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 [LETIER SENT TO ALL SICA MEMEERS] =
. James E, Buck T ~ e
- 'Benior Vice President & Becretary.
-New York Stock Exchange, Inc.
- 11 Wall Street R
. Mew _York, Mew York 10005 -

. ‘Dear Mr. Bucks

. The Coariasion siaff has dDeen examining self-regulatory -
Organization-sponasored arbitration over the past 18 months, -
- The focus of the reviev vas broad and wvas designed to test
- both the fairness and efficiency of self-regulatory organiza-.
. tion ("SRO") arbitration programs. This review reflects the.
- Commission's belief in the need for thorough oversight of ERO.
~ arbitration systems in 1light of the Supreme Court's decision .
- 4n Shearson/American Express,; Inc. v. -McMahon. The staff bas -
presented its findings to the Comnission, which bas endorsed

‘ i:ho}oéb‘n@ndathuitottougvinﬁtﬁiiuiqt;o:.f.-

‘The Comnission believes that securities industry arbitration
' 'qQenerally operates fairly. ' However, tbere are nulerous ways '
'in which the process can be improved.  Becurities industry =
- arbitration has changed a great deal since the Uniform Code =
- of Arbitration ("Uniform Code"™) wis adopted by the Sescurities . .
- Industry Conference on Arbitration ("SICA").  Those changes
‘broadened investor, particularly small iavestor, access to . .
jJustice. At that time, arbitration forums were conceived
- by the Commission and the SROs as providing an alternative
- dispute resolution mechanisa 0 the courts for iavestors. -
‘Mow, recent cases upholding predispute arbitrallon agree- .
ments together with increasing post-dispute selection of SRO-
- sponrored arbitration suggest that SRO-sponsored arbitration
_may ‘iecome the primary forum for the resolution of disputes
" batween broker~dealers and investors. This zeduces the degree
of informality properly svailable to the gystems, At the same
time, the Comnission believes that the fundanental speed and
efficiency of the arbitration systea should be maintained.

The need for change in SRO arbitration derives directly
from the limits inherent in the current arbitration rules.
Significant ehanges should be instituted at the SRO arbitra-
tion programs in the coming months. 1In addition, further
chanqes may be nscessary as BRO arbitration systeas adant
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' to handle more complex cases and as the Coanission continues
4ts teviev of SRO arbitration programs. BSecause of the SROs'
bistory of working closely together through SICA to ‘implement
effective arbitration policy and procedures, the Commission
48 sending to all SICA meabers this letter, which addresses
the necessity of fnstituting changes to the existing ardbitra-

tion rules and pamphlets.
‘Selection of Arditrzators

- One key area of the Comaission’s review concerned the

- selection and standards for ardbitrators that serve on the
SRO-sponsored arbitration panels. A balance was struck {n :

the existing rules between the need for {mpartial arbitrators
and the need for industry expertise, resulting fn the current

‘provision for a majority of public arbitrators in cases involv~ .
ing public customers. The Commission continues to Delieve that

the provision of mixed public/industry arbitration panels will -

contribute to fair and accurate resolutions of disputes between

invastors and brdker-dealers. The absencs Of clear guidelines
for qualifying pudblic arbitrators, hovever, and the inclusion.

in the pool of public arbitrators of persons with cleat affi-

liations with the securitias industry is a source of great
_eoncern. | R S IR

Public Atbitrators.

" ohe Comtission recommends that arbitration paneéls include

persons who are not so connected with the industry that ft may

hinder their ability to make independent jJudgments wWith respect

to specific fndustry practices. Accordingly, we tecoumend that
SICA revise the Uniform Code to limit clearly those persons who
Bay serve as public arbitrators. = - R N

 ¥he Commission is concerned that industry affiliations of

 public arbitrators may undermine public confidence regardless

- 0f the character of the individual arbitrator. Securities -
industry retirees who bave spent all or virtually all'of thair
professional careers in the securities industry should not be
permitted to serve as pudlic arbitrators, regardless of the
aumber of years that have passed since getirement. Onh the
other band, the current standard, which permits & person who
bas left the securities industry tO serve &8 & public erdbitrator
after the passage of three years, i8s appropriate: for: patsons

‘who have left the securities industry for non-inSustry posi-

tions. Barlier securities ezperience of these ardbitrators, -

‘however, should be disclosed to the parties in order to permit
‘them to use their cballenges effectively. R
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~Lawyers and accountants who regularly provide ssrvices to

the securities industry should not serve #s public arbitrators. 1/
Novever, we wouwld agree that professionals whose partnecs Tegularly
gepresent broker-dealers could serve as public arbitrators so -
long as that fact is disclosed to the patrties. Spouses of, and’
famnily members financially dependent on, securities industry =~
‘personnel also should not serve as public-arbitrators. :Clearly, --

- many spouses of industry personnel have independently formed - =
ideas and independent sources of income. It would be impractical, *
~ howvever, to distinquish Detween these groups, and their serving - -
- a8 public arbitrators creates an appearance of bias that, in our
‘view, §8 too ptrong. S S O LT R T  E

. Chesgling outrent eriteria for the selection of pudblie " 7
arbitrators will decrease somevhat the current public-arbitratoer
‘pool. A expanded network of contacts may bhave to be established ¢ -
‘to locate and select arbitrators who meet the standards wve tecom~-
mend for public arbitrators. Accordingly, it would De approrriate -
for SROs to permii persons currently serving as public arbitrators .
who would not qualify as public arbitrators under the nev criteiia
- to continue to serve for up to three years, so 1long as the arblaii ™
trators' affiliations are disclosed to the parties, and, as dis- "~

avoid scheduling difficulties for the arbitration depsrtaents. R SR

- Industry Arbitrators A

. The review @id not disclose any problems fnvolving the use ¢
of $ndustry arbitrators fn investor arbitration. There is mo - O
feason to change the standards for or use of ipndustzry arbitrators
. axcept to add those securities lavyers, accountants, and cetired -
- {ndustry personnel.who presently qualify as pudlic arbitrators -
but would no longer gualify under the nev standards. - ook

It is dmportant for the BROs that adainister arbdbitration

progzams to perfora thorough ebecks for disciplinazy backgrounds
‘for all of its arbitrators. Arbitration departanent sataff should -
check the Central Regiatraticn Depository ("CRD°®) or similar -
systeas of other SROs for disciplinary bistory of arditrators: ~ '
(exzcept pudlic arbitrators who bave no prior iadustry experience) .- -
st the time they ate entolled. Mo person subject to a stagutory: - -
-disqualification should be peramitted to serve a8 an ardbitrator.

_1/ 1In implementing such a standard, it would be appropriate
to allov a de mininis exception wbere such lawvyer's oz
accountant's bil1lings to the securities industry do not
‘exceed 108 for the preceeding two years.
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SROs should also ro-cb.ch CRD or another stlila: syltc- when -
indust:y arbitrators are used {f no check bas baon Ild. in tbo
ast ,..to

The Co-nlllion 18 also concerned that the acv a:bittatot
card adopted Dy SICA at its June 29, 1987 meeting, which s to
- Se sent_to al1l uiditzatora, JUcas mot ask for sufifcient disei~.
plinary data. Me recommend that SICA amend the card to ask
vhether the arbitrator bas ever been convicted of oy in a-
gequlatory- pzoceeding, found to have engaged in conduet: lavoiv-
-4ng ahy offenses relating to theft, the taking of a false cath,
‘or fraud, “Similarly, the card of a letter sent: uitb the card
-should ask that.arbitrators undertake to update all tn!ornation
- on ths cards, including dilelplina:y lntot-atlon, and not. 1ult
“the information on: ‘conflicta of interest; as is :oqucsgta in -
the recently adopted cover letter for the nev cards. We believe
“that an undertaking to update all information on the cards
-should provide the necessary assurances with zcopectl to - public
. ardbitrators and may provide uddlttonnl nsc!ul Intornntton about
&tndunt:y ltbtttltﬂtlo"' , " A : :

'H,A:bitratot ?taintnf:m7" ‘

- B Ou: tovj'v found. that thc .lDl havc ldninistc:td vl:tually
‘no formal training: for -arbitrators on matters tc!nting to either
‘arbitration law, 4nc1udin9 the scope ©f arbitrators' '.uthoxlty,
‘zelevant st av, or securities law. The cntrout 10v.1 ot :
, ¥tzl1n£ng should: bl:.ﬁdt.lltd pro-ptxy.~ R A

1 .
b !b. Colntssion b.ltcvcl that the SROs can make 1-portant*
iprogress §n odueatinq arbitrators through the immediate
|institution of & Tegular newsletter and the dcvclupﬁcnt-ot
‘comprehensive sanual for arbitrators. The uouslottot should }
serve both:to provide genetal information on fiéportant issues
and to distribute new case lav or 1lpottant art{cles 4n the.
field. A vritten nevwsletter, availadle to parties' attorneys. .
88 well as arbitrators, would help assure the p:inontatlou of
‘poth sides of ifssues and would allow counsel to formulate
.arguaents tailored to the inforsation 10701 ol azbsttttor:

- as: gnuch hy the ncvnzﬁtto:.A ‘ o

n 3n .adltlon. . bllle‘IIRUCI that dooe:lbos th. a:btttnto:s'
“4obd should be & wvaluable tool. The manual should explain arbi-
‘trators' pover and gesponsiuiiities; which should aid them in
achieving correct results. We are avare that SICA recently
‘appointed a subcoamittes to 6raft an outlina for an arbitrator -
‘bandbook that would cover soae issues concerning ardbitzator :
authority. The scope of the p:opolid bandbook has not besn set.
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Note
Arbitrators, 22 years later, are still not trained in applicable law.  How would the investing public react if such lack of training and knowledge of relevant law were known?
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3£ SICA undertakes to carry out this project, the SROs that
will vtilize it sbould contribute the respcurces necéssary to =
'.llﬂ!. that the pxojoet l. tlnoly and thotougbly c:oeutod. r 7

’?Atblt:ntot :v.lu.tlan

: !n ou: 110w, thd hott assurance of c!!octivo utbttrato: , ‘
J.onltorinq by SRO staff would be for it to keep an-ongoing tecord o
©of arbitrator performance by instituting a system of written
evaluations. Parties, their counsel, and other arbitrators shoula .
3ll be reguested to £1i11 out & Questionnaire seeking .valuatlonl
- of arbitrator ‘competence, teparedness, and fairness. To the =
extent possible; care should be taken to design the evaluation
systen 80 as nhot to interfers with & party's ability to wacate
. an adverse avard. Bvaluations should be used exclusively for
ths administration of the arbitracion departaent and should
. not be availabdle to pn:tlos in subseguent litigation. It may

‘be efficient for $ICA to develop such a qusstionnajre in order:
that all fature asssessments of a:btttatoxn can bc eo-nunxea:oa
.,caltly ana unitornly anong llos. o o

o We bave boon lato:l.d o! tho curtont 01!0ttl to ’ool

© rbitrators: -among SRO arbitration syl:ons.. We recommend that
‘SICA menbers work together to assure that. 211.8RO forums are

advised of each others' evaluations of arbitzators. One vay ot

oddro.ninq the: q:oatost ‘©f our concerns, which is the concern

that an arbitrator who would not be used under any cifcumstances

by one SRO in an 1nvc:to:-xolatcd dloputo will be geferred to othtt ';
!ICA to:nnl. 13 to pu:qo tho £1les of nnquali!iod atblt:ltoto. .

