. 417, 484-91
(1998) (Breyer, J., dissenting).

13 See STEPHEN G. BREYER ET AL., ADMINISTRATIVE LAW AND REGULATORY POLICY 67-68
(6th ed. 2006). Other scholars have argued to the contrary. Id.

14 See, e.g., Clinton, 524 U.S. 417 ; Mistretta v. United States, 488 U.S. 361, 371-80 (1989)
(Scalia, J., dissenting); INS v. Chadha, 462 U.S. 919 (1983). See also Steven G. Calabresi, The
Centrality of Clinton v. City of New York, 99 Nw. U. L. REV. 77, 85-86 (2004). See also Free Ent.
Fund v. Pub. Co. Accounting Oversight Bd., 2008 U.S. App. LEXIS 18029 (D.C. Cir. Aug. 22,
2008) (Kavanaugh, J., dissenting), at 53-54.

15 J.W. Hampton, Jr. & Co. v. United States, 276 U.S. 394, 406 (1928); Yakus v. United
States, 321 U.S. 414 (1944). See, e.g., Am. Power & Light Co. v. SEC, 329 U.S. 90 (1946).

16 See John J. Dilulio, Jr., Government by Proxy: A Faithful Overview, 116 HARV. L. REV.

1271 (2002); Jody Freeman, The Private Role in Public Governance, 75 N.Y.U. L. REV. 543 (2000);
Gillian E. Metzger, Privatization as Delegation, 103 CoLuM. L. REV. 1367 (2003); Steven J.
Schwarcz, Private Ordering, 97 Nw. U. L. REV. 319 (2002).

17 513 U.S. 374 (1995).
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would not be an agency of the United States.18 In order to meet the tests for

categorizing a private corporation as a government entity after Lebron, courts have

required the following:

"[Only if (1) the government created the corporate entity by special

law, (2) the government created the entity to further governmental

objectives, and (3) the government retains permanent authority to

appoint a majority of the directors of the corporation will the

corporation be deemed a government entity for the purpose of the

state action requirement." 19

As will be demonstrated below, FINRA is not a governmental entity under

this formulation since it was not created by special law and the government will not

appoint a majority of its directors. Nevertheless, FINRA could not exist without SEC

approval, and the SEC has dictated the composition of its board of governors,

although not the persons who will serve on the board. This differentiates FINRA

from the PCAOB, which was created by a special statute and whose chairman and

directors are appointed by the SEC, and thus may well be a government entity under

the Lebron analysis. 20

Another level of analysis with respect to FINRA is whether, since it is

funded entirely by assessments on the securities industry, the government has

delegated taxing authority to a private body. At least one scholar has argued that the

taxing authority should not be delegated, as this is a prerogative of the Congress. 21

18 Id. at 391. Previously, in San Francisco Arts & Athletics, Inc. v. United States Olympic
Comm., 483 U.S. 522, 543 (1987), the Court held that a committee was not a part of the
government required to comply with the Constitution, although it had been chartered by
Congress, was regulated by federal law, and was partially federally funded.

19 Horvath v. Westport Library Ass'n, 362 F.3d 147, 153 (2d Cir. 2004), quoting Hack
v. President & Fellows of Yale Coll., 237 F.3d 81, 84 (2d Cir. 2000).

20 See Donna Nagy, Playing Peekaboo With Constitutional Law: The PCAOB and Its
Public/Private Status, 80 NOTRE DAME L. REV. 975 (2005) [hereinafter Nagy]. That the PCAOB is
a government entity was essentially conceded in Free Ent. Fund v. Pub. Co. Accounting
Oversight Bd., 2007 U.S. Dist. LEXIS 24310 (Mar. 21, 2007), and this issue was not addressed
on appeal. SIPC has a board of directors of seven persons, one appointed by the Secretary of
the Treasury, one appointed by the Federal Reserve Board, and five by the President with the
advice and consent of the Senate. 78 U.S.C. ccc (c) (2000). Yet, the statute creating SIPC
specifies that it is not a government agency. See Horvath, 362 F.3d 147.

21 See Ronald J. Krotoszynski, Reconsidering the Nondelegation Doctrine: Universal
Service, the Power to Tax and the Ratification Doctrine, 80 IND. L. J. 239, 241 (2005). According to



Stanford Journal of Law, Business & Finance

On the other hand, as will be explained below, FINRA did not originate as an agency
created by the government, but began as a private organization that was gradually
transformed into an agency which exercises governmental functions.

