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We all know the two parables that title 
this article.  In the first, an already over-
burdened camel collapses after a piece 
of straw is added to the pile already 
on his back.  The message of course 
is that it wasn’t a single piece of straw 
that caused the camel to collapse; it was 
the cumulative weight of the load.  In 
the second, we are told that a frog will 
calmly boil to death in a tepid pot of 
water that’s on a high flame; the poor 
thing doesn’t notice the gradual rise 
in temperature until it’s too late.  By 
contrast, if you toss a frog into a pot 
of boiling water, it will instantly recoil 
and hop out.  

What does all this have to do with securi-
ties arbitration?  It’s my concern that, if 
approved, FINRA’s recently announced 
arbitrator classification rule filing1 – on 
top of the many rule changes over the 
last several years that have come at the 
expense of the securities industry2 – may 
be the last straw for the industry and 
FINRA arbitration.  Stated differently, 
the securities industry may step back, 
see that the securities arbitration pot 
is boiling, and jump out in whole or 
in part.  And that would not be a good 
thing – for either side.

The Camel and the Last Straw or 
the Frog and the Boiling Water: 

Pick Your Parable
by George H. Friedman*

*George H. Friedman, an ADR consultant and SAC Board of Editors member, re-
tired in 2013 as FINRA’s Executive Vice President and Director of Arbitration, a 
position he held from 1998. In his extensive career, he previously held a variety of 
positions of responsibility at the American Arbitration Association, most recently 
as Senior Vice President from 1994 to 1998. He is an Adjunct Professor of Law at 
Fordham Law School. Since early 2013, he has served as a member of the Board 
of Directors of Arbitration Resolution Services, Inc. Friedman holds a B.A. from 
Queens College, a J.D. from Rutgers Law School, and is a Certified Regulatory 
and Compliance Professional (Wharton-FINRA Institute).  Follow him on Twitter 
@GFriedmanADR.

The Long and Winding Road

We’ve come a long way in the more than 
25 years since the Supreme Court held 
that customer-broker arbitration was 
permissible under both the ’33 and ’34 
Acts.3  FINRA nicely captured many of 
the changes in 2007 in The Arbitration 
Policy Task Force Report — A Report 
Card (Ruder Report,),4 and of course 
there have been more changes since 
2007, most of which favored investors to 
the detriment of the securities industry. 
Where are we today? 

o	Investors can opt out of arbitra-
tion and into a class action.  Class action 
waivers are not permitted.5

o	The fee structure favors the 
investor, with 75% of the costs being 
borne by the securities industry.6

o	The hearing is sited where the 
investor lived when the underlying 
events occurred.

o	The rules severely limit motions 
to dismiss made prior to the claimant 
resting his/her case and provide sanc-
tions for frivolous motions.
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o	The customer has the option of 
an all-public panel, cases involving up 
to $100,000 are heard by a single public 
arbitrator, and the definition of who 
qualifies as public arbitrator has been 
narrowed over the years.

o	In close calls, if the investor 
wants an arbitrator removed for bias, 
he or she is removed.

Fourteen years ago I wrote an article7 
in this publication contending that the 
securities arbitration playing field was 
in fact level and that, if anything, it was 
slightly tilted toward investors. The last 
three changes listed above happened 
after I wrote my article.  If the proposed 
classification rule is approved, I am 
concerned that the arbitration playing 
field will be taking on a Titanic-like list 
from the industry’s perspective.

What’s not to like in the 
Proposed Rule?

There are aspects of the proposed rule 
that each side – including arbitrators8 
– may not like.  For example, the cus-
tomers’ bar might not be thrilled to learn 
that the proposed rule would disqualify 
as public arbitrators individuals whose 
firms meet a 10 percent/$50,000 annual 
income threshold based on serving re-
tail or institutional investors “relating 
to securities matters.”  One prominent 
PIABA member, Robert Banks, said of 
this part of the rule proposal, “There 
will be a lot of resistance, mostly from 
the public side.  I’m sure there was a 
big push on the industry side to get that 
[provision] in.  It will be interesting to 
see when it goes out for comment.”9 
It would also appear that significant 

numbers of customers’ attorneys, who 
now qualify as public arbitrators, will no 
longer do so.10  But, I think the industry 
will be most unhappy.  Why?