Atb!tzntot nilclo:uto~

OuoltSons of srditrator disclosure vithln llb-.pon.orcd
axblttatton aze addressed in Bection 11 of the Dniform Code, -
"educational pamphlets, and we underatand, at-somes SROs, correspon-
dence with atbitrators. We bDelieve the SICA provisions generate
insufficient infotmation either for the forum to use in order to.
determine whetder to include 8n individual on its goster or for
«pnztlol to noo tn dototniuing vbothor to -eeopt an a:bltxato:.

- The coa-llolon gecoanends that s:cn anend Section 11 to
incorporate the specific scope Of disclosures that are provided
4n the American Bar Association/American Arbdbitration Association
Code a! lthxes for Axbtt:ato:l in Comaercial Disputes ("ABA/AAA

iy

4/ 2In aadtt!on. poltclos or tntc:ptotat!ono cnnounecd in the
- nevsletter Or manual that come under the broad definition
" Of a stated policy or practice of an BRO as defined in

Rule 1!b—l should be £iled pursuant to that gule.
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Code®). _3/ Adapting Bection 11 to parallel the disclosure
gtequired By the ABA/AAA Code would provide the necessary qui- -
dance to arbitrators about the types of relationships that may

[

‘czeate conflicts of interest.

In addition to incorporating these types of disclosure into
8ICA's disclosure rule, SICA's rule should add to those disclosures
similar zelationships that the arbitrators have with the industry
- qenerally, athar than to juast the parties, witnesses, and counsel.
Industry-related disclosures would ensure that &ccurate descrip-

tions of the arbitrators are provided to the parties. .

. WMe support SICA's current efforts to fmprove arbitrator -
disclosure, ‘including the recent vote at {ts Junhe 29, 1987 meet-
ing to rerind arbitrators by letter each time they serve to use -
the ABA/AAA Code in determinihg wvhéther a conflict of fnterest .

or appearance of bias may exist. In light of your recent efforts, -
we zecognize that this recommendation codifies and expands a =
developing practice in SRO-sponsored arbitration. L

. The Arbitrator's Oath currently used by some SROs should
also be changed so0 that it does not refer to only a limited range -
of conflicts relating to direct employaent or blood relationships.
It should be amended to reflect the full range of relationships: '

‘ xcqun;:cd21u"tn6 ABA/AAA Code.

. In addition, the Comnission has concluded that practical = .
considerations limit the usefulness of disclosure information:
provided to the parties under-the current rules. SROs could . -
reduce these problems by amending Bection 9 of the Uniform Code -
to provide that parties be given all of the information disclosed
by the arditrators at the time that the parties are first given.
‘the arbitrators® names. Full disclosure of arditrators’ beck- - =
grounds to parties at the earliest possible stage in the process
should avoid unnecessary postponements of hearings and promote

know;cdgdiblp use of challenges.

.3/ The ABA/AAA Code provides for broad reaching arbitrator
= disclosure of any financial, business, professional, family
‘or social relationship v;th‘aqy=pg:;{. its lavyer, or an- .
individual whoms he has been told will de a witnass. It also
reguires arditrators to @isclose any such relationships
‘{nvolving members of their families or their eurrent
employers, partners Or business associates.


http:ellploy.,.".rt
http:d!.:o~o.ur
http:ctlla'.Zblt.rat.or
http:t.llat.ua
http:tb.;_rbl~r.to
http:tiondl.~lo.ed
http:plop.nt,or.bl
http:eft.nt.1S
http:t,rat.or
http:o-.po".or'd,~.rbl:tr.tl.on
http:ffo~t.to
http:ppOrt.%eA�.ourr.nt
http:t,lon.of
http:1.elo.ur
http:1.clo.ur

‘Page Beven “

, !o boltovn tbnt.lnch tull and tnrly dtlelosuro 1. pro!czlblc“
' £O the current aystem, whire under Section 9, only the Rames ' -
and currant Lu3lingas affiliations ©of the arbitrators are: ‘provided
to the parties. MNore information is provided only 4f requested
~ under the disclosure provision {n the educational pamphlet,. -
- Given this two-tier system for. .obtaining arbitrator dats, the -
time frames provided {in the rules are not ‘Tealistic, since they -
do not allow sufficient time for the parties to obtain encugh

information to sxercise their Judgment about whethet to challenge’ }: 

an arbitrator, We believe that, given more eonploto initial
disclosure, the time frames would work better. We also belisve
that further inquiries concerning background information for.. -
particular arbitrators should still be permitted, and the :tgb:
to make such requests should be codified in the Uniform coac.~.g
Where such fnquicries are timely and tdhere are delays in obtain-
4nqg information, extsnsions’ o! ttnc to ehallcnqc nn ntbi:rlto:

~nhoula still bo glvcn..v;ra , . S SO

We allo :nco-nona th.t th. 'oetipt' !or tho a:bittutlon

- hearing itself be modified to provldc for the imntioduction: of

the actbitrators and to pt:nit -an §ngquiry befoza. :hty are sworn
to ensure that theie &re no kaown conflicts between the ltb1'>‘~w
trators and the pn:ttcl. their counsel, of the witnesses. and, .
.as required by the ABA/AAA Code, to {nfora the other arbitrators -

©f the existence of Qny.xolazlonship that would: ho thulrcd toff“~-'i

‘bo disclosca thorcundorc

Challon,cl tor c-uso_*~¢>“V

: Under .the Uniform Coco.:pnttlcl are lllovoa ono pctgnptory o
cballenge and unlimited challenges for cause. We found, however,:
that there is nothing in the fules of panphlctl that gives any
guidance on what might constitute & ebllluagc for cause. $1CA
‘should provide guidance to parties on what might constitute &
‘challenge for cause. Pirst, during the three year period for
the transition to pudlic arbitrators who meet the standards =
proposed above, parties should be slloved to object !0:"Blnli e
as of right, to those arbitrators who would not gualify as.
g:blte arbitrators ander thé mev standards. That t&ght lbould

set out ln the unucn eoﬂc. '

After ebc t:anlltian po:!od. Dovcv.r. SICA should dlleuss
the availability of ‘cause €ballenges in more general terms in the
pducational pamphlets provided to the parties, rather than in the
tules. The pamphlet should advise parties that certain business,
lamily, or social :clatloulhlpn may be lut!ietont to lnbltlntlltlA
1 challenge !o: cause.
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48 to make and preserve an adequate record for courts to use

. practices are not unifora with respect to the maintenance of a

 for the pub infrequent users o
bave ready access to summary gesults of arbitration cases and,

~ One important function for the SROs' arbitzation depart

those narrov situations under which they reviewv arbitral avard
using the developing "manifest disregard® scandard. Current &

tecord, and the rules 4o not provide for the making of a tecord :
unless one of the parties tequests a fecord in advance of the . .
beaczing. BSICA should amend the Uniform Code to provide for & ..

sufficient zecord for appellate couvrts to use for their review, .

This should be accomplished efther with high qualit ‘tape record- . .
ings or by engaging a court reporter to record testimony, which

- can later be transcribed on request.

' Awards . o S VI

' The Cbmnith(bn_tqcoiifhdjjtﬁii-Qiﬁltrﬁtoti»bijriQulfinf ?{M -
under the Unifora Code to include in their avards a summary of = .

" the legal issues resolved in a dispute and to indicate whether =

they cuncur with or dissent from the avard. SROs should make ~ = .

_such avards publicly available in order to balance out ghe
- §nherently unequal familiarity with the systes of investors

and menber firms. Information availadble regarding avards -~
should include the names of tbe parties in each Case, & spmmary .

‘Oof the issues ‘in the dispute, & summnary Of the legal fssues,

including jurisdjctional issues, resolved, the telief sought or = -
the amount of monetary damages claimed and the damages svarded,
the names of the arbdbitrators and whether each concurred-with og '

‘dissented from the avard in the case. TYor those Cases where a -

€laimant does not prevail, the avard should distinguish betwesn =

those cases disaissed on the merits, and those cases dismissed

Pecause Of the arbitrators' deteraination that they do not have
Jurisdiction over the pirty wbo allegedly harmed the claimant. .. -

. Dizrect access to this dats will help investors to check =
the track record of proposed arbitrators in order:to exercise
their po:onitory:eba;lcagq;-o:g_cg:nc;;sclx. It ie fmportant

ic and other infreguent users of the systea to -

therefore, Dave some ability to evaluate the system.

‘Data currently available t0 the public consist solely of
the percentage of cases 1ﬂ“lhiqh,tﬂbl#e,cnptonqc. vere avarded
some portion of the amount they Claimed againat thair Orokaz.
¥o data are available with zespect to particular arbitcators'
avards. Conversely, brokers who use the systea frequently keep

- @etailed records on the cases and arbitrators they deal with.
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Tbo CQQnission'l :ovlov o! the proctdnron for prohcatlng
Giscovery disclosed a noed for tae SROs to expand existing ;;:;
- procsdures in order to provide both for the gesolution of dls-_,“z,ﬁ
- covery disputes by either the chairman or full panel prior €0
the hearing and for p:ohoazlng eontcronccl ‘and_preliminary
hearings for cases that are lu!!lelcntly eo-plcz to ua:xant
such: yzpccdutcl._; : : , :

_ ﬂnagr -:1ttlnq :ulcn, docu-cnto that a plrty toquolts
purauant to subpoena do not have to be produced until minutes
before a bearing is to begin. We do not beligve that is - -
uu!lletcnt tilc for a party . to Pt.plt. !or I boa:tng.,

.Y 'ho par:lcs are expected tu oacbanqo docu-cnts lntozaally;
we understand that on occasion the. pacties refuse tO turn Over
certain docunents that are, in their wviev, privileged or irrelevan
. Customer complaints and other documents evidencing. ‘supervision:or:
lack-of supsrvision of a registered representative, which-are $n'
- the. sole possession of the industry party and age often l.l.'lntﬂf'j*‘
to & complainant's case, should be turned over in a timely fashion. -
Yhere -is, however, no established enforcement mechanisa to ensure
_<hat-parties. cooperate in document production. Although the talluzo
to produce documents Bay be deened inconsistent with SRO tulos EEE
;rcquitinq*that their members: contott with Just and. equitable -
ptinciples of trade, ve are mot. avaro o! nny dttetpltun:y ncttons

to on!otcc thxl obllgltion. - ST ;

'Io do not bollovo tbnt tho £isk of bolnq llltll.d eost. tor s A
a postponelont tclulttng ‘fzom one patty'l !niloto to produce - v
Gocuments in-a timely fashion is sufficient incentive to ptodnec‘
documents voluntarily where the other party bas a good case. tbo
party that does not pzoduco documents or ptoduces thea pursuant -
to ‘a subpoena on the Say of the hearing tisks only hearing cost-
and odbtains either @ de ny Of a bBearing vhere the adverse party ° T
does not have access to, Of adsquate time to feview, documents bo ***f
' bslieves to be necessary. The practical problem under the oniformt
Code is thit the reguestor 8oes nOt know whether, on the day of =
the bBearing, bhe s going to argue over discovery matters only or
vhether tae atbztta:otl will pzoccod to xosolvo the case on the

..r‘uo

_ Arbitration dcpa:tlont ata!! has :op:clon;od that it tnfor-
mally tries to encourage the parties to resolve discovery éisputes
in advance of the hearing and, at some SRO's, may involve the
vzbitrators in tbat process. The Comaission s impressed with

.bis developnant. We ate concerned, however, that it takes place
outside Of the rules. We also 4o mot understand that all parties
are regularly informed that SRO staff can facilitate the produc~-
tion of documents th:ougb these informal means.
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- discovery disputes to arbitrators prior to hearings on the merits,

- %0 resolve discovery fssues {n advance Of the hearing. The draft -
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s | -
We recommend that tbese problems be avoided by the adoption
of zules that would codify the process of drawing the arbitrater
dnto the discovery process prior to the bearing of the Case. W,
undezstand that SJCA is now considering a rule, suggested by th¢
Wational Association of Becurities Dealers, that, if adopted, -
would largely codify the RASD’s informal practice of forwarding

including giving the panel chafzrman the authority to be svorn and:
gl >V . n \ 8 48 Y
81ICA zule should proaote more efficient and fairer document exchange’

and it should be adopted with only minor tevisions to lengtben by

. £4ve days th.;ttid'tzh;cc for document requests (from 135 to 20
‘business days) and responses theteto (from 10 to 15 business days)

and with conforming amendaents to Section 14 of the Uniform Code,
which currently permits & notice of hearing to be issued as little

- &8 eight days prior to the date fized for the bearing.