Under the state action doctrine, the courts examine whether the conduct or
activities of a private party can be attributed to the government for purposes of
constitutional law accountability. The cases in this area are, at best, fact-specific and
doctrinally murky, but they traditionally required one of three circumstances: (1) the
exercise of coercive power or significant encouragement by the government of the
activity in question; (2) performance of a traditional governmental function by a
private entity; or (3) a "symbiotic" interdependence between the government and the
private entity.22 One test of whether a private organization is a state actor is whether
it is exercising powers traditionally and exclusively reserved to government.
Therefore, a private utility company was held not to be a state actor when it cut off
service without notice and a hearing. 23 However, running a (company) town was
held to be state action, 24 as was holding an election for government office. 25 Running
and regulating schools has been held not to be an essential state function,26 but in an
important recent case, Brentwood Academy v. Tennessee Secondary School Athletic
Association,27 the Court found a private entity regulating high school athletics was a
state actor because of government "entwinement." After Brentwood, some courts
have focused on whether "the state has so far insinuated itself into a position of
interdependence with the private entity that it must be recognized as a joint
participant in the challenged activity." 28 Another test used in the state action cases
applies where the government affirmatively authorizes, encourages, or facilitates

FINRA's CEO, FINRA's $550 million budget is paid by the securities industry. An Interview
with FINRA CEO Mary Shapiro, EQUITIES, Sept. 2007, at 61.

22 See Nagy, supra, note 21; In the Matter of the Application of Justin F. Ficken,
Exchange Act Release No. 54,699 (Nov. 3, 2006), at 7-9.

23 Jackson v. Metro. Edison Co., 419 U.S. 345, 352 (1974).
24 Marsh v. Alabama, 326 U.S. 501 (1946).
25 Smith v. Allwright, 321 U.S. 649, 666 (1944).
26 In Rendell-Baker v. Kohn, 457 U.S. 830 (1982) and Nat'l Collegiate Athletic Ass'n v.

Tarkanian, 488 U.S. 179 (1988), the Court found actions by a private school and a private entity
not to be state action.

27 531 U.S. 288 (2001). In this case the Supreme Court found state action based on
"entwinement" although in the past it used the phrase "entanglement" for finding state
action. See EDWIN CHEMERINSKY, CONSTITUTIONAL LAW 517 (3d ed. 2006).

28 Kirtley v. Rainey, 326 F.3d 1088, 1039 (9th Cir. 2003). See also Mathis v. PG & E, 75
F.3d 498, 503 (9th Cir. 1996).
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system of registration for securities salesmen,181 there was considerable securities
industry dissatisfaction with the slow and essentially voluntary progress of the SEC
and NASAA in achieving uniform regulations pursuant to Section 19(c). 182

Much more sweeping deregulation of the state blue sky laws through
preemption was accomplished in the late 1990s, first by the National Securities
Markets Improvements Act of 1996 ("NSMIA") 183 and then by the Securities
Litigation Uniform Standards Act of 1998 ("SLUSA"). 184 NSMIA preempted state
securities law in two areas of relevance to this article. First, it preempted blue sky
securities registration, merit review and prospectus disclosure requirements for
stock exchange and Nasdaq listed securities. It also preempted blue sky law in most
private placements.185 Prior to NSMIA blue sky laws all contained a requirement for
registration of securities, but most state laws had an exemption from their
registration requirements for issuers listed on a national securities exchange.186 The
NASD had lobbied for Nasdaq listed securities to be similarly exempt, but NASAA
wished greater control over the criteria for a blue chip exemption3 87 NSMIA
essentially mandated a blue chip exemption for all nationally traded securities. This
preemption did not completely eliminate merit standards because of the NASD
regulation of underwriting terms and conditions with respect to offerings
underwritten by broker-dealers.188 This SRO regulation is a uniform national
standard, whereas state blue sky regulations were quite varied.

181 See Securities Uniformity: Annual Conference on Uniformity of Securities Law,
Securities Act Release No. 33-7050, 56 SEC Docket 764 (1994), available at 1994 WL 95225.

