THE MALONEY ACT EXPERIMENT

TamAR HED-HOFMANN®

I. INTRODUCTION

. In 1938 Congress passed an Act! to amend the Securities Exchange
Act of 1934 by adding, #uter alia, a new section. The object of this
amendment, the Maloney Act, was to encourage over-the-counter
dealers to orgamze and regulate their activities under governmental
supervision.?

The scheme, “a unique experiment in supervised self-regulation,
was hailed as an “especially provocative exercise of governmental
power by a private organization.” It was to be the instrument which

supplies exactly what voluntary self-regulatory attempts have
heretofore lacked, power within the business itself to enforce
rules and regulations requiring conduct higher in standard
than even that which the government could effectively re-
quire by law.’

73

Under the Maloney Act, more than one association of broker
dealers could apply for recogniton, yet only one did—the National
Association of Securities Dealers, Inc. (hereinafter referred to as
NASD). Today the NASD embraces almost all the broker dealers
in the United States.®

This experiment by the NASD was expected to yield useful
material for other industries, especially “if the pressure for expand-
ing social controls over private business continued to mount.”?
This expectation did not materialize. No other legislation followed in

* Born and educated in Israel; graduate, the Jerusalem Law Classes; additional
study, the Hebrew University, Jerusalem; LL.M. Harvard Law School 1964; candi-
date for S.J.D. Harvard Law School. Isracli Ministry of Justice 1949-50; private practice
of law in Tel Aviv.

1 Over-the-Counter Market Act, 52 Stat, 1070 (1938), 15 U.S.C. § 780 (1958).

2 Frey, Federal Regulation of the Over-the-Counter Securities Market, 106 U. Pa.
L. Rev. 1,45 (1957).

8 Securities and Exchange Comm’n, Report of Special Study of Securities Markets,
H.R. Doc. No. 95, 88th Cong., 1st Sess., pt. 5, at 188 (1963).

4 1 Davis, Administrative Law 141 (1958).

B Over-the-counter Trading and the Maloney Act, 48 Yale L.J. 633, 646 (1938).
Finally, no writer in this area should fail to cite Douglas, Democracy and Finance 82
(Allen ed. 1940). “Government,” said he, will play “the residual role . . . [it] would
keep the shot gun so to speak, behind the door, loaded, well oiled, clear, ready for use,
but with the hope that it would never be used.”

6 In 1962, of 5,785 registered broker dealers, about 4,750 were NASD members.
H.R. Doc. No. 95, supra note 3, pt. 1, at 16. For the organizational scheme of the NASD
see generally Grant, The National Association of Securities Dealers, 1942 Wis. L. Rev.
597 (1942) ; 2 Loss, Securities Regulation 1365-69 (2d ed. 1961).

7 Westwood & Howard, Self Government in the Securities Business, 17 Law &
Contemp. Prob. 518 (1952).
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the footsteps of the Maloney Act; no other business followed the lead
of the NASD.

In 1959 the NASD celebrated its twentieth anniversary. This
prompted evaluations of its past performance by the association and
others. The articles written on the subject dealt with one or more
aspects of the NASD and concluded that on the whole the experiment
had been a success.®

This paper will attempt to evaluate the Maloney Act experiment,
not by a meticulous investigation into some aspects of the problems
of the securities industry, but by an analysis of the system as a whole.
In order to facilitate such a discussion, an inquiry will be made into
the functions of the broker dealer and into the history and organiza-
tion of the NASD.

II. TeE BROKER DEALER: A PROFILE OF A TRADE

Although the very name “broker dealer” points to a double capac-
ity, the functions included in that profession are much more diverse.
A many-faced man indeed, a broker dealer is a banker, a dealer, a
broker, an advisor, a market maker, a fiduciary, and a professional.
The last two categories differ from the preceding ones because they
describe a status more than an activity. They also point to a trend
which, it is believed, may lead to a new classification and set clearer
standards for the duties of the broker dealer. Each of the said cate-
gories, however, merits a closer examination.