_Particolarly for larger, siore complicated cases, procedural &

.- Sn stipulations, and othervise set the focus for the hearing on
the merits. - One source for & model prahsaring rule to cover

disputes that the draft SICA tule does not adequately address
‘4s_Section 10 of the American Ardbitration Association's ("AAA®) =
Commsrcial Arbitration Rules, which provides for a prahearing _
conference and prelimninary bhearing. Accordingly, the Coamission .

. ..zecomnends. that SICA explore thes use of prehearing conferences -
qgn4393011i4uu:3zycar;ngsftgxg;gxgq;cppgi, S S S ek

. _The Commission s also concerned that the Uniform Cods -

currently does not provide an ability for the parties to seek -
‘the deposition of witnesses in appropriate cases. We share
the desire to liait wholesale use Of depositions. Nowever,

dspositions to preserve the testimony of lll,o:;dytnq‘vttncssos;

Oz ©f persons who 8re unable or unvilling to travel long distances
for a hearing, as well as to expedite large or coaplex cases,
will add measurably to the fairness of the forum. By granting
the arbitrators the adility to determine whether to perait -
depositions of witnesses who will not appear 8t the proceedings

. ©r depositions that will facilitate a faster or fairer gesolution

©f large or complex cases, manecessary and dilatory zequests .

| _may be controlled, and the discovery issues may still be resolved

prior -to the Bedring. PFor these geasons we recommend that BICA

- amend the Unifora coac'tp“prqy;dhltpx depositions in these liamited

circunstances,
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!ublie nc:bc:s

cut:cntly. thttc tl no lytttn !or brtnqinq an ucv public
momabers for SICA. . Three of Lts aeabers bave served since
its creation in. 1977, We belisve that SICA's public ncnbcrs

'l Dave sade [ 3 luba,antsll eontttbntlon to BICA. lcvc:thcloss.

& rotation of public mesbers might' provide- IICA access. to a.

wider variety Of perspectives. tegarding the ltbltrltlbn syston.

Accordingly, we recommend that BICA adopt ntaqqorcd four=year: :

. terms Of office for its: publlc fmenbers. ~We also recomnend t&nt

. BICA 1nplcnpns a system for' ltioetinggatu gpbiic aenbers thn: o
8ssures that thay are considersd by the temaining’public, uou&cxn;@5~

to be truly public representatives and to he people whom' thoy “

bcltovo will make a eont:tbution to :xca dolibcrltions. A

tduett(onal»ran‘hlots

. SICA.shosld also n-cnd thi
parties to. make gloar tnc ~obl

gaucatlonal pnnphlot for .. .
ions ot’;no clainants he

‘ A . 1 , T 1 t* pa:ttna !
thelir respective cases.  The- q;hlo: fould clarif;
:cspona;biznttac to b::c! aove {es ‘of overy and
andlﬁo dncu-on atefully -

1y

paaiy. ﬂi‘tcec-aond that
ude in their arbitration ..
lauses the option of using AAN arbitration as well as SRO. . =
’a:bit:atton forums. - A ebolce runs could reduce case jopd ' .-
‘and the case turnaround time ‘ot BRD apontorta fotums. = =

the past five gct:t and is. 'zéw a&f
JCA encourage. btoktt~acalnrb Lo

Adho:tnco to.tulcrllb- 

: ’l'hc n.o senbirs of nca lhould nvhv their umnuton
polietcl and procedures for the administration of their
arbitration progtams, and file ander Rule 195~¢ any po;:cacs
and procedures that eonstitute & "stated policy, practice,’ or .
‘dnterpretation® snder that rules Where SICA has not !o:lulatcd o
anifora policies,; the diffusencas In BRO systens should be. qlu:g,_'=
froa the rules and BICA-developed educational pamphlets should =~
provide ‘information stout the dlt;ottncoa in Pprocedures at.
wvarious !oznnn vho:o I’Pl!elbliof'-”: n
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 role.of arbitrato
- cases. | SOl

“ 'lgo Tvelve

Rciationsh(« le:wton the axbitratian De

artaent and Disc14lin'»ﬁ
uthorities ‘ S

‘ We undo:stana that the n:b!t:ation dopartncnts are
‘administered loparatoly fron other offices of the SROs largely
bacause of the acceptance Of arbitration as a private mseans of
dispute resclution. We recommend that the SROs include in- the
ardbitrator sanusl thcy will develop, the ability of arbdbitrators
to refer to appropriate @isciplinary authorities cases in which
they Delieve. the conduct alleged against a broker;, dealer,
 municipal securities dealer, or assoclatod pnr-un tht:oo! is

',,partlculozly ogt0110ui.~

g IICA'I t,tbgnntxon pnnpblots -npuxa poiut out e!oatly that

- 4dnvest&rs should drav. rogulatory attention to their allegations.

" when they believe that there bas boon t:aud or that o:hcr a
1nvc|té:i -ay be at :4tk. : : ST 3

. Largo Cllll

V Out review bas 1oa us £0 eoneludc that lpccla1 gutaoltncs'
“!ot :ho administration of large and complex cases are newded.
The ‘AAA bas develdped excellent quidslines for delining the :
pediting large and’ eonplc: connercial

m0del for gui
-zely to a largosoxtnnt on the initistive of well trathed. and
sctive, rather than passive, arbitrators to guide cases fairly.
-and expeditiously.  None of the technigues in the gutdcllncs
‘for narrowing issues and p:oncttnq Linely: o:ehanqc L 'gok
‘and deposition of witnesses conflicts with the vntforn’codo
‘a8 we. recomnend it be modified.  Rather, these guidelines
‘reinforce t sportance of an cttcettve lrbttratoz oaucatton
1proqzll;,f , et

-DhOWw €O USE# ;hc tocll pt&vidcﬁ tn tht tul
‘should be - incorporated int¢
-SRO t:atnxng -uouxa 0neou:ago lrbtt:ltOtl £ 1) nndc:azaua nna use

. In aadsttoa. vt nndo:stand that soae nonborl o! tbc lnc:lcan |
_lnr Assoe:n:ten't lubco-axttco on Civil Liabilities and. Litigation

:":t'AiA lubceintttcc') that bave Deen reviewing securities industry

‘arbitration and other comnentators. have expressed a: teference for

“that these guidelines be used by BICA as’ .{: ;“1
large-case arbitrators. These: quidelines -

- Phe pg o
BRO trntnlng tcrta!s. ‘and future

" slternmative forms of agbitrator selection and:written opinions: !or»55

‘large cases. 3In patticular, they advocate either tripartite or

‘the AAA 1iat selection metbods. Although we do mot advocate IICA'g ~»

‘adoptldn of 4ifferent arditrator selection methods, we encourage.
SICA to discuss thase 1deas vith the ABA Subconmittee and others.

We would have no objcetlon to a provision allowing both partiss to
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agree to those a!tctnatc ncthodl tn larqo cases 1 l:bit:atorl
were paid by the parties. Further, we Delieve that it would be
geasonable for SICA to respond to parties' requests for written
opinions specifying zationales 20t the resolution of all under~
1ying claims and would encourage SICA to engage in discussions
with the ABA Subcommittee on hov to fashion a rule that would

, permit one or both parties to . tequest opinions in appropriate

cases. In sddition, we believe that when arbitrators prepare

written opinions, those opinions should be made publicly availe

- able through the procedures developed for making avajlable

. _summary data on . arditration results. This will provide a -
body of precedent that, wvhile not legally binding, may be of
- assistance to arbittato:s paztlcnlazly in 1.:90 and eo-plcx
aascl. ,

As we s:atod at thc outsot of this lotto:. our ttvxev vas
‘.b:old ‘and designed to evaluate the fairness and efficiency of
“the .systems. The arbitration SYyStems are eolplo: and lubjoct
to competing policy considerations. It is important for arbitra-
tion to be efficient, inc:pcnltvc, and accessible. Jt is. para=
‘mount that arbitration be fair. The changes fecomnended in ‘
"-this letter should belp SICA and the SROs to assure tbe !at:-
ness of a:bltza:lon under tbc Unifora Code. Lo

- !»vonld app:.clato :oeoivlng 'IﬂA'I vlovs on tbo :ocolncnda-

tions made in this letter by December. .15, 1987.  Please contact
me at 272-3000 or Catherine McGuire at 272-2790 to dlleull any
of thc spccitie :oeon:cnaations in this letter.

 '1:¢0:01¥.

‘Richard G. Ketchum
Dicector ' e
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School of Law -

160 West 62nd Street

FORDHAM UNIVERSITY Linots o

New York, N.Y. 10023-7477
' -—

Faculty ~ ' PERSONAL AND UNOFFICIAL

October 9, 1987 -

Dear Mr. Ketchum: - N

The_yndersigned members of the Securities Industry Conference on Arbitration
- (SICA) representing the Publie, (Public Members) respond to your letter of .
September 10, 1987.

Although three of the Public _Members (PMs) have been members of SICA since
its inception and are well known to the SEC, none of these long time memberg
wvas apprised of tHe contents of your letter or in any way consulted before it was
released to the press. We find that extremely disturbing.

Your staff was present at the SICA meeting of June 29th and thus knew that
the next meeting of SICA wasscheduled for September 15th. No SEC staff member,
however, at the June 29th meeting, then or thereafter, informed the PMs that a
report was to be gubmitted to the Commission; nor, was any input requested from -
the PMs. Moreover, the information was released to the press before 3 of the &
PMs were informed. Furthermore, your letter was not received by us until shortly
before the September 15th meeting, giving us very 11tt1e time to thoroughly
analyze it.