•	 If you ever worked in the Fi-
nancial Industry, Once a Non-Public 
Arbitrator, Always a Non-Public 
Arbitrator
The first major change impacts arbitra-
tors who worked in the financial industry 
for any amount of time. The new rule 
would essentially freeze an arbitrator’s 
non-public classification, if that indi-
vidual ever worked for any duration in 
the “financial industry” (a broadening 
of the term “securities business” now 
in the Customer and Industry Codes 
of Arbitration Procedure). Under the 
current Codes, such individuals with 
a few exceptions can become public 
arbitrators after a five-year cooling off 
period. The proposed rule has no excep-
tions, stating: “Once FINRA classifies 
an arbitrator as non-public, FINRA 
would never reclassify the arbitrator 
as public.”  FINRA says this change is 
meant to address concerns expressed by 
investor reps that some public arbitrators 
are not truly public.

Why this matters: an expanded non-
public roster just when we don’t need it: 
The net effect of this rule change will be 
to effectively cleanse the FINRA roster 
of public arbitrators with any securi-
ties industry experience whatsoever.  
I would have less of a problem if this 
meant that these individuals would sim-
ply be disqualified from being a public 
arbitrator, moving into a “can’t serve as 
an arbitrator category.” If that were the 
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case, I think the proposed change might 
have been acceptable to all sides.  After 
all, FINRA has for years been battling 
a perception that it’s not fair to permit 
mandatory customer-broker arbitration 
before public arbitrators who have an 
industry “taint.”  But the scope of this 
proposed change goes way beyond that 
simple concept.  How?  

As drafted, the rule would provide that 
an individual once classified as non-
public would stay that way forever.  
So, for example, someone could have 
left the securities industry many, many 
years ago, with their knowledge of it 
going stale, yet the rule would say they 
are still non-public.  Thus, given the 
unlimited strikes of proposed non-public 
arbitrators now given to all parties,11 my 
surmise is that the securities industry 
parties will end up striking these ersatz 
non-public arbitrators, resulting in the 
appointment of all-public arbitration 
panels in almost every customer case 
and the eventual disappearance of 
the non-public arbitrator in customer 
cases.12 This in turn will of course strain 
the public roster which, as discussed 
above, will also be shrinking. Let’s also 
remember that FINRA’s customer case 
filings are now at multi-year lows.  If 
past is prologue, a market downturn or 
major product failure will spike case 
filings, placing further demands on the 
public roster.

Also, one wonders why there is no 
cooling off period that would suffice?  
Similarly, is there no period of time 
necessary for the “taint” to develop?  
For example, should an arbitrator ap-
plicant who did a three-month summer 
internship at a brokerage firm 20 years 
ago be forever tainted?  Remember that 
we need to beef up the public ranks – 
casting good arbitrators aside forever 
seems to be draconian.

•	 Professionals Serving the 
Financial Industry
Another key change involves lawyers, 
accountants, and other professionals 
who provide services to the industry. 
Currently, these individuals are clas-
sified as non-public if they devoted 20 
percent or more of their “professional 

work” to the securities industry in the 
last two years, but they can become 
public arbitrators after a two-year cool-
ing off period after they stop providing 
these services, unless they provided 
services to the industry for 20 or more 
years during their careers. In that case, 
they are “permanently disqualified” 
from ever being a public arbitrator. The 
proposed new rule expands, contracts 
and clarifies the current rule. Expanded 
is: 1) the look-back period, which goes 
from two to five years; and 2) the appli-
cation of the rule not only to the financial 
industry but also to “persons or entities 
associated” with it. Contracted is the 20-
year permanent disqualification criteria, 
which is reduced to 15 years. The rule 
filing points out that the 15 years need 
not be consecutive. Clarified is the term 
“professional work,” which becomes 
“professional time” because it is easier 
for prospective arbitrators to calculate. 