182 See State Regulators Adopt Model Commodity Code, 17 Sec. Reg. & L. Rep. (BNA)
619, 622 (Apr. 12, 1985); Hugh H. Makens et al., Blue Sky Practice Part I: Doing it Right: Avoiding
Liability Arising from State Private Offerings under ULOE and Limited Offering Exemptions, in
AMERICAN LAW INSTITUTE-AMERICAN BAR ASSOCIATION, REGULATION D OFFERINGS AND PRIVATE
PLACEMENTS 271, 280 (2001); David F.E. Banks, Hawaii Response to Regulation D, 23 HAWAII B. J.
1, 3 (1991)); Mark A. Sargent & Hugh H. Makens, ULOE: New Hope, New Challenge, 45 Bus.
LAW. 1319, 1319-20 (1990).

183 Pub. L. No. 104-290, 110 Stat. 3416 (codified in scattered sections of 15 U.S.C.)
184 Securities Litigation Uniform Standards Act of 1998, Pub. L. No.105-353, 112, Stat.

3227 (1998).
185 15 U.S.C. §77r (1996). See, e.g., Pinnacle Commc'ns Int'l Inc. v. Am. Family

Mortgage Corp., 417 F. Supp. 2d 1073 (Minn. 2006).
186 See Mark A. Sargent, State Disclosure Regulation and the Allocation of Regulatory

Responsibilities, 46 MD. L. REV.1027, 1032 (1987).
187 See NASAA Agrees to Propose Amendments to '56 Uniform Acts at Spring Meeting, 18

SEC. REG. & L. REP. (BNA), Mar. 21, 1986, at 399.
188 NASD Rule 2710, SEC Release No. 34-30587 (Apr. 15, 1992).
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Second, NSMIA preempted state regulation of broker-dealers with respect to

capital, custody, margin, financial responsibility, records, bonding and reporting

requirements to the extent inconsistent with federal law.189 In addition, NSMIA

provided as follows:

No law, rule, regulation, or order, or other administrative action of

any State or political subdivision thereof shall establish capital,

custody, margin, financial responsibility, making and keeping

records, bonding, or financial or operational reporting requirements

for brokers, dealers, municipal securities dealers, government

securities brokers, or government securities dealers that differ from,

or are in addition to, the requirements in those areas established

under this chapter.190

The preemption of state regulation of SEC regulated broker-dealers and

investment advisers and their associated persons was not complete. The States

retained authority to investigate and bring enforcement actions for fraud, deceit, or

other unlawful conduct by a broker-dealer or investment adviser or their associated

persons.
The congressional justification for the preemption provisions of NSMIA was

that the system of dual federal and state securities regulation had resulted in

duplicative and unnecessary regulation. Further, this dual system was redundant,

costly and ineffective.191 Therefore regulatory responsibility was allocated based on

the nature of the securities offering. 192 Inherently national offerings were made

subject only to federal regulation, and the regulation of broker-dealer members of

the NASD and NYSE was also preempted. 193

189 National Securities Markets Improvements Act of 1996, Pub. L. No. 104-290, §
103(a), 110 Stat. 3420 (1996) (codified as amended at 15 U.S.C. §78o(h)(1) (2006)). Although the
SEC regulates all of these areas, further regulation is imposed and enforced by SROs. The SEC
was also given exclusive regulatory authority over investment advisers to SEC registered
investment companies and advisers with $25 million or more in assets under management.

190 Id.
191 H.R. CONF. REP. 104-864, at 39 (1996), reprinted in 1996 U.S.C.C.A.N. 3920.
192 Id. at 40.
193 Id. at 39. See Manning Gilbert Warren III, Federalism and Investor Protection:

Constitutional Restraints on Preemption of State Remedies for Securities Fraud, 60 L. & CONTEMP.
PROBS. 169, 170 (1997).
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SLUSA was even more deregulatory and its way of effecting preemption

was more radical. SLUSA provides that no class action based on state law alleging

fraud in connection with the purchase or sale of a "covered security" (essentially an

exchange listed security) may be maintained in state or federal court and any such

action shall be removable to a federal district court and dismissed. 94 Although the