For the past ten years the PMs have been actively advocating the vast
majority of the positions now belatedly presented by the SEC. Staff members of
the SEC have been regularly present at SICA meetings, but very little, if anyv
support, has in the past been given by the SEC to the positions urged by the PMs.

A reading of the agenda for the September 15th meeting, prepared and dis- -
tributed prior to your letter of September 10th shows that at least three of
those items were on the agenda and had previously been discussed at previous SICA
meetings. In addition, we believe that the minutes of the SICA meetings will
show that many more of those issues have been considered and discussed.

i . We would like to make the following general comments regarding some of ‘the
! points raised in your September 10, 1987 letter:

1, We are in agreement with your recommendatiop. concerning the
qualification of public arbitrators (p.2). We find, however, that
the "de mimimus" standard is too high. Even 5% of the income of a
single practitioner earning a gross of $100,000, per year is appreci-
able. Given a large firm with a very substantial income, 5% to 107
must render the appearance of impartiality even more suspect.
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- 2. Regarding arbitrators' background disclosure (p.3), SICA
- - _has_for many months been attempting to perfect a better and
“broader -"arbitrator profile“ to procure as much 4nformation on
a proposed arbitrator's background as possible. The profile
should be filed at the time the arbitTator is first appointed
, and updated from time to time by both the Arbitration Department
_ . : of the SRO and the arbitrator. One of the PMs is a member of
and has been active in the committeée preparing the propoged
"profile’. A copy of it, as last amended, was attached to the
agenda for the September 15th meeting. It requests information
as .o revocation or suspension of any license, registration_ or
- _authority -to practice any business or profession and whether
any disciplinary action has been taken, with the details if. anv.
We agree that this should be expanded to include convictions or
penalties of any kind in a regulatory or formal criminal proceeding.

3. As to the issue of arbitrator training (p.4), the PMs have
for many years brought up the question of arbitrator education.
SICA is presently engaged in the preparation.of an Arbitrator’s
Handbook which addresses nine items. A rough cutline of those
items 1s attached as Exhibit A.

4. We strongly disagree, however, with your suggestion that
arbitrator evaluation be done by the parties, or their counsel
{p.5). Such an opinion can rarely be objective after decision;
but, even in the course of a hearing and prior to a decision
will be subject to and affected bv an arbitrator's rulings in
respect of one or the other of the parties. An evaluation by -
other members of the panel and/or the Arbitration Counsel is a
fairer and more objective approach.

5. Regarding your comments as to a record of proceedings
(p.8), we are in complete agreement that an adequate record must
be kept of every hearing. Most importantly, a transcript should
be furnished to each arbitrator (in a multisession arbitration)

a reasonable time before an adjourned date, so that the testimony
may be read and properly evaluated. It is unrealistic to expect
that the details and minutae of testimony will be retained over
any protracted period. Notes taken in multisession hearings are
generally insufficient for that purpose. Moreqver, consideration
should be given to also providing such coples to the parties at a
nominal cost.
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6. We strongly disagree with your genefal comments regarding
the publication of awards, written opipions and summaries of
the legal issues Involved {p.8). Ve feel that the result would
be to turn what is intended as an efficient and unconvoluted
method of disposing of conflicting claims into an intricate .
-<ourt system which in time will riwval the formal court inm delay
and inefficiency. We do feel that more information should be

- given to the parties but not as to how any arbitrator voted in

previous arbitrations. To label any arhitrator as pro public
or pro industry does a distinct disservice to the ideal that
all arbitrators public or private are neutral and decide onlg_
on the oral and written evidence.

7. Although your suggestion of rotating PM's (p.ll1) has some -

appeal on its face, there are some drawbacks. Three of the PMs
have served since the inception of SICA; and, a reading of the
minutes of the .last tem-years should show that they have lost
neither their zeal nor their ability to plead for the public’s
best interest. A rotation system with a limitation of term

would discard the experience that the PMs have built up over the

years. Indeed, the very fact that the SEC has belatedly decided
to recommend the adoption of so many of the reforms that the PMs
have been advocating for years should be more than sufficient
proof that the public has been well served.

Our above comments are by no means complete and subject to additional
Indeed, the Public Members of SICA look forward to continuing to assist -

the SEC and the SROs in shaping a fair forum for the arbitration of Securities -
Disputes between the public and the industry. It continues to be the PMs'
contention, however, that no matter how fair the forum, criticism of the
system will not ease until a new and separate independent arbitration organiza-
tion--specializing in securities matters--is also established in lieu of, or

in addition to the present SROs.

be subject to the regulatory authority of the SEC.

Vle remain,

Very truly yours,...

Peter R. Cella, Jr. Mortimer Goodman

Such independent forum could be created to

Constantine N. Katsoris Justin P. Klein

Richard G. Ketchum, Esq.

Director, Division of Market Regulation
U.S. Securities & Exchange Commission
Washington, D.C. 205349
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MUNICIPAL SECURITIES RULEMAKING BOARD

December 8, 1987

Mr. Richard G. Ketchum
Director
Division of Market Regulation

- Securities and Exchange Commission

450 Fifth Street, N.W.

‘Washington, D.C. 20549

Re: SRO Arbitration Programs
Dear Mr. Ketchum:

The Municipal Securities Rulemaking Board is pleased to
respond to your letter concerning self-regulatory
organization ("SRO") arbitration programs. You suggest
certain modifications to current SRO arbitration rules and
practices. As discussed below, a number of the suggestions
will improve existing arbitration facilities and are being
implemented. Other suggestions, however, could engender
far-reaching changes in arbitration law and policy and the
Board believes that additional discussion and evaluation by
the SROs and the Commission is necessary.

The Board, as the sponsor of one of the larger SRO
arbitration facilities, is committed to providing fair and
efficient facilities for resolving municipal securities
disputes. Accordingly, it has determined to present its
views directly to the Commission.

Backdground

1. Objectives of Arbitration

In evaluating SRO arbitration facilities, it is
important not to lose sight of the objectives of

arbitration. The most important objective is to provide a
fair, relatively speedy and less expensive alternative to

1 Among other things, the Board is rev1ewiné'{£§

arbitration policies and interpretations for purposes of
Section 19(b) of the Securities Exchange Act (™Act") and
rule 19b-4 thereunder.

1818 N STREET. N W SUITE 800
WASHINGTON, O C. 20036-2491
TELEPHONE: 202-223-9347
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litigation for resolving disputes.2 Formal rules of
evidence do not apply to arbitration hearings and, while
there are certain procedural requirements, the process is
relatively informal. A second, concomitant objective is to
relieve the congested state and federal judicial systems
through use Qf binding, generally nonreviewable
arbitration. These objectives have evoked a strong public
policy in favor of arbitration that has been recognized by
the Congress and by state legislatures through the adoption
of arbitration statutes, and by the courts in enforcing such
statutes and voluntary arbitration agreements. If both of
these objectives cannot be served, the public policies
supporting increased use of arbitration to resolve disputes
may be diminished.

2. MSRB’s arbitration program

4 s

The Board was created by Congress in June 1975.
arbitration program began in December 1978 when the
Commission approved rule G-35, the Board’s Arbitration Code,
and rule A-16, on arbitration fees, pursuant to Section
15B(b) (2) (D) of the Securities Exchange Act (™Act™) which
expressly authorizes Board rules regarding the arbitration of
disputes relating to transactions in municipal securities.

Rule G-35 incorporates the Uniform Code of Arbitration which

2 Under Board rules, municipal securities professionals

can be compelled to arbitrate disputes. Arbitration by
members of the public is voluntary. Upon presentation
of an enforceable arbitration agreement, a court may
compel a public customer to arbitration.

Federal law expressly permits arbitration awards to be
vacated by the courts in only three instances:

(1) fraud or corruption on the part of the arbitrators;
(2) arbitrator misconduct in refusing to postpone a
hearing or in refusing to hear pertinent evidence; or
(3) arbitrators exceeding their authority. An award may
be modified: (1) if there is an evident material
miscalculation of figures or material mistake in
description; (2) if the award relates to a matter not
submitted to arbitration; or (3) if the form of the
award is imperfect. See, United States Arbitration Act,
Title 9, U.S. Code Sections 1-14, at Sections 10 and 11.

The Board’s authority is derived from Section 15B of the
Securities Exchange Act.



sets forth procedural requirements developed in 1978 by the

Securities Industry Conference on Arbitration ("SICA"). The
Board is an original SICA member and has been,actige in the

organization’s ongoing review of the Uniform Code.

The interpretation and administration of the Board’s
Arbitration Code is delegated, subject to active Board
oversight, to its Arbitration Committee. The Arbitration
Committee is made up of three Board nenbegs, three non-Board
members, and the Director of Arbitration. The Arbitration
Committee is contacted when interpretive issues arise and,
approximately five times a year, reviews informational
memoranda about the status of the program, arbitrator
candidates and other developments. :

In the first years of the Board’s program, which is
limited to disputes invo}ving municipal securities, the
caseload was very small. In April 1979, the Board signed
an agreement with the National Association of Securities
Dealers, Inc. ("NASD") under which the NASD, which was more
experienced in arbitration, handled most of the day-to-day

& The Board agrees with your recommendation that SICA’s

four public members serve staggered four-year terms.

The membership of the Board rotates in a similar fashion
and we have found this approach useful in bringing fresh
perspectives.

Section 3 of the Arbitration Code. One of each of the
three Board and three non-Board members is drawn from
dealer banks, securities firms and the public. The
membership of the Board’s Arbitration Committee is
attached. Non-Board members serve two year terms that
may be renewed. Board membership can change each year.
The Director of Arbitration generally has been the
Board’s General Counsel. '

Under Section 7 of the Arbitration Code, the Committee
may determine whether a type of dispute is an
appropriate matter for arbitration under the Board’s
Code. Recently, the Board’s Arbitration Committee
determined not to permit antitrust claims to be subject
matter for arbitration. The Committee concluded that
such claims were not within the expertise of its
arbitrators.

For example, in 1979 the Board received eight claims, in
1980 it received 21 claims and in 1981 it received 25
claims. '
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administration of the Board’s arbitration cases subject to
Board oversight. At all times, the Board retained sole
responsibility for interpreting the Code, establishing a pool
of arbitrators, receiving claims, and selecting arbitrators
for particular cases.

From the program’s inception, the Board has been
strongly committed to providing efficient, professional,
reasonably-priced facilities for resolving municipal
securities disputes. We believe that our record suggests the
successful accomplishment of this goal. As the Board and the
'NASD’s programs grew, the Board, in 1985, determined to bring
its program totally in-house over a two-year period. All
MSRB cases filed singe early 1986 have been handled through
the Board’s offices. Under the Board’s direct
administration, the average duration of a case, from the date
it is filed to the date it is closed, is five months for all
cases and six months for cases decided by arbitrators. The
Board receives approximately 100 cases a year and has
budgeted $120,000, exclusive of staff sala;ies,~to underwrite
arbitration expenses for fiscal year 1988.