A. The Banker

.- Whether or not the activities of the broker dealer fall within
the legal definition of banking, the two functions are similar. The
broker dealer keeps his customers’- funds and securities; he grants
his customers loans; he uses money deposited with him for his own
business as his working capital.®

Broker-dealers have contended that the principle of a debtor-

creditor relationship should be applicable to the broker and his cus-
tomer, pointing out that “brokers have always considered that the

8 See Loss, supra note 6, at 1391; Rutter, The National Association of Securities
Dealers: Continuing Government-Industry Cooperative Regulation in the Over-the-
Counter Securities Industry, 7 Vill. L. Rev. 611 (1962).

® Loss, supra note 6, at 1184-92. The latter feature means that the funds so deposited
are debts due from the broker dealer to the customer and are not trust funds, Gen-
erally, in an ordinary deposit, the relation between the bank and the depositor is that
of debtor and creditor. See 1 Scott, Trusts 125, § 12.9 (2d ed. 1956). This distinction
becomes important if the recipient of the funds becomes insolvent. Scott points out that:

If . .. the trustee becomes insolvent, the beneficiary is entitled to the money if

he can identify it . . . or . . . trace it into a product. . .. [IIf a debt was

créated the creditor is entitled to no priority. . . .

1 Scott, Trusts 119, § 12.6 (2d ed. 1956).
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relationship between the broker and a customer with a free credit
balance is that of a debtor and creditor.”*® Contrary to this view,
“there is authority that a broker holds funds in a fiduciary capacity
when he receives them for the purchase of a security outright or when
they are proceeds from the sale of a security.”*

A trustee is under two obligations: first, to use the trust money
for the benefit of the fiduciary; second, to segregate it from other
monies. The rationale of the first requirement is protection of the
trust from misuse by the trustee; the reason for the second is its
insulation from the claims of the trustee’s creditors should he become
insolvent. If the money is considered a debt, both of these safeguards
are gone.

Far from being academic, this problem involves enormous sums
of money. Full information is not available, but according to the
New York Stock Exchange (hereinafter referred to as NYSE) report
of January 1, 1962, the amount of free credit balances held by mem-
bers varied from 1,207 to 1,508 million dollars during the year 1961,
The firm of Merrill Lynch, Pierce, Fenner & Smith held approximately
233 million dollars in free credit balances on May 26, 1961. Other
figures are no less staggering.'?

The development of the legal relationship between banker and
customer indicates the justification for both the broker dealer’s de-
mand to consider the deposit money a debt, as well as the arguments
against this position. The law governing banking has adapted itself
to the new requirements of economic life without relinquishing its role
of providing protection to the public.®* On the one hand, it is now
settled that the banker is the debtor and not the trustee of his
customer. On the other hand, the law now ensures every depositor
repayment of his money on demand. In addition, the banker is no
longer free to exercise his discretion in making investments. He must
invest a certain sum in liquid assets, refrain from speculative trans-
actions, and obey other regulations of this nature. The method of
policing his compliance with the law has also changed. It is no longer
left to the beneficiary. The banker is required to keep books and
records, and the government’s examiners exercise surveillance—as a
prophylactic measure—to ensure that business is conducted accord-
ing to its regulations. This is the price the banker pays for the use
of his depositor’s money.

10 Hearings before the Subcommittee on the Securities and Exchange Commission
of the House Committee on Interstate and Foreign Commerce, 82d Cong., 1st Sess., pt.
1, at 829 (1952) (remarks of Mr. John J. Mann, Chairman of the Board of Governors
of the New York Curb, now the American Stock Exchange).