Congress that passed SLUSA was generally comiitted to federalism, it found that

promoting efficient national securities markets was more convincing and compelling

than reinforcing state rights.195 State securities fraud cases not instituted as class

actions were not preempted. 196

Until the preemption of state blue sky law by NSMIA and SLUSA, it was

generally accepted that there was neither field nor conflict preemption of state

securities anti-fraud laws because SEC disclosure laws and regulations and state

disclosure or fiduciary laws complimented one another. Where a state court action is

instituted as a broad statutory or common law antifraud claim, it is difficult to find

preemption unless the SEC has acted by adopting detailed regulations. In Zuri-Invest

AG v. NatWest Finance, Inc., a federal district court held that a state fraud action was

not preempted by the federal securities laws, including NSMIA. 197 Rather, the

primary purpose of NSMIA was to preempt state blue sky laws regulating the

registration and underwriting of securities. It did not preclude states from regulating

fraudulent conduct or extinguish state claims based on fraud.1 98 Similar issues have

arisen under SLUSA. 9 On the other hand, if the SEC reviews a practice that could be

construed as fraudulent, but determines either it should be permitted to continue or

it should merely be disclosed to investors, can state law which would outlaw such a

194 Securities Litigation Uniform Standards Act of 1998, Pub. L. No. 105-353, §101, 112
Stat. 3227 (1998) (codified as amended at 15 U.S.C. §§ 77p(b)-(c) (2000)).

195 See S. REP. No. 105-182, at 4 (1998).
196 See Michael A. Perino, Fraud and Federalism: Preempting Private State Securities Fraud

Causes of Action, 50 STAN. L. REV. 273, 287 (1998).
197 177 F. Supp. 2d 189, 197 (S.D.N.Y. 2001); accord, IDS Bond Fund, Inc. v. Gleacher

NatWest Corp., No. CIV. 99-116 (MJDJGL), 2002 WL 373455, at *7 (D. Minn. March 6, 2002);
Gabriel Capital, L.P. v. NatWest Finance, Inc., 122 F.Supp.2d 407, 431-34 (S.D.N.Y. 2000);
Gabriel Capital, L.P. v. NatWest Finance, Inc., 94 F.Supp.2d 491, 512 (S.D.N.Y. 2000). But see
Myers v. Merrill Lynch, 1999 WL 696082, at *8-10 (N.D. Cal. Aug. 23, 1999), affd 249 F.3d 1087
(9th Cir. 2001).

198 See also H.R. REP No. 104-622, as reprinted in 1996 U.S.C.C.A.N. 3877, 3899
("Committee's intention not to alter .... State statutory or common law with respect to fraud
or deceit").

199 See Green v. Ameritrade, Inc., 279 F.3d 590, 597 (8th Cir. 2002) (holding that state
contract claims are not preempted by SLUSA).
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practice, or impose liability for its continuation, be allowed to coexist with federal
law? This issue was raised in state law cases challenging payment for order flow and
most of the courts which addressed the issue found implied or field preemption.

Payment for order flow is the remuneration in the form of monetary or other
benefits given to retail securities broker-dealers for routing customers' orders for
execution to particular wholesale dealers, market makers or exchanges. 200 The
growth and pervasiveness of payment for order flow practices in the 1980s and 1990s
aroused extensive debate over its merits and harms. In response, the SEC conducted
a comprehensive study of order flow payments. The SEC concluded that the practice
produces certain economic benefits to customers.20 1 The SEC also recognized

opposing concerns as to the possible conflict of interest and breach of duty of best

order execution. 20 2

In an attempt to address the issue with particularity, the SEC amended Rule
10b-10, which governs confirmation disclosure to broker-dealer customers, in 1994.203

Amended Rule 10b-10 requires a broker-dealer to disclose in each transaction
confirmation slip whether payment for order flow was received, and that the source
and nature of the payment would be available at the customer's request.2 4 In
addition, the SEC adopted a new rule, llAcl-3, which required annual disclosure to
customers of a broker's or dealer's policies regarding receipt of payments for order
flow, the market makers to which customer orders are routed, and the aggregate
amount of payments received for order flow in the previous year.205

200 Exchange Act Release No. 34-34902, 59 Fed. Reg. 55006, 55008 (Nov. 2, 1994).
201 These were: lower unit costs; increased retail brokerage firm revenues; lowered

commissions; more expeditious executions; enhanced customer services; increased
competition from automated execution systems and related practices; increased competition
between wholesale dealers and exchanges and vertically integrated firms; and reduced
execution costs in all markets, including the exchanges. Payment for Order Flow, Exchange
Act Release No. 34-33026, at 24-26, 58 Fed. Reg. 52934, 52939-40 (Oct. 13, 1993).

