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Public Investors Arbitration Bar Association

June 11, 2009

Ms. Elizabeth M, Murphy, Secretary
Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549

Re:  Proposed Rule Change- Elimination of FINRA-DR Mandatory
Industry Arbitrator Pursuant fo Commission Rule of Practice
192(a)
Dear Ms. Murphy:

Pursuant to Rule of Practice 192(a) of the Securities and Exchange
Commission (“SEC”), the Public Investors Arbitration Bar Association
(“PIABA”) submits this rule change pefition to the SEC to eliminate the
requirement that an arbitrator affiliated with the securities industry sit on all

public investor cases arbitrated before the Financial Industry Regulatory

Authority (“FINRA”™)' in which the amount in controversy exceeds $100,000.

PTIABA proposes that investors and industry parties be given the choice to decline
to have an industry arbitrator sit on panels that hear and decide their cases.
PIABA’s petition seeks to revise the FINRA Code of Arbitration
Procedure for Customer Disputes. PIABA believes Rule 12402 of the Customer
Code, requiring industry arbifrators to serve in arbitration proceedings between

public investors and industry members, unfairly and systemically shifts the

' FINRA (formerly the NASD) was established pursuant to the Maloney Act amendments to the
Securities Exchange Act of 1934, FINRA is the only organization permitted to be registered with
the Securities and Excliange Commission as a national securities association. (See Maloney Act,
52 Stat, 1070 (1938), 15 U.S.C. §§ 780-3, et scq., amending the Securitics Exchange Act of 1934,
15 U.S.C. 784, et seq.) FINRA is required to promulgate and enforce rules "fo protect investars
and the pubiic interest," 15 U.8.C. § 780-3(b)(6).
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arbitrator’ Hst, or, in some instances, from the ‘chair qualified” list. The ability to
strike all arbitrators essentially gives parties the option to choose not to have an
industry arbitrator to decide their claims. The proposed rule change essentially
mirrors the FINRA pilot program with respect to the industry arbitrator discussed
more fully below.” If, as some securities industry members claim, industry
arbitrators are beneficial to investors, invesfors should be entitled to make that
determination for themselves on a case-by-case basis rather than having it forced

upon them in all arbitration proceedings.

V. HISTORY OF MANDATORY INDUSTRY ARBITRATOR

In 1953, the Supreme Court of the United States ruled, in Witko v. Swan,
346 U.S. 427 (1953), that disputes involving the statutory investor protections set
forth in the Securities Act of 1933 could not be forced into arbitration pursuant to
pre-dispute arbitration agreements. In deciding the case, the U.S. Supreme Court
recognized several inadequacies of arbitration as compared to court proceedings
in resolving investment disputes. Following the Wilko decision, securities
arbitration for investor claims arising under the Securities Act of 1933 and the
Securities Exchange Act of 1934 was viewed as strictly voluntary on the part of
the investor,

After Wilko, public investors essentially had the option of selecting SRO
arbitration. Thus, the determination of whether a securities industry arbitrator

was deemed a plus or a minus was for the public investor to decide.

° The FINRA-DR press release regarding the public arbitrator pilot program may be found at
http:/fwww . finra.org/Newsroom/NewsReleases/2008/P038958.
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In 1987, the U.S. Supreme Court again considered the issue of whether
mnvestors could be compelled to arbitrate claims involving statutory violations of
the Securities Exchange Act of 1934° pursuant to pre-dispute arbitration
agreements in the Iandmark case Shearson/American Express, Inc. v. McMahon,
482 U.S. 220 (1987). In 1'e§e1'sing the long held position that investors could not
be compelled to arbitrate these statutory claims, the Supreme Court issued a 5-4
decision ruling that pre-dispute arbitration agreements could be enforced with
respect to these claims, Since the decision in McMalion, it has becorme generally
accepted that the securities industry may compel individual investors to file
claims in the industry’s arbitral forums by pre-dispute arbitration clauses
contained in brokerage account agreements. As the result of the McMahon
decision, securities arbitration fransformed from a largely voluntary process to a
mandated forum for most aggrieved investors., It is often overlooked, however,
that the dissenting opinion in McMahon raised serious concerns regarding the
fairness of the industry-sponsored securities arbitration process. The conceins
raised in the dissenting opinion have largely proven prescient.