In addition, the Board has taken steps to publicize its
sponsorship of arbitration facilities. The Board has printed
and makes available to the public its Arbitration Information
and Rules (a booklet containing the Board’s Arbitration Code.
and excerpts from SICA’s Arbitration Procedures booklet) and

‘ 8 fo A (a booklet
containing step-by-step instructions and necessary forms for
filing a Statement of Claim). In addition, the Board
recently adopted, and the Commission approved, new rule G-10
which requires dealers to deliver the Board’s Informatjion for

Municipal Securjties Investors brochure to a customer

promptly upon receipt of a written complaint from that
customer. The brochure, among other things, publicizes the
availability of the Board’s arbitration program for the
resolution of municipal securities disputes and identifies
the appropriate requlatory authorities with which to file

only five cases remain under the NASD’s adq{gistration.
The Board employs two full time staff members, the
Arbitration Administrator and his assistant, who
administer the arbitration program and act as hearing
officers. These staff members are under the supervision
of the Director of Arbitration (the Board’s General
Counsel) and the Deputy General Counsel.
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complaints involving municipal securities dealers.10 The
Board intends also to incorporate information about the
enforcement agencies in its

Instructions for Beginning an
Arbitration in its next printing scheduled for the end of
this year.

Qualifications of Arbjitrators

The individuals who serve as arbitrators are
indispensable to the Board’s arbitration program. They
perform an important public service and the continued success
of the Board’s arbitration program depends on their
participation. It should be emphasized that arbitrators are
asked to take a leave of absence for one or more days from

their offices; they often must spend considerable time
reviewing all pleadings, deciding preliminary motions or

other requests, and considering evidence submitted during and

after a hearing. In return for their service, they are given
a honorarium of only $100 for each hearing day. 1In 1985, the
Arbitration Committee recommended, and the Board agreed, that
the Board not increase its honorarium as other SROs have done
specifically to avoid the appearance of remunerating
arbitrators 3?d developing a cadre of professional
arbitrators.

1. Selection of Arbitrators for the Board'
Arbitration Program

Pursuant to section 3 of the Board’s Arbitration Code,
the Arbitration Committee has the duty to establish and
maintain a pool of public and industry arbitrators. The
Committee specifically seeks individuals who are known for
their good judgment and integrity; while some knowledge of
municipal securities is helpful for public arbitrators, it is

10 Copies of the Board’s Instructions for Beginning an
- Arbitration, mmngn_mmmmmm and
vestors are
attached. This information also routinely is provided
to any individual who lodges a written or.oral complaint
with the Board.
11

The NASD and the NYSE currently pay an arbitrator an
honorarium of $150 for a single session (defined as a
half day), $250 for a double session (defined as a full
day) and an additional $50 per session for the chairman
of the panel. The Board does not differentiate between
half day and full day sessions and does not pay
additional money to the chairman of a panel.
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not a prnreQuisite.

Historically, in order to be considered as an arbitrator
candidate, an individual was required to supply the
Arbitration Committee with a resume. As you are aware, SICA
recently has developed an Arbitrator Profile Form. The Board
has approved the new form and arbitrator candidates now are
required to complete such a form in lieu of submitting a ‘
resume. The Committee reviews this information and, upon its
approval, the Chairman of the Board formally invites
candidates to participate in the Board’s program. The Board
pPlans to send the form to all existing arbitrators to ensure
that it has up-to-date, uniform information about its
arbitrators.

In addition, pursuant to your recommendation, the Board
" has amended the Arbitrator Profile Form to request '
information on convictions regarding theft, the taking of a
false oath or fraud. Language also has been added requesting
that arbitrators upgate the information contained on the form
when changes occur. In addition, upon receipt of an
arbitrator candidate’s name, Board staff has begun checking
the individual’s disciplinary history on the NASD’s Central
Registration Depository System ("CRD") prior to submitting
the name to the Arbitration Committee. An arbitrator’s
disciplinary history also is being rechecked on CRD prior to
asking the individual to serve on a particular case.

2. Evaluation of Arbitrators

The Board sends a hearing officer to every arbitration
hearing. One of the purposes for doing so is to evaluate
arbitrator performance and to purge arbitrators from the
Board’s pool who are observed performing poorly. When
individuals are purged, their names and addresses are placed
on a separate list to avoid the possibillty of their
‘rejoining the pool at a later date.

You-recommend that SICA and the Board develop a
questionnaire for the parties, their counsel and the other
arbitrators to evaluate arbitrator performance. While a
questionnaire could assist in evaluating arbitrator
performance, the Board believes that it is essential for such

12 A copy of the Board’s Arbitrator Profile Form is

attached. The Board treats as confidential an
arbitrator’s work and home addresses, telephone numbers,
and the identity of any accounts held by the arbitrator
or his immediate family at banks and securities lems.

xw
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questionnaire also to include other aspects of the
administration of the program, such as the timely ~
dissemination of pleadings and scheduling of hearings. The
Board believes, however, that such a questionnaire should be
- completed prior to the arbitration award. Otherwise,
arbitrators likely would receive a good evaluation from the ,
party that prevails and a poor evaluation from the party that
does not. A major drawback of utilizing questionnaires is
there do not appear to be any grounds to protect completed
questionnaires or records prepared from questionnaires from
subpoenas, which could result in very subjective information
about arbitrators being made public.

' As you may be aware, the Chicago Board of Options
Exchange ("CBOE") recently has developed an arbitration
evaluation form. The Board will review the results of the
CBOE’s program over the next few months and determine whether
it would be appropriate to utilize questionnaires.

3. Selection of Arbitrators to Decide a Particular
Dispute

The Board’s staff is responsible for selei§ing
individual arbitrators to decide each dispute. When
contacting a potential arbitrator, the staff member discloses
the names of every individual, securities firm, bank and law
firm involved; the names of all witnesses, if known; the
identity of the security; and the nature of the particular
dispute so that the individual is able to determine whether
any conflicts of interest exist that might preclude him from
making a fair and unbiased decision.

In addition, Board staff provides arbitrators with a
copy of the American Arbitration Association's ("AAA") Code
and a letter
advising the arbitrators of their ongoing duty to make a
reasonable effort to learn and disclose any present or past
- financial, business, professional, family or social ,
relationships they or their employers may have that may give

13 In disputes involving customers, the majority of the

. panel must be public arbitrators and, in disputes
involving only industry members, the entire panel must
be comprised of industry arbitrators. Section 12(a) (i)
of the Arbitration Code permits public customers to
request a different composition of the arbitrator panel,
however, this rarely has occurred in MSRB arbitrations.

E2%
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rise to a conflict of interest in deciding a dispute.14 We

have found these materials to be very effective at
sensitizing arbitrators in this area. As you suggest, the
Board has incorporated similar language from the AAA’s Code .

QI.E&higg in the Board’s Oath of Arbitrator and the hearing
script. ' -

In informing the parties about the arbitrators, the
Board has been providing the names and business affiliations
of the designated arbitrators, as required under section 8(b)
of the Arbitration Code, and disseminating more detailed16
information about arbitrators’ backgrounds upon request.
The Board concurs with the Commission, however, regarding its
recommendation that parties routinely be provided with more
extensive information about the arbitrators’ backgrounds. Aas
the Board begins compiling Arbitrator Profile Forms it will
automatically forward the public portions to the parties.
The Board also intends to amend Section 8(b) of the
Arbitration Code to state that the Board will provide the
"names and business affiliations and other background
information of the persons appointed..." to reflect this
procedural change.

Under current procedures, the parties are asked to
confirm that they have no objections to the designated
arbitrators at the beginning of the hearing. This permits
parties and arbitrators to disclose any newly discovered
conflicts of interest at the initiation of the hearing. The
Board is concerned, however, that your suggestion to permit
parties generally to question arbitrators regarding conflicts
at the hearing may delay the arbitration process. Permitting
a voir dire-type procedure would allow parties to delay
obtaining information necessary to make challenges until the
hearing. This would require adjournment of the hearing until
a replacement arbitrator is found and a new hearing date is
set.

14 A copy of this letter is attached. The letter is based
on a draft letter approved by SICA. . e

15 A copy of the Board’s Oath of Arbitrator and hearing
script are attached.

16

The Board generally attempts to assemble a panel of
arbitrators a month before the hearing date and
communicates arbitrator information to the parties at
that time.
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4, Definition of Public Arbitrators

Your letter suggests that a broad segment of the Board’s
poocl of public arbitrators be reclassified as industry.
arbitrators. These suggestions apparently are being made
because of fears about a perception that these individuals
intrinsically are biased in favor of the industry. The Board
is troubled by this suggestion. It has implemented the
important safeguards summarized above to ensure that its
public arbitrators make fair, unbiased determinations, and
believes that all of its arbitrators -- public and industry
-= act according to these standards and seek to make a fair
determination in each case. Several thousand
securities-related disputes have been resolved through SRO
arbitration facilities over the past nine years. The Board
has received few comp}qints about the process from municipal
securities customers. While the Board is aware of certain
recent negative newspaper articles and other reports about
arbitration, it is not convinced that there is any widespread
belief that SRO arbitrations are flawed.

In a customer arbitration a majority of the arbitrators
must not be associated with a broker, dealer or municipal
securities dealer. In general, the Board has utilized the
statutory definition of public representative for Egard
membership as the standard for public arbitrators. In
addition, the Board and SICA, with the Commission’s previous
knowledge, have adopted policies under which industry
personnel may serve as public igbitrators'three years after
they retire from the industry. This policy specifically
was adopted because it was recognized that these individuals

17 Moreover, to our knowledge the Commission has never

forwarded any complaints to the Board in this area.
18 Section 15B(b) (1) of the Securities Exchange Act defines
the Board’s public members as individuals who are not
associated with any broker, dealer, or municipal
securities dealer (other than by reason of being under
.common control with or indirectly controlling, any
broker or dealer which is not a municipal-securities
broker or municipal securities dealer). Section
3(a) (18) of the Act defines "person associated with a
broker or dealer™ as a person who is a partner, officer
or employee of a broker or dealer or a person directly
or indirectly controlling, controlled by or under common
control with such broker or dealer.
19 This would include people who leave the industry for
other employment.




are cognizant of the need for upholding high ethical
standards in the securities industry and often qualify as
individual investors. The Board’s practice has been to
disclose to the parties when arbitrators are retired industry
personnel and to permit a party to exercise a peremptory
challenge against them. The Board has received few
complaints about retired industry personnel acting as public
‘arbitrators and Board staff has been vigilant in scrutinizing
their performance.

The Board also strongly disagrees with your

. recommendations that lawyers and accountants who have
securities firm and/or bank dealer clients should be deemed
to be industry arbitrators. As discussed earlier, the Board
carefully screens arbitrators for actual or perceived
conflicts of interest and educates arbitrators about their
duty to be truly impartial and sensitive to the potential for
conflicts of interest. This process has been effective in
avoiding conflicts of interest and the Board does not accept
the premise that these individuals are hindered in their
ability to make independent judgments with respect to
specific industry practices. The Board has found that these:
individuals make excellent arbitrators; in addition to having
the integrity and good judgment required of all arbitrators,
these individuals understand how securities trade and what
general ethical principles govern. This knowledge should not
automatically be deemed biased; in fact, it heightens the
qualifications of a public arbitrator. The Board doubts
whether the public interest would be served by consciously
developing a pool of public arbitrators that have no
knowledge of the municipal securities industry or by having
the only expertise reside in the industry arbitrator.