Why this matters: While the shorter per-
manent disqualification period lessens 
the impact of the proposed change, the 
net effect is that it will take three years 
longer for these individuals to become 
public arbitrators, and more arbitrators 
with diminished securities experience 
will be classified as non-public because 
of the broadened definition of what 
constitutes providing services to the in-
dustry.  This most likely will not be seen 
by the securities industry as a benign 
change. Also, one wonders whether it 
is also time for the arbitration Codes to 
define the term “professional.”  FINRA 
has declined in the past to define this 
term in the arbitration Codes, yet it could 
be construed expansively.  For example, 
is a journalist who covers the financial 
field, and who has a significant industry 
subscriber base, a “professional” pro-
viding services to the industry?   

•	 Employment Attorneys and 
Other Professionals
The proposed rule would also disqualify 
as public arbitrators attorneys, accoun-
tants and other professionals who devote 
20 percent or more of their professional 
time within the last five years to “serving 
parties in investment or financial indus-
try employment disputes.” But another 
part of the proposed rule classifies these 

individuals as non-public. While most 
of these arbitrators could become public 
after the five-year cooling off period, 
they would stay non-public forever if 
they accumulated 15 years of service 
in their career.

Why this matters: The bottom line here 
is that these individuals: 1) cannot be 
public while serving in this capacity, but 
can be cleansed after five years; and 2) 
will be non-public if they meet the 20% 
threshold (forever if they did this for a 
cumulative 15 years). But here’s the rub: 
although the rule filing says the change 
is meant to assuage industry concerns 
about public arbitrators “who repre-
sent or provide services to investors in 
securities disputes” [emphasis added], 
the actual rule language would classify 
as non-public arbitrators “attorneys, 
accountants, and other professionals 
who devoted 20 percent or more of  
their professional time, within the past 
five years, to serving parties in invest-
ment or financial industry employment 
disputes” [emphasis added].  

That’s right – any party.  For example, 
as I read it, the proposed rule would 
classify as non-public attorneys making 
their living bringing claims on behalf 
of employees against the securities in-
dustry.   So, for example, the president 
of the National Employment Lawyers 
Association, whose service mark is 
“Advocates for Employee Rights,” 
could be classified as non-public.  One 
can imagine this discussion in a non-
statutory employment case being heard 
by a majority-public panel:13 

Employer: Let me get this 
straight.  The non-public 
arbitrator on the panel in this 
employment case is an attor-
ney who represents employees 
bringing cases against broker-
age firms?  Did I read that 
correctly?

Staff: Yup.

Just a hunch but I don’t see this sitting 
particularly well with the securities 
industry, especially when one bears in 

https://www.nela.org/NELA/
https://www.nela.org/NELA/


Securities Arbitration Commentator

4

Vol. 2014 • No. 3

The possibility that the industry will 
decide to forgo PDAAs for larger cases 
is not total conjecture.  In recent years, 
there have been several instances where 
a large, institutional investor sought to 
compel arbitration of a multi-million 
dollar dispute under Rule 12200, only 
to have the broker oppose arbitration 
on the ground that the investor was not 
its “customer” within the meaning of 
the FINRA rules.24  And in fact some 
brokerage firms already do not require 
institutional investors to sign PDAAs.25  
Connecting these dots, it isn’t much of 
a logical stretch to envision the industry 
rethinking PDAAs for larger disputes. 
The demise or diminishment of FINRA 
arbitration would not be good for in-
vestors or for that matter the securities 
industry.  And if the past is any indica-
tion, few investors would be attracted 
to a non-SRO arbitration forum such as 
AAA or JAMS.26 