Partially dissenting in the McMahon case, Justice Blackmun called into
question the basic fairness of the arbifration forums operated by the securities
industry. In particular, Justice Blacknmm, joined by Justices Brennan and

Marshall, questioned whether the promised oversight by the SEC of the SRO

§ The Wilko decision did not specifically address claims under the Securities Exchange Act of
1934. However, it had widely been believed that the reasoning of the Wilko decision concerning
the 1933 Act also applied to the 1934 Act. Additionally, the SEC had indicated that broker-
dealers could not seek to enforce pre-dispute arbitration agreements for claims alleging violations
of the Securities Acts (See NASD Notice to Members 83-73 regarding the adoption of SEC Rule
15¢2-2).
Public Investors Arbitration Bar Association
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The dissenting justices were critical of the fact that the SEC had not
conducted a study of the perceived inadequacy of the SRO arbifration system as it
existed in 1987. Id., at 265. The McMahon dissent also suggested that studies of
the mandatory arbitration system would likely reveal evidence as to the fairness
(or lack thereof) of the process. Id. at 265 and fn. 20 (After noting the industry’s
use of statistics to support its claim of fairness, noting further that “[sJuch
statistics, however, do not indicate the damages received by customers in relation
to the damages to which they believed they were entitled. 1t is possible for an
investor to ‘prevail’ in arbitration while recovering a sum considerably less than
the damages he actually incurred.”)

Since McMahon, a number of statistical studies have, in fact, been
conducted to evaluate the fairness of industry sponsored mandatory arbitration.
Not surprisingly, the studies have confirmed the long held belief that industry
sponsored securities arbifration is not perceived as fair to investors and that

recovery rates favor the securities industry.

VI.  STUDIES SHOWING THE UNFAIRNESS OF SECURITIES
ARBITRATION

The Securities Industry Conference on Arbifration (“SICA”) was formed
with the encouragement of the SEC to report on the various arbitration foroms
sponsored by the SROs.” In 2005, SICA undertook to perform an academic study
of fairness in arbitration based upon empirical evidence. Specifically, the study

sought to determine whether participants in securities arbitration believe that it is

" The SICA Arbitrator’s Manual 3 provides that “Since arbitration is the primary means of
resolving disputes in the securities industry, the public perception of its fzirness is of paramount
importance.” (January 2001).
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conducted simply, fairly, economically, and without bias by the arbitrators. Pace
University School of Law conducted the study on behalf of SICA, with the
assistance of the Cornell University Swrvey Research Institute. The study sought
the opinions of nearly 30,000 individuals involved in the securities arbifration
process, iﬁciuding investors, securities represenfatives and lawyers.
Approximately 3,100 individuals returned responses to the defailed questionnaire.
In February of 2008, SICA published the results of the study (Barbara Black, Jill
L. Gross, “Perceptions of Fairness of Securities Arbitration: An Empirical Study,”
(2008).8

The SICA study found a strong perceived bias with respect to industry
sponsored securities arbitration. Nearly half of responding investors believed that
arbitration panels were biased. Sixty-two percent of public investors felt that the
arbitration process was unfair.” Seventy percent of public investors were
dissatisfied with the outcome of their securities arbitration cases. Seventy-five
percent of public investors found securities arbitration to be “very unfair” or
“somewhat unfair” as compared to court.

The SICA study specifically probed issues relating to the mandatory
industry arbitrator. Thirty-six and one half percent of the responding public
mvestors found the industry arbitrator to be biased in favor of the industry

respondents.

® http://www.slcg.com/pdfinews/Mandatory%20Arbitration%20Study.pds).