11 T,0ss, supra note 6, at n.9, 1185-86.

12 See H.R. Doc. No. 95, supra note 3, pt. 1, at 394.

13 5 Zollmann, Banks and Banking 132 (1936).
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Although the broker dealer insists on a debtor-creditor relation-
ship with his customer with regard to deposits, the laws governing his
activities and the control over them are very different from those
regulating the banker’s functions.’ The principal rules governing the
broker dealer in his quasi-banking activities are similar to the rules
which applied to bankers before legislative intervention. A customer
whose funds have been misused by the broker dealer finds his remedies
in the law prohibiting misuse of trust money. The NASD rules repeat
this same principle of law: a broker dealer is responsible for misuse
of customers’ funds.’® Yet the NASD insists that these funds are a
debt due to the customer. This position is legally untenable. The
relationship of debtor-creditor and trustee-beneficiary cannot exist as
to a particular transaction at the same time.'® “The funds deposited
become a part of the property of the bank, which it may, without be-
coming criminally liable, mingle with its other assets and use in its
business until a notice of withdrawal is served . .. .”"

Although this writer is aware of no case where the defense of a
debtor-creditor relationship was raised in answer to a charge of misuse
of customers’ funds, it is difficult to see how this double standard can
be reconciled. In addition to the general rules on misuse of trust
money, the Exchange Act of 1934 limits the hypothecation of cus-
tomers’ securities to the aggregate amount of indebtedness of all
the customers of the broker dealer.!® The NASD further limits the
amount for which the customers’ securities may be hypothecated to
what is “fair and reasonable in view of the indebtedness of the said
customer to said member.””?

There are two ways to safeguard customers’ monies against the
claims of broker dealers’ creditors. The first is to prohibit the com-
mingling of customers’ funds; the second is to ensure the financial
stability of the broker dealer, i.e., the preventive rule. The prohibition
against mingling applies to securities only. Even when the necessary
customer’s consent is obtained, mingling is allowed only with the secur-
ities of other customers.?® As for free credit balances, there are no
rules which require segregation, although the NASD encourages this
practice in case of deposits against “when issued” and “when distrib-

14 For a comparison of the applicable regulatory statutes, see generally Subcommit-
tee on Domestic Finance of the House Committee on Banking and Currency, Compara-
tive Regulations of Financial Institutions, 88th Cong., 1st Sess. (1963).

15 NASD Rules of Fair Practice (hereinafter R.F.P.), Art. IIT § 19(a). See also
%E%R) No. 6986, F. R. Gentry & Co. (1963); SEAR No. 6767, Peter Widdershoven

1963).

16 Johnson v. Ward, 2 Ill. App. (2d Bradwell) 261, 275-76 (1878).

17 Zollmann, supra note 13, at 145-46,

18 48 Stat. 881 (1934), 15 US.C. § 78h (1958).

19 R.F.P., Art. III § 19(c).

20 48 Stat. 881 (1934), 15 US.C. § 78h (1958).
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uted” transactions. The Securities and Exchange Commission (herein-
after the SEC), though empowered to do s0,?* has not promulgated a
rule to require segregation. Segregation of securities may present very
great practical difficulties in view of the size and magnitude of the
deposits. Segregation of free credit balances is incompatible with the
debtor-creditor relationship which, as the industry asserts, exists with
regard to these funds.

The main preventive rule to protect customers’ funds is the Net
Capital Rule enacted by the SEC under Section 15(c)(3) of the
Exchange Act of 1934.2% This rule provides that the broker dealer’s
aggregate indebtedness to all people shall not exceed 2000% of his
net capital, as computed by the rule.?® The Net Capital Rule contains
objective standards; its operation does not depend upon judgment and
evaluation but upon mathematical calculation. It can be enforced by
examination of books and records, which examination also has a pre-
ventive effect. The result is a high level of solvency.?*

The NASD does not have a rule pertaining to capital require-
ments. It merely polices the Net Capital Rule of the Commission. The
NYSE, on the other hand, does impose upon its members more
stringent capital requirements and polices them more effectively.?

Two additional rules, one enacted jointly (though enforced dif-
ferently) by the NASD and the NYSE,*® and the other developed by
the SEC,*” deal with the prohibition to engage in business while in-
solvent. The NASD rule provides that a customer, viz., a person whose
cash and securities are already in the hands of the broker dealer, may
require his broker dealer to disclose his financial position. This rule
enables the suspicious customer either to allay his fears or to sub-
stantiate them. The SEC rule prohibits the broker dealer from engaging
in business while insolvent. The NYSE, on the other hand, imposes a
duty on a member to notify the exchange of his insolvency. The same
duty is imposed on any other member who has heard that another

21 48 Stat. 881 (1934), 15 U.S.C. § 78k (1958).