Before requiring that these individuals be reclassified,
the Commission should consider whether permitting a challenge
for cause in these circumstances would cure the concerns of a
particular customer who is a party to an arbitration.
Finally, if the Commission were to require that the Board
adopt the suggested definition of public arbitrator, it
should be awvare that tgsse excellent arbitrators may be
excluded from serving It is unlikely that municipal
securities dealers will view most lawyers or accountants in
private practice or industry retirees as suitable for

20 If the'cOmmlssion pursues the proposed de minimus

percentage exemption, a more realistic percentage would
have to be chosen, and some means of administering the
test would have to be devised.
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industry arbitrators as they generally require individuals
who currently are employed in the industry. There is a
danger, therefore, that these capable and experienced
individuals will fall into a grey area, unable to serve as
public or industry arbitrators. ' V

_ .
Your letter outlines a number of areas in which SROs
should provide training and other information to arbitrators,

and similar information to parties. As you are aware, SICA
is preparing an arbitrator manual which will discuss
procedural requirements in greater detail, and outline some
of the available options and relevant considerations 22
arbitrators should be aware of in disposing of a case.
This material will be available to all interggted persons and
should be useful to parties in arbitrations.’ The manual,

however, must be drafted in such a way as not to lead or 24
otherwise limit the broad discretion arbitrators possess.

Records of Hearings and Form of Awards
You suggest that the Board should tape or engage a court

reporter to record testimony at arbitration hearings in order
- to provide a sufficient record for appellate courts to use

21 Retired individuals comprise 12 percent and attorneys
and CPAs represent 46 percent of the Board’s public
arbitrators. '

22 The manual will discuss referrals for disciplinary

review, and other  procedural issues, including discovery

(which is a current area being reviewed by the SROs and
SICA) and challenges for cause.

23 Given the size of the Board’s program (approximately 100
cases per year), a newsletter, as suggested by the
Commission, does not seem appropriate. Most of the
Board’s arbitrators are used only once a year or every
other year and, hence, the costs of printing and
distributing a newsletter would likely outweigh any
potential benefits. Moreover, there are a number of
newsletters and services on arbitration available to
interested parties that may be subscribed to or reviewed

" at local libraries.

24 ‘We are concerned that if arbitrators do not.make rulings
in concert with the manual, parties may seek judicial
review. '
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for their review. Section 27 of the Code already provides
parties and the arbitrators with the opportunity to have the
proceedings recorded. This accords with the practice of the
AAA, and preggrves the private, contractual nature of
arbitration. The Board is troubled by the suggestion that
more detailed records are necessary because securities
arbitrations may be susceptible to routine or substantive
judicial review under the "manifest disregard”™ standard.
Such a development would undermine the purposes of
2rbitratigg and would not necessarily further the public
ntereast. .

You. also suggest that arbitrators be required to include

in their awards a summary of the legal issues resolved in a
dispute and to indicate whether they concur with or dissent
from the award. Traditionally, arbitrators are not requisgd
to explain their awards although they can agree to do so.
Arbitrators are charged with determining a fair and equitable
resolution of a dispute. While arbitratorszghould take
notice of applicable rules and requlations, they are not
bound by those rules if the facts and circumstances dictate a
different result. These aspects of arbitration explain why
arbitration awards do not have precedential effect. In fact,
~many municipal securities disputes do not raise or do not
require disposition of alleged legal issues in order for a
case to be resolved. '

25 See Section 23 of the AAA’s Securities Arbitration

Rules.
26 If the Commission were to require that records be made,
the Board believes that tapes should not be permitted
since they are not susceptible to accurate transcription
or identification of speakers. Creating a record would
greatly increase the costs of arbitration; we understand
that court reporters charge an average of $200 for a
half day session. A written transcript would be an
additional charge.
27 The Supreme Court has ruled that "arbitrators need not
disclose the facts or reasons behind their award,"
Bernhardt v, Polvgraphic Co, of Amerjica, 350 U.S. 198,
203 (1956), and that "arbitrators have no obligation to
-the Court to give their reasons for an award,”™ United
Steelworkers of America v. Enterprise Wheel & Car corp.,
363 U.S. 593, 598 (1960).

28 Section 24 of the Board’s Arbitration Code.
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The suggestion that arbitrators summarize the legal
issues resolved may present problems when cases are resolved
on grounds other than legal ones, or when not all legal
issues are considered relevant to a fair resolution by the
arbitrators. The Board is concerned that such a requirement
may intimidate arbitrators, who may not be lawyers and who
may be uncomfortable making "legal™ findings. In addition
there is a danger that imprecisely reiterating, or omitting,
a legalaﬁsaue could be construed as grounds for judicial
- review. Accordingly, the Board believes that arbitrators
should not be required to explain the legal bases of their
awards.

The Commission also should be aware that arbitrators do
not "vote"™ on an award. . Awards usually are arrived at by a |
consensus of the panel and, to our knowledge, no arbitrator
has ever dissented from an award in the Board’s program.
Thus, there is no information on concurrence with or
dissention from awards. :

o There is, however, a certain amount of information about
arbitrations that the Board could make available. Board
staff currently prepares summaries of cases for review by the
Board’s Arbitration Committee. These summaries characterize
the case (e.d., suitability, failure to disclose call
features, etc.), the case file number, whether the case is an
inter-dealer or customer-dealer dispute, the date the claim
was filed, the amount of the claim, the name of the
arbitrators, the hearing date and location, the closing date,
whether the case was settled, dismissed or who prevailed, and
the amount awarded. Because of the private nature of
arbitration and the possible liability of Board members using
information about arbitration cases, names of parties are not

29 ®[Alrbitrators, who regard their office as a civic duty

to the business community, might be reluctant to devote
the extra time and effort required to produce a written
opinion and loathe to lay the basis of their decision
open to criticism by the community and the “‘¢ourts.”
Domke, Commercial Arbitration, Section 29:06 at 436

(Rev. Ed., Wilner) (August 1986).
30 as arbitrations become more legalistic, arbitrators may
rely more heavily on the SRO staffs for substantive
support. The Board is concerned, however, that
intervention by Board staff in the deliberative process
could be viewed as ex parte communication and possibly
prejudicial.
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included in these summaries and the Board sees no reason to
include them in summaries that are made public. In addition,
there is the likelihood that arbitrators may be chilled from
exercising their best judgment or serving on a case if
statistics about their decisions were published. The
Commission should consider whether the proposed items of
information, other than identifying the type of cases being
filed, will be meaningful since none of the filings or,
evidence pertaining to the dispute will be available.

Some of the Commission’s suggestions regarding the form
of awards appear to be based on a concern that industry
members keep statistics on arbitrators or generally have more
information about arbitrators than public parties. However,
peremptory challenges rarely are exercised against
arbitrators by industry members in MSRB arbitrations, which
would likely occur if _this is being done. 1In addition, the
Board avoids using an arbitrator more than once or twice a
year, preventing a useful "track record" from developing.

omi le) jal-

Many of the suggestions contained in your letter
relating to requiring formal discovery, pretrial hearings,
detailed awards, and records of proceedings assume that SRO
arbitrations should be more formal and trial-like. It is
important to reiterate that arbitration is intended to
provide a relatively speedy, informal and inexpensive
alternative to resolving disputes through litigation. Board
and other SRO brochures advise investors that it is not
necessary to retain a lawyer to pursue or defend an
arbitration claim. However, customers increasingly are
utilizing counsel to bring claims and virtually all dealers
now are represented by lawyers in MSRB arbitrations, even in
small claims. Customers who are pro se claimants often are
intimidated when the respondent-dealer is represented by
counsel and may not be ablgzto reply to legal or statutory
defenses or counterclaims. : :

31 In a judicial proceeding, of course, filings and

testimony generally are publicly available.
32 For example, in one of the Board’s recent customer
arbitrations, the claimant asked an arbitrator to sign
an oath which states that he realizes that, although the
dealer-respondent is represented by an attorney, the
claimant is not. The ocath states that the arbitrator,
who is an attorney, will not be swayed by claimant’s
lack of legal expertise and will decide the case only on
the facts.
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The involvement of attorneys in MSRB arbitrations has
resulted in efforts to obtain more trial-like procedures.
Parties represented by counsel more frequently seek broader
discovery S}ghts, routinely subpoena a wide variety of
documents, and file motions for pre-hearing rulings.
Postponement requests frequently are based on the attorney’s
scheduling problems rather than the client’s. Finally, there
are more requests for attorneys fees and punitive damages.

These developments are increasing the practical burdens
on individuals agreeing to serve as arbitrators. While the
Board and SICA are considering developing specific rules for
discovery, such rules may institutionalize, rather than
limit, discovery requests. While more formal discovery and
other procedures may be necessary to handle "complex"
arbitrations, such a differentiation essentially is arbitrary
and parties to noncomplex cases ma§4seek the full panoply of
"rights™ available in other cases.

Also, arbitrators strive to make the right decisions and
may be reluctant to sit on cases raising complex legal and
statutory issues when they are not knowledgeable in the area
of law. Such cases may be difficult for arbitrators to
decide particularly when the issues are not adequately
briefed by the parties. Nor may the Board provide legal
research or counsel to arbitrators as law clerks do for
judges. These factors may make it more difficult to attract
public and industry arbitrators willing to fulfill this
important public service.

e t Arbij i s
The Board believes that the issues raised by your letter

and in this reply require careful and ongoing consideration.
The arbitration mechanism is a delicate one that may be

33 In New York and California, attorneys are allowed to
issue subpoenas without resorting to the courts or the
arbitrators. In these jurisdictions routine subpoenas
are more common.

34

our experience is that a complex case is difficult to
define. The amount of damages sought, the number of
parties or the number of issues may not be indicative of
complexity in a particular case.

(\ﬁ
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seriously undermined if the procedures and other requirements
are changed unnecessarily. SICA has played an important role
in assimilating ideas and building a consensus among the SROs
in this area. However, given tgg increasing differences
among the various SRO programs, it is becoming more
difficult to reach a consensus among the SROs with respect to
certain procedures.

Recently, members of SICA have been discussing the
possibility of a new, independent agency to administer all
‘securities arbitrations. ' For example, a new organization
caulgshe formed through amendment to the Securities Exchange
Act. The organization could be run by a board of
directors composed of a majority of public gepresentatives,
and of representatives of the various SROs.

The major advantage of an independent arbitration
organization is that it may dispel the public perception of
securities arbitration not being independent of industry
influence. In addition, it would provide for a uniform
administration of the arbitration code and should promote
some administrative efficiencies. The Board believes the
Commission and Congress seriously should consider this idea.

* * *

The Board apprec1ates the opportunity to comment on the
Commission’s suggestions regarding SRO arbitration programs.
The Board believes that a number of the Commission’s concerns
readily can be addressed by revising arbitration procedures

35 For example, although the Board now receives

approximately 100 claims a year, it rarely receives a
complex case. The other SROs may receive anywhere from
zero to over 1,500 cases annually and, therefore, are
structured differently to accommodate their partlcular
needs.
36 Funding could be through the existing SROs, or by direct
assessments on industry members.