? The industry may point out that only forty percent of the non-customers indicated that arbitration
was unfair. That number is indicative of the serious problems associated with mandatory
securities arbitration relating to fairmess.
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(b)  abuses in the trading and sales of mutual
funds;"

{c)  deceptive seminars and marketing schemes
aimed at the elderly and newly retived;?®

(d) fraudulent and unsuitable sales of variable
annuities, especially to seniors and for tax-deferred
accc.)un’ts;21

(c) dishonest and deceptive practices in
connection with the conduct of auctions of “auction
rate securities” (“ARS”) and the mismarketing of
such securities as money market or CD
equivalents;” and

influence of investment banking relationships on favorable stock research reports. See,
http:/iwww.sec.govimew/press/2002-179 him,

P m 2004, fifteen firms settled NASD and SEC charges relating to unfairly depriving customers
of mutual fund breakpoints. The firms included: American Express Financial Advisors; Bear
Steamns ; Legg Mason ; Lehman Brothers; Raymond James; Linsco Private Ledger; UBS; and
Wachovia.  See, http./fwww.sec.gov/news/press/2004-17.htm.  In 2005, the NASD fined
American Express, Chase Investment Services and Citigroup for improper sales of Class B and C
shares of mutual funds. See:

http:/fwww finre.org/PressRoony/NewsReleases/2005NewsReleases/p013648

M A joint report by the SEC, NASAA and FINRA found a pervasive pattern of misleading,
fraudulent, and unsuitable sales practices in investment seminars sponsored by securities firms for
senior citizens. See, “Protecting Senior Investors: Repoit of Examinations of Securities Firms
Providing "Free Lunch’ Sales Seminars” (Sept. 2007), available at:

http:/fwww.sec.govispotlight/seniors/freelunchreport.pdf

21 See, “Joint SEC/NASD Report On Examination Findings Regarding Broker-Dealer Sales of
Variable Insurance Products” {(Jume, 2004), available at
hitpi/www.sec.govinews/studies/secnasdvip.pdf.  As stated in Money Magazine (January, 2000
ed), "variable annuities come with plenty of drawbacks: their fees are high, they’re brain-
numbingly complicated...they're offen pushed on investors for inappropriate uses, such as IRA
rollovers...” Variable annuities often have large surrender fees and tax penalties that can tie up an
investor’s money for many years. However, they also generate some of the highest commissions
of any products brokers sell, Thus, annual sales in 2007 were over $160 billion and net assets
invested in variable annoities exceed $1.35 trillion dollars. Insurance Information Institute, Facts
and Statistics,

hittp:/Awww iii.org/media/facts/statsbyissue/annuities/?table_sort 761676=3

22 Firms that have been implicated in ARS misconduct include: TD Ameritrade; Banc of America
Securities; Bear Steamns & Co., Inc.; Citigroup Global Markets; Deutsche Bank; A.G. Edwards,
Inc.; E-Trade; Goldman Sachs & Co.; H&R Block; Lehman Bros. Ing,; J.P. Morgan Securities,
Inc.; Merrill Lynch Pierce Fenner & Smith, Tnc.; Morgan Keegan & Company, Inc.; Morgan
Public Investors Arbitration Bar Assoclation
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(e) fraudulent practices in connection with the
securitization and retail sales of products
backed by subprime loans,*

The major Wall Street firms and many lesser known ones have been
named in class actions, investigated, and/or sanctioned for misconduct in one or
more of these areas, many of which were accepted as “business as usual” in the
securities industry, Yet the victims of these wrongs must select the arbitrators
who will decide their claims from lists that include industry members whose own
firms may have engaged in similar practices. These arbitrators are likely to be
reluctant to find another firm liable for conduct that may be the subject of
litigation or regulatory proceedings against their own employers. This conflict of
interest creates at the least the appearance of bias. Worse still, if, as SIFMA

points out, industry arbitrators serve to “educate” other panel members, this so-

called “education” may consist of persuading them that the practices at issue are

Stanley; Oppenheimer; Piper Jaffray & Co.; Raymond James; RBC Dain Rauscher, Inc.; SunTrust
Capital Markets, Inc.; UBS; Wachovia Capital Markets, Inc.; and Wells Fargo & Co. The SEC’s
2006 Consent Order against 15 firms for fraudulent practices in cormection with ARS can be
found at: hitp://www.sec.gov/litigation/admin/2006/33-8684.pdf.