202 59 Fed. Reg. 55006, 55008.
203 See 59 Fed. Reg. 55006. The amended Rule 10b-10, which became effective in

October 1995, defined order flow payments as "all forms or arrangements compensating for
directing order flow." Id. at 55008.

204 Id. at 55010. The SEC rejected as too burdensome and unworkable proposals that
order flow payments be passed through to the customers, id. at 55010-11, n.42, as well as its
own initial proposal that brokers disclose the amount of payments for order flow. Id. at 55010,
n.39.

205 17 C.F.R. § 240.11Acl-3 (1995) (repealed 2005).
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Subsequently, payment for order flow was tested in a number of state courts
in cases claiming breach of fiduciary duty. The highest courts of New York, 20 6

Minnesota, 207 Illinois, 208 and Pennsylvania, 209 as well as two other states' intermediate
appellate courts, 210 found that the 1975 amendments to the Exchange Act and SEC
disclosure regulations implicitly preempted state common law regarding any breach
of fiduciary duty involved in payment for order flow practices. The prevailing view
of the state courts that considered cases alleging that payment for order flow was a
breach of fiduciary duty was that federal law and regulations implicitly preempted

state law. Except for the Supreme Court of Pennsylvania, which found field

preemption, all other courts found implicit conflict preemption, in that permitting
state common law cases to go forward would be an obstacle to the national market

system provisions of the Exchange Act. The interesting question for this article is
this: what if Rules 10b-10 and 1lAcl-3 had been NASD, rather than SEC rules? Now

that FINRA has a single rule book applicable to all SEC registered broker-dealers,
delegation by the SEC to FINRA to establish this type of controversial, complicated
rule-making, where broad industry input is important for future compliance, seems
likely. Would courts similarly find implied conflict preemption by reason of an SRO

rule?
A few cases involving the California Standards relating to arbitrator

qualifications would suggest an affirmative answer to this question. Because these
standards went beyond the NASD's arbitrator qualification standards, the NASD
adopted a rule requiring parties to an arbitration to waive the California Standards.
In a series of cases, the California Superior Court 211 and the Ninth Circuit212 held that

the NASD rules regarding arbitrator qualifications pre-empted the California

Standards, which had been promulgated by the California Judicial Council. The
reason for such preemption was that the NASD and NYSE had "operated their own

206 Guice v. Charles Schwab & Co., 674 N.E.2d 282, 290 (N.Y. 1996).
207 Dahl v. Charles Schwab & Co., 545 N.W.2d 918, 925 (Minn. 1996).
208 Orman v. Charles Schwab & Co., 688 N.E.2d 620, 626 (Ill. 1997).
209 Shulick v. PaineWebber & Co., 722 A.2d 148, 151 (Pa. 1998).
210 Eirman v. Olde Disc. Corp., 697 So.2d 865, 866 (Fla. Dist. Ct. App. 1997); Mickey v.

Charles Schwab, 79 Cal. Rptr. 2d 213, 219 (Ca. App. 1998). But see Thomas v. Charles Schwab,
Civ.A. No. 95-0307, 1995 WL 626522, at *2 (W.D. La. July 12, 1995) (finding neither express
preemption nor implied congressional preemptive intent).

211 See Jevne v. Superior Court, 111 P.3d 954 (Cal. 2005).
212 Credit Suisse First Boston Corp. v. Grunwald, 400 F.3d 1119, 1136 (9th Cir. 2005);

NASD Dispute Resolution, Inc. v. Judicial Council, 488 F.3d 1065, 1068 (9th Cir. 2005).
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securities arbitration services for decades under federal auspices" and their
standards and procedures were "not entirely consistent with the California

standards." 213 Since the SEC had approved these SRO standards, preemption had
occurred by delegated authority. 214