- e e

37 The idea of an independent SRO for securities

arbitrations is not a new one. On November 15, 1976,
the SEC released certain recommendations by the Office
of Consumer Affairs regarding "an integrated nationwide
system for the resolution of investor disputes.”™ Among
the Office’s recommendations was a proposal that "a new,
quasi-independent entity be established by the
self—regulatory organizations to administer the
[investor dispute resolution] system,” especially for
customer small claims.
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as noted above. Howvever, those suggestions that
fundamentally would change the way arbitrations are '
administered, especially in regard to written summaries of
legal issues addressed by arbitrators and the definition of
public arbitrators, should be subject to further discussion
and analysis by the Commission and the SROs. The Board
welcomes the opportunity to discuss its views in more detail
with the Commission. If you need any additional information,
Please contact Angela Desmond, General Counsel of the Board’s
staff, : '

Sincerely,

James B.G. Hearty
- Chairman

Enclosures

.= Arbitration Committee

' o ; ves
MSRB Arbitrator Profile
Letter to Arbitrators
cs it rs in Commerci Disputes
Oath of Arbitrator
MSRB Hearing Procedure
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John | Fitzgerald
Vice President Counsel

Fidelity Brokerage Services, tnc.
161 Devonshire Street

December 11, 1987 %??%%ﬁ£m1o

Richard G. Ketchum, Director
Division of Market Regulation
Securities and Exchange Commission
Washington, DC 20549

RE: Uniform Code of Arbitration

Dear Mr. Ketchum:

Fidelity Investments welcomes the opportunity to respond to the
Commission’s request for comments on the staff’s recommendations
relating to securities industry arbitration. There are four
corporations within Fidelity which, as broker-dealers registered
with the Commission, are subject to securities industry
arbitration: Fidelity Brokerage Services, Inc. is a discount
securities broker and is a member of both the National Association
of Securities Dealers ("NASD") and the New York Stock Exchange
("NYSE"); National Financial Services Corporation acts as a
clearing broker for other broker-dealers and financial institutions
and is a member of both the NASD and NYSE:; Fidelity Distributors
Corporation serves as the principal underwriter for the investments
companies in the Fidelity Group and is a member of the NASD; and
Fidelity Investments Institutional Services Company, Inc. which
plans to serve as principal underwriter for Fidelity Group Funds
sold to institutional investors.

The recommendations of the staff are based on a review of the
fairness and efficiency of self-regulatory organization ("SRO")
arbitration programs. While the recommendations clearly identify
some areas in which improvements or revisions may be necessary,
there are other areas in which the staff’s recommendations overlook
‘certain types of disputes which are the subject of arbitration.
The following comments are based on Fidelity’s experience as a
participant both as claimant and respondent in the SRO arbitration
system. They will not be directed toward various legal issues
relating to the authority of the Securities Industry Conference on
Arbitration ("SICAY) to adopt certain of the recommendations nor
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Richard G. Ketchum, Director
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will they be directed toward those recommendations which more
clearly effect the administration of the arbitration system by the
various SROs. Those issues would be addressed by other commenters.
This letter will comment on two recommendations made by the staff

. dealing with written awards and discovery in addition to suggesting

other areas in which improvements could be considered.

Written Awards

The recommendation that arbitrators be required to include a
summary of the legal issues involved would present an unnecessary
burden on the arbitration panel and negate many of the benefits
derived from the arbitration system by both public customers and
brokerage firms. It must be remembered that the makeup of many
arbitration panels does not include a majority of individuals"
trained in the law. Consequently, the arbitrators, through the
SROs, will be forced to request memorandum of law on the legal
issues involved. While a number of legal issues are clearly
identified in the initial pleadings which will permit the parties
to prepare the appropriate briefs in advance, as the Commission is
well aware issues will invariably arise during a proceeding which
entail additional research. 1In the arbitration forum with parties
generally traveling distances to the hearings, the ability to
prepare a follow-up brief in a short period of time is not always
present. Further, as is often the case, public customers appear
without counsel. Certainly these individuals will be put at a
great disadvantage if the arbitrators are relying on the parties to
direct them relative to applicable points of law. Most
broker-dealer agreements contain clauses indicating that the law of
a particular state will control any proceedings. It has been the
experience of this firm that the arbitrators in many instances
refuse to recognize the law of the state specified in the agreement
and impose local law instead. This determination results in
additional costs and the necessity of retaining local counsel by
broker-dealers. Clearly, the outcome is not one which helps in
providing a simplified process for the resolving of disputes.

In contemplating this requirement, the Commission should
consider the use to which written awards would be maf#. It would
be unrealistic to think that these awards would not be used in
subsequent judicial proceedings or cited as controlling in other
arbitrations. In its examination the Commission was obviously
influenced by arbitration proceedings which were the subject of
significant publicity (i.e., Shearson / American Express, Inc. V.
McMahon) or other cases in which public customers expressed
dissatisfaction with the outcome of the proceeding and faced with
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In general, the concépt of pre-hearing telephonic conferences

should be pursued in greater detail. All too often hearings that
‘could have been completed in one or two days are delayed by
clearing up administrative matters which should have been addressed
well in advance by the 5SRO staff attorney. :

In reviewing the recommendations, it is evident that the staff

has overlooked a critical stage of the arbitration process. -
preliminary review by SRO staff. In order to progress toward a
more efficient and comprehensive adjudication of arbitrations
involving public customers, Fidelity would suggest for reasons
detailed infra, that consideration be given to SRO staff review of
claims prior to forwardlng those claims to the named
respondent (s) .This review might encompass two threshold issues:

(1) specificity of claims and allegations of damages/losses, and
(2) jurisdiction over the named parties.

1. Specificity of cClaims

It is not uncommon for a public customer, particularly if
unrepresented by counsel, to file a Statement of Claim
containing only vague allegations of account mismanagement,
lack of responsiveness in correcting alleged errors, or
undefined/unsubstantiated damages or losses. Fidelity’s
experience has also shown that some public customers use the
arbitration forum simply as a means of venting customer
service-related frustration, when no actual claim and related
losses are at issue. Such claims fall short of SRO arbitration
rules requiring a sStatement of cClaim to specify relevant facts
and remedies sought. Some Statements of Claim are so vague
that no well-focused and complete response can be prepared,
leaving the Respondent no alternative but to file a request for
a more definite statement of claims and losses. This is.
particularly true because 8RO rules governing responsive
pleadings require all available defenses and facts be raised in
an Answer, with the failure to do so precluding the right to
later raise omitted issues at a hearing.. When a Respondent is
forced to submit a request for resubmission of "a“€laim in order
to more fully understand its substance, the resolution of the
dispute will be delayed and the request will unfortunately
contribute to the public perception that SRO arbitration works
only to the benefit of the securities industry. :
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Recognizing that public customers should not necessarily be
held to a legal standard of drafting pleadings, Fidelity would
suggest that SRO staff could review claims to at least ensure
that there is sufficient detail and specificity on both
substantive issues and damage calculations to enable a
Respondent to research and prepare a complete response. One
potential standard of review could be that used to determine
whether a complaint would survive a motion to dismiss for
failure to state a claim upon which relief may be granted.
This approach does not appear to be unwarranted or burdensome
in light of other of the recommendations which lead one to
conclude that the arbitration system, if the recommendations of
the staff are adopted, would look very much like litigation.
Whatever standards are adopted, SRO review of claims would

.reduce delays in processing legitimate but vaguely drafted

claims, and also reduce the number of non-justiciable matters
on SRDO arbitration dockets.

Jurisdiction Over Named Parties

A second function which could be served by SRO review of
claims is the verification that individuals or corporate
entities are properly named and fall within the arbitration
jurisdiction of the forum. Experience has shown that public
customers often name the wrong corporate affiliate, name a firm
which is not a member of the selected SRO, or name an
individnal who is neither employed by the member firm nor is
himself a member. Preliminary SRO review could, in many cases,
eliminate a response consisting simply of a challenge to
jurisdiction. In certain cases, SRO contact with the customer
could accomplish accurate identification of potential
Respondents and confirm their amenability to arbitration in
that forum. It is interesting to note that the staff has
touched obliquely on this in suggesting that the arbitrators be
required to include a summary of the legal issues resolved. 1In
cases where a claimant does not prevail, the staff suggests
that the award should distinguish between those cases dismissed
on the merits and those cases dismissed because of the
arbitrators’ determination that they do not have'jur1sd1ctlon
over the party who allegedly harmed the Claimant. Why should
the latter determination be made after the hearing? In order
to promote the fairness and efficiency of SRO arbitration
programs, this should be part of the SRO staff review of the
initial pleadings As the Commission is well aware, court
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clerks routinely screen both civil and criminal complaints to
determine that the parties are properly before the court.
Fidelity recognizes that excessive screening of claims could
create an appearance of industry bias by the SROs. However,
some SRO intervemtion would also promote more prompt and
substantive responses to Statements of Claim filed by public
customers.

It is hoped that the comments will be helpful to you and your
staff. ¥Fidelity appreciates the opportunity to comment on these
recommendations. ‘ ' ‘

Very truly yours,

| /@A/W

John I. Fitzgerald

JIFz2cdl
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‘December 28, 1987 SE
R - New York
Richard G. Ketchum, Esgq. . Stock Exchange, Inc.

Director ‘
Division of Market Regulation
Securities and Exchange Commission
450 Fifth Street, N. W. '
Washington, D C 20549

Dear Mr. Ketchum:

The Securities Industry Conference on Arbitration (SICA) has
responded to your letter of September 10, 1987 recommending
changes in the arbitration system. The Exchange concurs in
the response and this letter supplements the response on
behalf of this Exchange.

The Exchange was one of the founding members of the
Securities Industry Conference on Arbitration and is a
long~-time sponsor of arbitration of investor-broker disputes.
We are always interested in improving the arbitration system
and believe the Commission's suggestions will help insure
that arbitration not only is fair but that it is also
perceived to be fair by both investors and member
organizations. The Exchange has already acted to implement
some of your recommendations and is close to implementing
others.

Perhaps the most critical issue raised in your letter is the
perception that public arbitrators are not truly public.
While all arbitrators appointed to cases by the Exchange are
screened for conflicts and qualify as neutral arbitrators
under state and federal law, the Exchange agrees that.
individuals with industry affiliations should not be
classified as public arbitrators. Accordingly, the Exchange
has adopted the attached guidelines for the classification of
public arbitrators. We believe that these new guidelines
will greatly enhance the perception of Exchange arbitration.



The Exchange has long relied on written materials and on
service with more experienced arbitrators as its primary
method for training new arbitrators. The Exchange realizes
that as the universe. of arbitrators increases a more formal
training program is desirable. The Exchange has been
developing such a program and held its first formal training
session for arbitrators in November 1987. We are continuing
‘to work closely with SICA in developing an expanded and more
detailed arbitrator manual and a more comprehensive training
program, :

During 1987 the Exchange has been gathering detailed
biographical information on our arbitrators. This. '
information is invaluable in assigning arbitrators to cases
and is being requested more and more frequently by parties.
By early 1988 the Exchange will be routinely providing this
more detailed information to parties, thus enabling them to
make more informed use of their peremptory challenges.

The Exchange has also recently returned to its system of
having a stenographic reporter present at all of its arbitra-
tion hearings. While the Exchange incurs a substantial
additional expense by retaining these reporters, we do
believe that a record is important and that a steno-

graphic record is most suitable for our purposes.