A number of class actions brought on behalf of ARS purchasers are identified at
http:/fwww.financialweek.com/apps/pbes.dil/article?AID=/20080422/REG/323114373/1010/rss01
&rssfeed=rss01 and hitp://www.girardgibbs.com/auctionrate. hitmi

® The SEC, FINRA, Justice Department and the states have initiated dozens of investigations
relating to subprime securitization and sales. See, “Prosecutors Widen Probes Into Subprimes"
Wall Street Jowrnal (Feb, 8, 2008); The Bureau of National Affairs, Inc., In Three Dozen
Subprime Investigations SEC Is Asking ‘Who Knew What, When’, 40 Securities Regulation & Law
7 (Feb. 18, 2008); David Scheer and Jesse Westbrook, Brokers Probed by FINRA on Mortgage
Securities  Sales, Person  Savs, Bloomberg.com (Jan. 4, 2008) available at:
hitp://www.bloomberg.convapps/news?pid=20601087&sid=apNYRLoCV¢Uk&refer=home;
Edward Hayes, FINRA Joins Mortgage Storm, Wolters Kluwer Financial Services (Feb,, 4, 2008),
available at: htip:/wwwl.cchwallstreet.com/ws-portal/content/news/container jsp?fni=02-04-08;
US4  Today, Regulators’ Subprime Mortgage Cases, Feb. 18, 2008 available at:
http://www.usatoday.com/money/economy/2008-02-18-4194118666_x.htm,; Memphis
Commercial Appeal, Feb. 28, 200, “Morgan Keegan CEQ Is Leaving : SEC Seeks Facts On
Losing Mutual Funds” http/fwww.commercialappeal.comynews/2008/Feb/28/morgan-keegan-
ceo-is-leaving/ (investigation of Morgan Keegan mutual funds tied to subprime).
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acceptable because “everyone does it.” Thus, conduct that a judge or jury might
remedy with a recovery of full damages may be excused altogether, or minimized
with “compromise” awards.

The on-going consolidation of brokerage firms within the securities
industry has compounded potential conflicts for industry arbitrators. In recent
years, such well-known firms as Dean Witter, Prudential Securities, A.G.
Edwards, Paine Webber, Bear Stearns, Wachovia and Merrill Lynch have been
taken over by other broker-dealers. Faced with this consolidation trend, industry
arbitrators may be reluctant to award substantial damages against firms that could
well become their future employers. The same economic considerations may
influence Tawyers or accountants who serve as industry arbitrators, since their
clientele may include brokerage firms that could be acquired by the firm whose
conduct is at issue in the case before them.”* Against this backdrop it shbuld not
be surprising that statistically an investor’s expected recovery rate (i.e., win rate
times recovery rate) of substantial damages in a large claim agamst a major
brokerage firm is far less than against smaller firms.*> This suggests that some
arbitrators are reluctant to antagonize major firms.

As the securities indusfry continues to consolidate, the pressure on
industry arbitrators to avoid antagonizing the few remaining mega-firms wilt onty

increase. At the same time, it will be all the more imperative that the clients of

* Additionally, lawyer-industry arbitrators may be hard pressed to accept certain theories of
recovery or reject certain brokerage defenses while serving as “impartial” arbitrators, knowing that
they will present the opposite positions on behalf of their industry clients.

¥ According to the O’Neal-Solin Study, the expected recovery percentage of a claim of over
$250,000 against one of the three largest brokerage firms was a paltry 12%, versus over 37% for
claims under $10,000 against smaller firms.
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those firms who have suffered substantial losses be afforded access to a forum

whose arbitrators are truly impartial and disinterested.