22 This section empowers the SEC to promulgate rules for the financial responsi-
bility of broker dealers.

28 Loss, supra note 6, at 1350-55; SEAR No. 7142, Babson, Kaye & Robb Co.
(1963) ; SEAR No. 7055, Valley Forge Sec. Co. (1963) ; H.R. Doc. No. 95, supra note
3, pt. 1, at 407-10.

24 The SEC had held that it was no answer to a violation of the rule that the
customer did not suffer any loss. He was exposed to the risk of insolvency of the broker
dealer, That was sufficient to establish a violation. SEAR No. 7010, Metropolitan Sec.
Inc. (1963).

25 H.R. Doc. 95, supra note 3, pt. 5, at 179. See NYSE Rule 317, CCH N.Y. St.
Ex, Guide { 2319, which deals with bonding requirements.

26 RF.P., Art. III § 22. While the NASD leaves it to the customer to police the
members’ insolvency, the NYSE undertakes to do this itself,

27 3 Loss, Securities Regulation, 1435-38, 1444 (2d ed. 1961). In the context of this
rule, insolvency includes the failure to meet obligations.
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member is insolvent. Upon such notice, membership is immediately
suspended.?®

All this “incidental banking,” as Professor Loss calls it has
never been supervised, as such, either by state or federal authorities.
Demands for more stringent rules have not found a sympathetic ear,
mainly because the industry’s record was good.*® It seems that the
NYSE is moving toward joint responsibility of its members and will
probably cover loss by insurance. The NASD will not be able to do
that. Insurance would be much too expensive, if available at all. The
development here is toward the elimination of the small firms as
independent operators. This is inevitable and desirable, if the public
is to be protected. No one can seriously doubt the necessity of mini-
mum capital requirements for operating a bank. There is no reason
to consider the same requirement unnecessary in the case of a broker
dealer. It seems that these requirements should be even more stringent
for a broker dealer than for a bank, if we consider that the securities
industry is a billion dollar one and that the broker dealer’s other
complex and conflicting activities might affect his financial position.

Of all the broker dealer’s functions, the banking aspect is easiest
to regulate. The rules are based on an objective test. The mens rea is
relevant only to a small degree.®* Evidence is mostly by written docu-
ments. The requirements do not interfere with the everyday execution
of the business. These rules have been widely accepted and have proved
workable. Lastly, the rules are not in themselves conflicting, either
as to the standard they set, or to the activities they prescribe. It should
be noted that these conflicts do exist in other rules governing the broker
dealer.

We shall return to this subject in the latter half of this paper.®
Nevertheless, the following questions arise: Why are the Exchanges
more successful in enforcing the rules than the NASD? Does the
present situation, with or without the stricter controls proposed by
the Special Study of the SEC® afford sufficient protection to the
public? And is self-regulation the best way to regulate the securities
industry? If so, should we have a different system of control for the
Exchanges than for the NASD?

28 CCH N.Y. St. Ex. Guide Art. XTII, 1601-02.

29 Loss, supra note 6, at 1186, 1190.

80 For a recommendation of more stringent rules, segregation of excess margin and
fully paid securities, articulation by the SEC of the NASD rule as to “reasonable rela-
tionship” between the debt of the customer and the amount which his securities may be
hypothecated, and an amendment of Section 60(e) of the Bankruptcy Act to facilitate
the recovery by the customers of money and fully paid securities, see H.R, Doc. No, 95,
supra note 3, at pt. 1, 415-16.