These measures are only the first steps the Exchange is
taking in responding to your suggestions. The Exchange is
committed to maintaining the highest standards for its
arbitration service, and we were pleased to note the V
Commission's favorable observations about securities industry
arbitration. We look forward to working with both the
Commission and SICA to insure that Exchange arbitration
continues to offer investors a quick, fair and inexpensive
forum for the resolution of their disputes.

Very truly yours,

Enclosure



. NEW YORK STOCK EXCHANGE, INC.

| GUIDELINES FOR
CLASSIFICATION OF ARBITRATORS

, In order to insure continued investor confidence in
" the arbitration process, the New York Stock Exchange has_
adopted the following policies with regard to the ‘
,class1f1cat10n ‘of securities 1ndustry and public arbltrators
"and to the exercise of challenges for cause.

. 1 -

Individuals with close securities industry ties’
such as attorneys, accountants or other
professionals who routinely represent 1ndustry

. firms or 1nd1v1dua1s, will -either be

reclassified as 1ndustry arbltrators or not be

- used. : SR N

Indiv1dua1s who have spent a substant1a1 part of
their business careers in the securities
industry shall always be classified as 1ndustry
arbitrators.

Individuals who have spent a relatively m1nor
portion of their career in the securities
industry shall not be classified as public
arbitrators until at least five (5) years have
elapsed from the date of their last industry
affiliation. All such past affiliations shall
be disclosed and challenges for cause based upon
such past affiliations shall be sustained.

Close family relationships with broker/dealers
shall be disclosed and challenges for cause
based on such relationships shall be honored.

Attorneys, accountants and other professionals
whose firms have close securities industry ties
will still be classified as public arbitrators
provided the attorney or other professional does
not routinely represent industry firms or

. individuals. 'Challenges for cause based on such

industry ties will be honored.

All arbitrators shall read and become familiar
with the Code of Ethics for Arbitrators
developed by the American Bar Association and
the American Arbitration Association.

Any close question on arbitrator classifiaction
or on challenges for cause shall be decided in
favor of public customers.

Spouses of securities industry personnel may not
serve as arbitrators.
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Mr. Richard G. Ketchum

Director

- Division of Market Regulation
Securities & Exchange Commission
450 Fifth Street, NW

Washington, D.C. 20549

EXPRESS MESSENGER

Dear Mr. Ketchum:

In response to your letter of September 10, 1987, concerning the
Arbitration Program of the Pacific Stock Exchange Incorporated
(YPSE" or "Exchange"), this letter will give you an oversight of
the program and respond specifically to some of the
recommendations which you have made.

Selection of Arbitrators

Over the past year, the Exchange has appointed a majority of
public arbitrators to all its public customer cases unless the
parties request differently or in the judgement of the hearing
administrator it would be extremely helpful to have a public
arbitrator with a securities background. In such an instance,
the arbitrator's background is disclosed to the parties and any
concerns they may have are addressed.

Public Arbitrators

The Exchange has eliminated the perceived problem of public vs.
industry arbitrators by ensuring that public arbitrators have no

industry ties. An arbitrator's securities background is fully
disclosed to the parties along with the reasons why the
arbitrator has been chosen. If any party objects to such an

arbitrator it is considered a challenge for cause and, as you
know, a party has unlimited challenges for cause.

Industry Arbitrators

The Exchange is extremely proud of its industry arbitrators and
we feel that they are one of the strengths of our program. If
there is any indication that an industry arbitrator does not
uphold a high standard of integrity for industry performance he
or she is simply removed from our arbitration pool.

233 South Beaudry Avenue, Los Angeles, CA 90012 (213) 977-4500
301 Pine Street, San Francisco, CA 94104 (415) 393-4000
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With the parties' agreement, the Exchange will appoint a sole

‘industry arbitrator to hear a Simplified Arbitration. The
Exchange has never received any complaints about such an
arrangement. In fact, the Exchange has received many favorakle

comments from pubklic customers concerning the knowledge and
fairness of our-industrv arbitrators.

Disciplinarv History of Arbitrators

The Exchange is in complete agreement with the Securities and
Exchange Commission's ("Commission") recommendations concerning
background checks on industry arbitrators. The Exchange is
currently implementing the arbitrator profile developed by the
Securities Industry Conference on Arbitration ("SICA") and will
make any necessary changes to 1its own present procedures.
Fortunately, most of the Exchange's industry arbitrators have
been a part of the program since 1its 1inception. These
arbitrators have demonstrated, time and time again, to all
parties involved that they are fair minded, conscienticus
individuals. Great <care 1is taken 1in recruiting industry
arbitrators.

Arbitration Training

The Exchange believes that some arbitrator training is important.
However, the Exchange values the different backgrounds of its
public arbitrators and strongly feels that such diversity should
be maintained.

The Exchange fully endorses the development and implementation of
an arbitrators manual. I am currently working with SICA in
developing a handbook.

Arbitrator Evaluation

Given the relatively small arbitrator pool maintained by the
Exchange, such an evaluation system as recommended would not
really be useful. The Exchange is currently updating its
arbitrator list to include a section for comments.

When a prospective arbitrator is contacted concerning his or her
willingness and availability to handle a case, the names of the
parties and attorneys are disclosed and the arbitrator is asked
if any conflict exists. This includes past employment, family
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employment, industry ties and any other possible conflicts. The
public customer 1is contacted by telephone and informed of the
identities and business affiliations of the arbitrators. The

‘Exchange is proud of 1its record of never having any case
appealed on the 1issue of an arbitrator's failure to disclose

- possible conflicts of interest. Full disclosure is the key to
eliminating most arbitrator conflicts of interest.

The Exchange concurs with the Commission's recommendation to
amend the arbitrators’ oath to allow the arbitrators to make any
disclosures at the hearing with the understanding that the
parties are given every opportunity to raise any possible
conflicts prior to the hearing. The ocath has now been expanded.

Challenages for Cause

The Exchange has never questicned a challenge for cause against
an arbitrator made by any party for the simple but important
reason that there must be no doubt in any party's mind as to the
suitability of any arbitrator. The Exchange will not go forward
with a hearing unless the parties are satisfied.

Preservation of a Record

The Exchange maintains a high quality audio tape recording of
every hearing conducted. The Arbitration Rules clearly provide
that the parties must arrange and bear the expense of a formal
record. As a matter of practice, the Exchange raises the issue
of record preservation with the parties in a case which has the
appearance of going to multi-sessions. The parties are informed
that a tape recording will be kept but that it is for the
Exchange's use and possibly the arbitraters' use. The Exchange
will provide a copy of its tapes to either party upon request.

Awards

The Exchange does not discourage its arbitrators” from rendering
a decision setting forth its underlying reasons. It is important
that the reasoning behind a decision is apparent.

The Exchange believes that the names of the parties should not be
made available to other individuals because it may constitute an
invasion of privacy. Please keep in mind that the Exchange
openly and freely discusses the background of any of the
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arkitrators assigned to a case with any of the parties. It is
stressed to all parties that the Exchange's arbitrators,
especially its industry arbitrators. -have extremely high

standards for industry performance.

The Exchange also makes =very effort to respend to a party's
inquiry concerninag a decision. The Exchange will ingquire of the
Hearing Chairman whether he or she will accept a telephone call
from a party and whether the arbitrators are willing to clarify
their decision. If the arbitrators are unwilling to accept a
direct call, the Exzchange will ask the arbitrators whether they
woulé be willing to respond to a written inquiry by one of the
partv's to the arbitration. In general the Exchange's
arbitrators will respond to a written inguiry as long as it is
clearly set forth 1in the written response, drafted by the
Exchange, that decisions are not subject to review or appeal
under the Arbitration Rule. An initial reaction to this informal
procedure might be that it could lead to problems. However, to
my knowledge, the Exchange has never had a public customer case
appealed in a court of law.

Discovery

Under the Exchange's Arbitration Rule, the parties to an
arbitration shall participate in the voluntary exchange of
documents and information as this will serve to expedite the

hearing. The Exchange brings its full weight to bear on any
party that does not fully cooperate in such an exchange of
information and documents. If there are any unresolved issues

among the parties, the Hearing Panel is appointed and the
disputes are resolved by the arbitrators who may, in their
discretion, compel the production of any document or the
appearance--0f any individual.

A majority of discovery disputes are caused if not fueled by our
member firms' refusal to turn over the most routine-of documents.
Discovery disputes occasionally arise when an attorney
representing a public customer is inexperienced in arbitratiocn
proceedings. Some discovery disputes arise as a matter of
gamesmanship between the parties. Understandably,this sort of
behavior is taxing not only on the Exchange's resources, but also
to the arbitrators.
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Exchange makes a diligent effort to accommodate discovery

The

raguests and encourages member firms, in particular, to comply
with such raquests. The Exchange'’'s files show that no party has
sver complzined £following a hearing and the rendering of a
decision that lack of discovery proved to be an insurmountable
croblam. -

Public Memkers

Please Refer to the SICA response letter.

Ecucational Pamphlets

The Exchange endorses the recommendation by the Commission to
expand the educational pamphlet to make clear the obligations of
the claimants. In its efforts to fully disclose to the public
customer, the Exchange c¢ontacts by telephone each and every
public customer prior to the hearing to answer any questions he
or she may have and tc inform what to expect at the hearing.
-The Exchange, as the only information source on the West Coast,
has been reviewed by the Commission's office in Los Angeles and
customer complaints are routinely referred to us.

Increasing Pressure on SRO Arbitration Systems

TIn response to the increased case load over the past five years,
the Exchange has allotted an adequate amount of staff time and
resources to handle the increase.

Adherence to Rule 19b-4

Please refer to the SICA response letter.

Relationship Between the Arbitration Department Disciplinary
Authority

Please refer to the SICA response letter.

L.arge Cases

The burden of facilitating the progress of a large case at this
Exchange falls upon the hearing administrator. It is dependent
-on the hearing administrator to move a case along quickly and
fairly. The arbitrators are not expected by the Exchange to
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tecome overly involved in the discovery or <the submissions of
pleadings. An honest and well meaning effort by an arbitrator to
narrow issues usually results in further delays mainly because
the parties feel that they are being denied the opportunity to
fully present their case. A Hearing Panel can narrcw issues
after the first day of a hearing when the parties can plainly
see that the arbitrators are fair minded and diligent in their
roles. '

In any event, the Exchange does nct handle the same proportion of
large cases that the National Association of Securities Dealers
("NASD") and the New York Stock Exchange ("NYSE") handle. The
Exchange has handled numerous <ases involving claims of $100,000
and more, and several claims in the range of $500,000. No case
at this Exchange has ever required more than two hearing
sessions. And 1its arbitrators have never been convinced that a
case could not have been presented in less time.

The Exchange appreciates the concern and interest that the

Commission has taken in our arbitration program. It concurs
with the Commission that arbitration should be efficient,
inexpensive and accessible. The Exchange believes that 1its

program is all of these things and that, more importantly we can
assure everyone of a fair disposition of an arbitration claim.

Very truly yourég

Theodore B. Crum
Director of Arbitration

TBC/dmc
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