C. Conflict With Antitrust Laws
Where regulatory statutes are silent with regard to antitrust, courts are

required to determine whether, and in what respects there has been an implicit

repeal of the antitrust laws.215 Implied repealers of the antitrust laws "are strongly

disfavored, and have only been found in cases of plain repugnancy between the

antitrust and regulatory provisions." 216 Conflicts between the antitrust laws and the

securities laws involving SRO regulation have been common, because the initial

foundation for SRO regulation was fixed minimum commissions for NYSE members

and preferential price dealing for NASD members. In Silver v. New York Stock
Exchange,217 a nonmember broker sued the NYSE under the Sherman Act after the

NYSE ordered the discontinuance of his wire connections with the offices of NYSE
members without notice, explanation or a hearing. In this case, a test for reconciling

antitrust laws with securities regulation was set forth as follows: "Repeal [of the

antitrust laws] is to be regarded as implied only if necessary to make the Securities
Exchange Act work, and even then only to the minimum extent necessary." 218 The

Court held that no policy of the Exchange Act was served by this conduct and

therefore the NYSE had acted in violation of the Sherman Act.
Over a decade later the Supreme Court broadened the area in which the

antitrust laws may be impliedly repealed by the securities laws. In Gordon v. New

York Stock Exchange, Inc.,219 the Court held that the antitrust laws did not apply to the
system of fixed commission rates then utilized by the stock exchanges because the

SEC had the authority to do away with fixed commissions if it found them

213 Id. at 1067.
214 Credit Suisse First Boston, 400 F.3d at 1128. In another case, involving compulsory

NYSE arbitration between a registered representative and a member firms and associated
persons, the Second Circuit held that such compulsory arbitration was within the purposes of
the Exchange Act, as amended in 1975. Drayer v. Krasner, 572 F.2d 348, 355 (2d Cir. 1978).

215 Credit Suisse Sec. (USA), LLC v. Billing, 127 S. Ct. 2383, 2385 (2007).
216 United States v. Phila. Nat'l Bank, 374 U.S. 321, 351 (1963).
217 373 U.S. 341 (1963).
218 Id. at 357.
219 422 U.S. 659, 685 (1975).
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inconsistent with the regulatory structure. Direct and active supervision by the SEC
over rate-fixing by securities exchanges negated the possibility of antitrust liability
for fixed commissions. In a second case of the same year, the Court found that the
SEC had not exercised the same degree of supervision with regard to the secondary

trading of mutual funds, but read the applicable legislative history as granting the

SEC the informed administrative judgment to do so.220

The 1975 amendments to the Exchange Act, passed in the same year as these
cases, made clear that the SEC's role in passing on exchange or other SRO rules must
include an evaluation of the anti-competitive aspect of such rules. Within one year
after the effective date of the statute, the SEC was required to determine whether the
rules of any national securities exchange or registered securities association
complied with the Exchange Act. Thereafter, proposed rule changes of exchanges
and associations were subjected to prior rule-making procedures by the SEC and
could not take effect without an SEC finding that such rule was consistent with the

Exchange Act. These provisions required the SEC to take competition into
consideration in reviewing all existing and any new exchange or association rules.221

A more recent antitrust case addressed questionable joint action by
underwriters. Credit Suisse Securities (USA) v. Billing'2 was a class action against a

number of investment banks, acting as underwriters, alleging various illegal
practices: (1) laddering, or buying shares of an IPO at escalating prices; (2) paying
unusually high commissions on other securities; and (3) tying or purchasing less
desirable securities. The Second Circuit essentially held that since these practices
were alleged to be illegal under both the securities laws and the antitrust laws, the
antitrust case could proceed. 223 The Supreme Court framed the issue differently as

whether there was a plain repugnancy between the antitrust claims and the federal

securities laws, and concluded that there was. Referring to Gordon and NASD, Court
set forth a number of factors showing sufficient incompatibility to warrant an
implication of antitrust repeal: (1) regulatory authority under the securities laws to

supervise the activities in question; (2) evidence that the SEC has exercised such
authority; and (3) a risk of conflicting guidance under both the antitrust and

220 United States v. Nat'l Ass'n of Secs. Dealers, Inc. 422 U.S. 694, 728 (1975).
221 See Exchange Act § 6(b)(8), 15 U.S.C. § 78f(b)(8); Exchange Act § 11A(1)(C)(ii), 15

U.S.C. 78k-l(a)(1)(C)(ii); Exchange Act § 15A(b)(9), 15 U.S.C. § 78o-3(b)(9).
222 127 S. Ct. 2383 (2007).
223 426 F.3d 130 (2005), rev'd, 127 S.Ct. 2383 (2007).
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securities laws.224 In the Court's view, since the activities under attack were in an
area important to the functioning of the capital markets, only an expert body like the
SEC could properly determine whether the activities were legal or illegal, since all
underwriting syndicates involve joint action. Therefore the courts should be
precluded from judging these activities under the antitrust laws.