X. CONCLUSION,

Given the reservations and concemns expressed in the McMahon decision
over twenty years ago, the time is ripe to review the adequacy of the SRO
arbitration system with respect to the mandatory industry arbitrator requirement.
At the time the initial rules requiring the presence of a mandatory arbitrator in
investor arbitration claims were drafted by the SROs, the SEC exercised very
limited oversight in connection with the rules of industry sponsored arbitration
forums. Likewise, securities arbitration was largely viewed as voluntary at the
time the mandatory mdustry arbitrator rules were adopted. Additionally, the
landscape and rulemaking approval iarocess today, including notice and the ability
to comment on proposed rule changes, has become more transparent, allowing
investors and their advocates a voice in the process. Most importantly, a number
of empirical studies conducted in the wake of MeMahon show that the use of
mandatory industry sponsored arbitration has resulted in a substantial decrease in
the percentage of arbitration awards rendered in favor of investors, and that the
arbitration system is perceived as being unfair to investors.

In the final analysis, the requirement of a mandatory industry arbitrator is
antithetical to the integrity of the arbitration process and to the fundamental
principle that finders of fact should be disinterested in the outcome of the cases

they decide.”® If panels need expertise to decide cases, the parties are free to

* The importance of avoiding the appearance of bizs in arbitrations was hammered home in
Justice Black’s opinion, writing for the majority in Commonweaith Coatings Corp. v. Continental
Pubtlic Investors Arbitration Bar Association
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retain expert wilnesses and are, in fact, likely to do so in cases in which losses
exceed six figures. These experts are subject to thorough and sifting cross-
examination by all partics so that their biases and the validity of their opinions
may be thoroughly explored. That 1s fair; allowing an industry arbifrator to opine
on industry standards and practices behind closed doors is unfair.

We strongly urge the SEC to take a step that FINRA has been unwilling to
take on its own. If, as the Supreme Court has said, the SEC has broad authority to
mandate the adoption of any rules it deems necessary to ensure that arbitration
procedures adequately protect investors, Shearson/American Express v.
McMahon, 482 U.S. 220, 234-35 (1987), this is a propitious time for the
Commission to act.

PIABA expects that the securities industry’s opposition to this rule
proposal will be fierce--thereby revealing the inherent unfairness of the industry
arbitrator and member firms’ strong desire to maintain the sfafus quo.

Thank you for your kind consideration in advancing the interests of
investor protection.

Sincerely,

ENENE

Brian N. Smiley
PIABA President

Casualty Co., 393 U8, 145, 150 (1969): “[Alny tribunal permitted by faw to try cases and
controversies not only must be unbiased, but also must aveid cven the appearance of bias. We
cannot believe that it was the purpose of Congress to authorize litigants to submit their cases and
controversies to arbitration boards that might reasonably be thought biased against one litigant and
favorable to another.”
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Contact Information:

Smiley, Bishop & Porter, LLP
1050 Crown Pointe Parkway
Suite 1250

Atlanta, Georgia 30338
(7770) §29-3850
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¢ PART IV APPOINTMENT, DISQUALIFICATION, AND
AUTHORITY OF ARBITRATORS

. 12402. Composition of Arbitration Panels

(a) If the panel consists of one arbitrator, the arbitrator will be a public arbitrator selected
from the public chairperson roster, unless the parties agree in writing otherwise.

(b) If the panel consists of three arbitrators, one will be a non-public arbitrator and two
will be public arbitrators, one of whom will be selected from the public chairperson
roster, unless the parties agree in writing otherwise. The parties may, however, choose to
have g panel consisting of three non-public arbitrators pursuant fo the rules governing

strikes contained in Rule 12404,

. 12403. Generating and Sending Lists to the Parties
(a) Generating Lis{s

(1) If the pancl consists of one arbifrator, the Neutral List Selection System will generate
a list of eight public arbitrators from the FINRA chairperson roster. .

(2) If the panel consists of three arbitrators, the Neutral List Selection System will
genetrate:

+ A list of eight arbitrators from the FINRA non-public arbitrator roster;
+ A list of eight arbitrators from the FINR A public arbitrator roster; and
+ A list of eight public arbitrators from the FINRA chairperson roster.

(3) If the panel consists of three arbitrators, the Neutral List Selection System will
generate the chairperson list first. Chair-qualified arbitrators who were not selected for
the chairperson list will be eligible for selection on the public list. An individual
arbifrator cannot appear on both the chairperson list and the public list for the same case.

(4) The Neutral List Selection System will exclude arbitrators from the lists based upon
current conflicts of interest identified within the Neutral List Selection System.