•	 Arbitration filings – at least for 
larger cases – may dry up.  
If I am correct about the industry’s reac-
tion, then FINRA arbitration case filings 
would likely dry up because the only 
source of cases would be Rule 12200.  
An arbitral institution like FINRA 
might find it untenable to maintain its 
forum in a time of greatly reduced and 
inconsistent case volume.27  FINRA 
becoming a small claims forum would 
also pose problems. Indeed, FINRA 
President Linda Fienberg at an SEC 
Investor Advisory Committee meeting 
in 2010, “… expressed concern that, 
if the small claims came to arbitration 
while the larger claims were pursued 
in court, FINRA’s arbitration forum 
would lose money as it relies on the 
filing fees and costs of the larger claims 
to fund its operations.”28  As I wrote in 
this publication a year ago, when you 
break the glass and ring the fire alarm, 
you want to be sure there’s a fire brigade 
to respond.29  

•	 FINRA Dispute Resolution is 
the fairest, most economical game in 
town.  
Private providers like AAA and JAMS 
are fair, but don’t come close to FINRA 
in terms of rules and fees.30  This point 

cont'd on page 5
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mind that FINRA intends all proposed 
changes to apply to the Industry Code 
as well as the Customer Code.  

My Concerns about a Possible 
Industry Defection

	
I should pause here to discuss briefly 
the rule approval process at FINRA.14  
This rule was not created in a vacuum.  
First, the National Arbitration and 
Mediation Committee15 (“NAMC”) 
would have been asked to weigh in.  
This is a majority-public committee, 
whose chair is always public.  Among 
its other functions the NAMC “makes 
recommendations on rules, regulations 
and procedures that govern the conduct 
of arbitration, mediation, and other dis-
pute resolution matters before FINRA.”  

So, the NAMC approved the rule and, 
since FINRA does not reveal NAMC 
votes, we cannot tell from the rule filing 
if there was more than a “party-line” 
vote endorsing this proposal.  Then, 
the FINRA Board of Governors16 – 
also a majority public body – voted to 
authorize staff to file the rule proposal 
with the SEC.17  Because FINRA also 
does not reveal Board votes in its rule 
filings, we cannot tell if there was broad 
support for this proposal.  

That said, I am concerned that the 
proposed rule may cause the securities 
industry to rethink its support of arbitra-
tion, in whole or in part.  As discussed 
below, the industry might decide it is 
comfortable arbitrating smaller cases 
but not larger ones.  Why?  Because the 
stakes for the securities industry become 
much higher when dealing with: 1) large 
claims; 2) being heard by panels having 
questionable qualifications; 3) coupled 
with the very limited judicial review of 
arbitration awards available under the 
Federal Arbitration Act.18  Granted, 
I may be totally off on this, but then 
again, I have a pretty good track record 
predicting future events and trends in 
the ADR field.19  Why, specifically, am 
I concerned?

•	 Brokerage firms do not have to 
use predispute arbitration agree-
ments: 

It’s worth remembering that there is 
nothing in the FINRA rules that requires 
the securities industry to use predispute 
arbitration agreements (“PDAAs”).  
Yes, the rules govern the content and 
placement of PDAAs in customer-bro-
ker agreements,20 but that only applies 
if the broker chooses to use a PDAA.  
And of course the broker under FINRA 
Rule 12200 has to arbitrate if a customer 
wants to.21  But nothing stops brokerage 
firms from deciding tomorrow to drop 
PDAAs.  It’s my belief that they could 
also include in PDAAs the option of 
using other ADR providers,22 court, or 
a bifurcation with smaller cases going 
to arbitration and larger ones to court, as 
long as they don’t attempt to extinguish 
the investor’s right to demand FINRA 
arbitration.

•	 While large firms have strongly 
supported PDAAs, many small firms 
have not. 
While we tend to think of the securities 
industry as a monolith, it is not.  Many 
smaller firms have been leery of arbi-
tration, mostly because one arbitration 
award can put a smaller firm out of net 
capital compliance.23  Larger firms have 
steadfastly supported arbitration, but 
I fear this support is not infinite.  For 
example, when the Optional All-Public 
Panel rule was being piloted, some large 
firm reps expressed concerns about what 
they perceived as the long-term anti-
industry drift of the rules.  The same 
concerns were voiced when the rule 
proposing limits to motions to dismiss 
was being debated. 