In the antitrust cases discussed above, the rules which permitted the conduct
under attack were all SRO, not SEC, rules, although the SEC had authority to
approve, disapprove or amend these rules. It was therefore SROs, not the SEC, that
were making the determination in the first instance to condone conduct that could be
a violation of the antitrust laws. Yet, none of the cases focused on the fact that an
SRO rule was displacing the antitrust laws. Rather, the focus was on the SEC's
authority and the SEC's oversight of the conduct in question.225

VI. Conclusion
Although FINRA may not be a government entity, in all or virtually all of its

activities, it can be viewed as exercising powers delegated to it by the SEC. This is a
delegation from an agency which itself is exercising delegated powers, and therefore
is not directly accountable to the public. Accountability by FINRA to its members
has been undermined by the governance reforms imposed by the SEC. In the final
analysis, FINRA is accountable only to the SEC. Yet initially, the regulatory powers
of the NYSE were not governmental but rather a matter of private contract between
the NYSE and its members. Similarly, the origins of the NASD were in a trade
association. At what point did these powers become transmogrified into
governmental powers? This was a gradual development, probably finally
accomplished without much consideration by the 1975 Act Amendments to the
Exchange Act.

Although FINRA undoubtedly will deny that it is an agency subject to the
Constitutional and legislative constraints applicable to the SEC, in many areas it will
nevertheless "voluntarily" adopt equivalent procedures. Two important questions
are raised by this construct: First, should further compliance be compelled; and
second, what is the real difference between FINRA and a government agency? One
difference is its corporate governance. FINRA's directors are not appointed by the
SEC and a substantial number, although not a majority, come from the securities

224 127 S. Ct. 2383, 2394.
225 Id. at 2392.
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industry. Another difference is its funding, which comes from membership fees. But
as the SEC exercises ever increasing oversight of FINRA are these differences
sufficient to keep FINRA a private sector body?

As organizations, SROs have several advantages over government agencies.
They can be more flexible in their hiring, pay higher salaries and develop cadres of
experts as their employees. They are financed by assessments on the securities
industry, rather than out of general tax revenues. They are not bound by the many
accountability mechanisms imposed upon government organizations, which may
make these organizations operate in a more open and democratic fashion, but also
can turn them into slow moving bureaucracies. Because SROs involve the securities
industry in their decision making, they are able to fashion regulations which often
are more realistic than government regulations, and effect voluntary compliance
with these regulations. Yet, the very freedom of action that SROs have may
sometimes give them the ability to ignore the constitutional and other rights of
persons subject to their rule-making or disciplinary actions. When SROs are
exercising governmental powers, they should be subject to constitutional constraints
in their dealings with securities industry personnel and the public. They should
similarly be bound by the fundamental due process protections contained in the

Administrative Procedure Act and similar statutes.
Nevertheless, to subject SROs to all of the constraints to which the SEC is

subject with regard to their operations would reduce their utility in the scheme of
securities regulation. If FINRA is going to be regulated like the SEC, it may as well
become part of the SEC. If the SEC becomes too controlling of FINRA's governance
and operations, FINRA will no longer be an SRO. While, criticism of SROs as being
insufficiently responsive to the public interest has been leveled over the years by

Congress, there is a danger that FINRA will be insufficiently responsive to the needs
and concerns of the securities industry, and will become merely an arm of the SEC.
Should this occur, the duplicative nature of SEC and SRO regulation of broker-

dealers will make such regulation inefficient and ineffective. FINRA should be given
the opportunity to operate as an independent, non-political expert body engaged in
the regulation of broker-dealers, without undue interference from the SEC or
Congress, but it will have to prove that it can be sensitive and responsive both to the
securities industry and the public interest.