81 SEAR No. 6931, Richard H. Holman (1962).

32 See infra §§ III and IV.
33 See supra note 30.
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B. The Broker

The broker is his customer’s agent; hence, his interests must not
conflict with those of his customer. Moreover, it must be his interest
to achieve the goals set by the customer. In order successfully to carry
out his agency, the agent stands in the shoes of his principal. In short,
he becomes his principal’s fiduciary; as such, he has a duty not to
profit at the expense of the beneficiary.®

Whenever an agency exists, it is the principal who usually needs
protection. The law has provided for this by imposing duties upon the
agent regarding both the performance of his obligations and the dis-
closure of relevant facts, thereby enabling the principal to effectively
police the agent’s performance. It seems right that the policing should
be done by the principal. Apart from the great difficulty of policing
by outsiders, the choice of the agent originally lies with the principal.
The choice is his and the risk is his; hence, the policing should also
be his.

Prima facie, there is no reason why the rules mentioned above
should not apply to a broker dealer who acts as a broker, or why addi-
tional rules should be necessary. Yet, such additional rules are needed.
When a person may act either by himself or through an agent, he
should bear the risk of malfeasance by his agent. In the case of a
broker dealer the public has little choice. The individual investor
must, in most cases, resort to the services of the broker dealer. More-
over, the broker is the expert; the customer does not possess the rele-
vant information needed to criticize, judge, or police the broker’s
performance. The broker dealer usually acts in more than one capacity.
Conflicts of interest may arise. Additional protection for the customer
may be needed.

One of the most disturbing features of the broker dealers activi-
ties as an agent is his laxity of performance. As an agent, he is under
a duty to secure for his customer the “best price discoverable in the
exercise of reasonable diligence.”® The Special Study of the SEC has
found that compliance with this standard is not always achieved, for
the following reasons: the broker’s lack of information and his lack
of diligence in performance; the order clerk’s habitual turning to the
same dealer without trying to shop for better terms; the wholesaler’s
violation of the NASD rules by giving gratuities to the order clerk;

34 “A fiduciary relationship involves a duty on the part of the fiduciary to act for
the benefit of the other party to the relation as to matters within the scope of the rela-
tion.” 1 Scott, Trusts 38 § 2.5 (2d ed. 1956). The SEC follows the common law rule:
namely, that a broker dealer acting as an agent for a customer in the execution of a
transaction assumes the obligations of a fiduciary.

85 H.R. Doc. No. 95, supra note 3, pt. 2, at 623.
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the firm members’ personal “understandings” among themselves; and
the NASD’s faulty policing of the broker.%®

It would seem that the main reason for the broker dealer’s laxity
of performance is the lack of knowledge on the part of the customer.
He is the only one who has the interest and opportunity to check on the
broker, but his inadequate information leads to inefficiency in the
agent’s performance. The Special Study of the SEC found the NASD
policing of the broker’s activities to be faulty.

Cloudiness also surrounds the broker’s remuneration. The lan-
guage of the NASD rules is vague. Charges must be “reasonable and
not unfairly discriminatory between customers.”®” There must also
be an exploration of what is “fair” by

taking into consideration all the relevant circumstances in-
cluding market conditions with respect to such security at the
time of the transaction, the expense of executing the order
and the value of any service he may have rendered by reason
of his experience in and knowledge of such security and the
market therefor.®®

The following questions still remain unanswered: What is unfair
discrimination between customers? What are reasonable charges? Does
the inefficient firm receive remuneration according to its own per-
formance, or will it be judged by the performance of another firm,
either the most efficient or the mediocre one? How much should a
broker earn? And how should the value of other services which he
performs be computed so that his charge can be determined?

C. The Dealer

The dealer sells and buys securities for his own account. If the
broker dealer were acting only in this capacity, and if securities were
simple merchandise, there would be fewer problems. But, as noted
above, the dealer usually acts in more than one capacity. Further,
securities are not even “intricate merchandise”; they are not mer-
chandise at all in the usual sense of the word.

Buyers and sellers of property are generally conceived
of as acting “at arm’s length”; if after negotiations they
agree upon the terms of a purchase and sale, the transaction
is binding upon each, even though one of them may thereby
benefit at the expense of the other from his superior knowl-
edge or astuteness.®?

36 See generally H.R. Doc. No. 95, supra note 3,
87T RF.P., Art. IIT § 3.

38 RFP., Art. 11T § 4.

39 Frey, supra note 2, at 2.
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