(b) Sending Lists to Parties

{1) The Director will send the lists generated by the Neutral List Selection System to all
parties at the same time, within approximately 30 days after the last answer is due. The
parties will also receive employment history for the past 10 years and other background
information for each arbitrator listed.




(2) If a party requests additional information about an arbitrator, the Director will request
the additional information from the arbitrator, and will send any response to all of the
parties at the same time. When a party requests additional information, the Director may,
but is not required to, toll the time for parties to return the ranked lists under Rule
12404(c).

12404. Striking and Ranking Arbitrators

(a2) Each separately represented party may strike up to four of the arbitrators from eaeh
the Chair-qualified arbitrator list and four arbitrators from the public arbitrator list for any
reason by crossing through the names of the arbitrators. At least four names must remain
on each-Jistthe chair-—qualified arbitrator list and four names must remain on the public
arbitrator list.

(b) Each separately represented party may sirike up to all eight nammes on the non-public
arbitrator list,

(cb) Each separately representec‘i party shall rank all remaining arbitrators on the lists in
order of preference, with a "1" indicating the party's first choice, a "2" indicating the
party's second choice, and so on. Each list of arbitrators must be ranked separately.

(de) The ranked lists must be returned to the Director no more than 20 days affer the date
upon which the Director sent the lists to the parties. If the Director does not receive a
party's ranked lists within that time, the Director will proceed as though the party did not
want to strike any arbitrator or have any preferences among the listed arbitrators.

12405. Combining Lists

For each arbitrator classification (public, non-public, and chairperson), the Director will
prepare combined ranked lists of arbitrators based on the parties’ numerical rankings, as
follows:

« The Director will add the rankings of all claimants together, and the rankings of all
respondents together, to produce separate combined ranked lists for the claimants and the

respondents.

» The Director will then add the combined rankings of claimants and the respondents
together, to produce a single combined ranking number for each arbitrator, excluding all
arbitrators stricken by a party.

» The Director will create separate combined ranked lists for each arbitrator
classification 1n cases with both public and non-public arbitrators.




12406. Appointment of Arbitrators; Discretion to
Appoint Arbitrators Not on List

(a) If the panel consists of one arbitrator, the Director will appoint the highest-ranked
available arbitrator from the combined chairperson list.

(b) If the panel consists of three arbitrators, the Director will appoint:

* The highest-ranked available non-public arbitrator from the combined non-public
arbitrator list;

» The highest-ranked available public arbitrator from the combined public arbitrator list,
and

"+ The highest-ranked available public arbitrator from the combined chairperson list, who
will serve as chairperson of the panel.

(c) If the number of arbitrators available to serve from the combined list(s) is not
sufficient to fill an initial panel, the Director will appoint one or more arbitrators of the
required classification to complete the panel from names generated randomly by the
Neutral List Selection System. If the Director must appoint a non-public arbitrator, the
Director may not appoint a non-public arbitrator as defined in Rule 12100(p}2) or (3),
unless the parties agree otherwise. The Director will provide the parties information
about the arbitrators as provided in Rule 12403 and the parties will have the right to
challenge the arbitrators as provided in Rule 12410.

{(d) In the even{ no names remain on the non-public arbitrator list, or none of the
remaining non-public arbitrators are available to serve for any reason, the Director will
not randomly appoint a non-public arbitrator to the panel. The Director will select the
next highest ranked available public arbitrator to complete the panel. In the event no
ranked arbitrators remain on the public list, or if all remaining ranked arbifrators on the
public list are not available to serve for any reason, then the Director will select the next
highest ranked available arbitrator on the chair qualified fist to complete the panel. In the
event no ranked arbitrators remain on the chair qualified list, or if all remaining
arbitrators on the chair qualified list are not available fo serve, then the Director will
randomly appoint a public arbitrator.,

(ed) Appointment of arbitrators occurs when the Director sends notice to the parties of
the names of the arbifrators on the panel. Before making any decision as an arbitrator or
attending a hearing session, the arbitrators mmust execute FINRA's arbitrator oath or

affirmation.