•	 The securities industry may give 
up on FINRA arbitration, at least for 
large cases.  
On top of the changes over the last 
several years, I am concerned that 
the arbitrator classification rule if ap-
proved is going to lead the industry to 
consider abandonment of PDAAs, at 
least PDAAs that solely list FINRA as 
the arbitration forum or send all cases 
to arbitration irrespective of size. The 
alternative might be PDAAs that offer 
other dispute resolution providers like 
AAA or JAMS or– dare I say it – going 
to court, for all or larger cases.  
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was well-made by former SICA chair 
Tom Stipanowich, a leading authority in 
the arbitration field.  FINRA’s arbitration 
program got high marks when measured 
against the “arbitration fairness index” 
he created.31  In addition to the changes 
at FINRA over the last several years 
already discussed above, here are just 
a few of the major investor-friendly 
aspects of the FINRA rules not found 
elsewhere:  

	FINRA serves the claim on the 
broker with whom the investor has 
a complaint. This rule saves the 
investor time and money.  

	There are FINRA hearing loca-
tions in all 50 states (at least one 
in each state).

	Parties have access to the FINRA 
Discovery Guide and codified 
discovery provisions in the Code 
of Arbitration Procedure for Cus-
tomer Disputes. 

	Awards are public, in a searchable 
database, and available free of 
charge on the web.   Statistical data 
on the program are also available 
on the web.

	FINRA will enforce arbitration 
awards against the securities in-
dustry party.

•	 Court is usually no place for 
either party to be.  
Going to court is terrible for all par-
ties, especially investors.  Granted, in 
some parts of the country litigation is 
relatively quick and inexpensive, and 
an investor occasionally gets a large 
jury verdict against the securities in-
dustry,32 but in general it takes a long 
time, is very costly, and is subject to 
both extensive discovery and relatively 
liberal dismissal standards. I know that 
a significant portion of the investors’ bar 
supports the idea of having the option 
to go to court, but I suspect this rests 
on a belief that FINRA Rule 12200, 
which gives customers the unilateral 
right to require arbitration of disputes 
with their broker, will always exist.  
As I’ve written in this publication, if 

PDAAs go away, the securities industry 
would surely call for the abolition of 
Rule 12200.33  Indeed, the Securities 
and Financial Markets Association took 
this position when the Arbitration Fair-
ness Act of 2007 was pending, stating: 
“Opponents of predispute arbitration 
agreements, however, seek neither fair-
ness nor equality; rather, they seek an 
unfair strategic advantage. They want 
investors to retain their right to arbitrate 
as they see fit, but to deprive investment 
firms of the same right.”34  

If arbitration is eliminated, I stand 
by my belief that litigation would be 
a poor way for the parties to resolve 
their differences.  I recently blogged on 
this very topic, pointing out the top ten 
things critics of arbitration won’t tell you 
about the awful realities of litigation.35  
With apologies to David Letterman and 
Marketwatch.com, here they are:

1.	Actually, litigation is pretty 
awful

2.	We like to denigrate arbitration, 
but it’s actually pretty fair 

3.	You may never get your day 
in court

4.	If you manage to get your day in 
court, it’s going to take forever

5.	Be prepared to disrupt your life 
to litigate

6.	Class actions benefit the lawyers, 
not individual consumers 

7.	Discovery in court is awful, 
and you really can get adequate 
discovery in arbitration

8.	Litigation really costs much 
more than arbitration 

9.	We like to say arbitrators tend to 
split the baby in half, but that’s 
not really so

10.	The strict rules of evidence don’t 
really make litigation better than 
arbitration

Again, bear in mind these realities apply 
to both sides.

What to do?

This rule proposal is clearly well-
intended but in my opinion it could have 
negative consequences if approved.  I 
suggest FINRA go back to the draw-
ing board:

1)	 Keep it Simple.  The arbitrator clas-
sification system, as it exists and 
as it may exist in the future, is a 
complicated mousetrap with many 
moving parts.  I urge FINRA to try 
to keep things simple, something 
that can only help parties, arbitra-
tors, and staff. This point was made 
six years ago by Fordham Law 
School’s Professor Constantine 
Katsoris, the “Dean of Securities 
Arbitrators.”36  A reasonably good 
model to emulate is the AAA’s Se-
curities Arbitration Supplemental 
Procedures,37 where arbitrators 
must fall into one of two catego-
ries, “affiliated with the securities 
industry” or “not affiliated with the 
securities industry,” or they can’t 
be arbitrators.                              

2)	 Move to “pure public” arbitrators 
as the rule proposes but do not 
designate all newly-reclassified 
arbitrators as non-public.  Move 
these arbitrators to a “can’t be an 
arbitrator” category.  This is simi-
lar to how the Codes now handle 
individuals like spouses of brokers, 
or others disqualified from being 
public but who don’t otherwise 
qualify as non-public.   

3)	 Do not keep arbitrators non-public 
forever.  Move arbitrators to the 
“no-man’s-land/can’t be an ar-
bitrator” status after they are not 
involved in or with the industry 
for a number of years.  

4)	 Go back to an “affiliated with the 
securities industry” classification, 
especially for the Industry Code.  
If customers don’t want arbitra-
tors from the industry they will 
strike them.  But we can’t expect 
the securities industry to accept 
a “non-public” roster bloated by 
arbitrators who don’t know the 
industry, or who are attorneys 
representing employees.  

5)	 Do a cost-benefit analysis on the 
rule’s potential impact (or reveal the 
results if one has been done).  Hav-
ing spent fourteen years at FINRA 

cont'd on page 6

http://home.arbresolutions.com/ten-things-about-litigation-that-arbitration-critics-wont-tell-you/#.U87oXbF4BK2
https://www.adr.org/cs/groups/commercial/documents/document/dgdf/mda0/~edisp/adrstg_004107~1.pdf
http://www.marketwatch.com/


Securities Arbitration Commentator

6

Vol. 2014 • No. 3

cont'd on page 7

and being very familiar with its 
corporate culture, my guess is that 
it conducted an impact analysis of 
some sort.  But, if FINRA has done 
such an analysis, it’s not referenced 
in the rule filing.  This leaves the 
first blush impression that the net 
impact of the proposal would be to 
reduce the number of public arbi-
trators – currently 3,56238 – while 
demand for them increases because 
almost every customer case will 
end up with a public panel.  At the 
same time, it would appear that 
the ranks of the non-public roster 
will expand while demand for such 
arbitrators declines. 39  If such an 
analysis has been done, FINRA 
should release the results.  If not, 
then FINRA must do one.  For that 

matter, a cost-benefit analysis of a 
potential elimination of PDAAs by 
the securities industry might be a 
good idea. 

Conclusion

Industry abandonment of arbitration 
for some or all cases might look like a 
good thing to some on both sides, but 
as Henry Ford once said, “If I had asked 
people what they wanted, they would 
have said faster horses.”40  The author 
realizes he is treading in a potential 
minefield.  After spending close to four 
decades building trust among a diverse 
group of constituents in the alternative 
dispute resolution community, it’s 
possible that, with this article, I will 
manage to offend my friends in both 

the customers’ bar and the securities 
industry, and at FINRA.  

But a good friend tells his or her friends 
when they are heading for trouble.  My 
purpose in authoring this article is to 
warn both sides that a potential securi-
ties industry abandonment of arbitration 
will be a bad thing for both sides.  On 
the other hand, annoying both sides is 
a well-known mediator’s tactic to drive 
the parties together with a common 
cause.  So, if I manage to unite all sides 
in their anger with me, perhaps some 
consensus will emerge. Who knows, 
we may see PIABA and SIFMA joining 
hands to craft an improved, simplified 
classification rule.  Then another par-
able – the lion and the lamb – will come 
into play.
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