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INTRODUCTION

The Financial Industry Regulatory Authority (FINRA)' operates the largest securities
dispute resolution forum in the United States, with hearing locations in all 50 states, as well as
Puerto Rico and London. FINRA's Dispute Resolution division (DR) handles more than 99
percent of the securities-related arbitrations and mediations in the U.S. and maintains a roster of
more than 6,400 arbitrators and nearly 250 mediators.

FINRA formed a task force in June 2014, to consider possible enhancements to its
arbitration and mediation forum, in order to ensure that the forum meets the evolving needs of
participants. The task force is comprised of individuals, from the public and industry sectors,
who represent a broad range of interests in securities dispute resolution.® FINRA charged this
group to work together to suggest strategies to enhance the transparency, impartiality, and
efficiency of FINRA’s securities dispute resolution forum for all participants. This document is
the Final Report of the task force, including its recommendations to FINRA’s National
Arbitration and Mediation Committee (NAMC).

BACKGROUND

FINRA is, for all practical purposes, the sole arbitration forum in the United States for
resolving disputes between broker-dealers, associated persons, and customers. FINRA requires
arbitration of disputes between customers and broker-dealers and associated persons at the
request of the customer.” The dispute must arise in connection with the business activities of the
member or the associated person (except disputes involving the insurance business activities of a
member that is also an insurance company). In addition, a written agreement can require
arbitration of customers’ disputes.’ Although some securities firms included predispute
arbitration agreements (PDAAs) in customers’ brokerage agreements at least since the 1950s,°

YUntil mid-2007, the National Association of Securities Dealers (NASD) and the New York Stock Exchange
(NYSE) ran separate arbitration forums that handled a combined 99% of all securities arbitrations in the country.
On July 30, 2007, NASD and NYSE Regulation, including their respective arbitration forums, consolidated and
formed FINRA. See Press Release, (July 30, 2007), available at http://www.finra.org/newsroom/2007/nasd-and-
nyse-member-regulation-combine-form-financial-industry-regulatory-authority. This report will, in most instances,
refer to the regulator by its name at the time of the event being discussed. When referring to the regulator generally
or over an extended period of time, it will be referred to as FINRA.
% http://www.finra.org/.
® The members of the task force are set forth in Appendix I.
* FINRA Rule 12200. FINRA’s Code of Arbitration Procedure is available at FINRA’s website, at
?ttp://finra.complinet.com/en/displav/displav main.html?rbid=2403&element_id=4096.

Id.
® Wilko v. Swan, 346 U.S. 427 (1953) (holding that a PDAA was not enforceable with respect to claims under
Securities Act of 1933), overruled, Rodriguez de Quijas v. Shearson/Am. Express Inc., 490 U.S. 477 (1989).
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modern securities arbitration began with the 1987 U. S. Supreme Court opinion,
Shearson/American Express Inc. v. McMahon,” which held that brokerage firms could enforce
PDAAs and require customers to arbitrate their claims arising under the Securities Exchange Act
of 1934 (the Exchange Act).® Since that pivotal decision, virtually all broker-dealers require their
customers to execute PDAAS that require arbitration of all customers’ disputes with broker-
dealers or associated persons before a Self-Regulatory Organization (SRO) forum.

Over the years FINRA has amended frequently its arbitration rules to improve its
procedures and to reduce the influence of the securities industry. The Securities and Exchange
Commission (SEC) must approve FINRA’s arbitration rules upon a finding that they are
consistent with the requirements of the Exchange Act and its rules.’

At the time of McMahon, arbitration procedures were informal,'® and the arbitration staff
selected the panel of arbitrators from a pool of qualified arbitrators. In the aftermath of
McMabhon, the SROs, including NASD, filed with the SEC proposed changes to their arbitration
rules, as it became increasingly important that the SRO forums provide a process which investors
perceived as fair and in which they could have confidence. Procedures became more formalized
and provided for (among other things) discovery, prehearing conferences, publication of awards,
and the requirement of a hearing record. Standards for classifying arbitrators as either public or
non-public (industry) were tightened. Rules requiring highlighted disclosures about the inclusion
of a PDAA in customers’ agreements and the characteristics of arbitration were adopted. In 1989
the SEC approved the changes,*! while making it clear that it continued to have concerns about
the process. The agency implied that its views on the fairness of arbitration might change if SRO
arbitration became, de facto, the exclusive forum for investors.*?

The next significant impetus for review and reform was the NASD Board of Governors’
appointment of an Arbitration Policy Task Force in 1994 to study its arbitration forum and make
recommendations for reform. The Task Force's 1996 report, known as the Ruder Report after its
Chairman, former SEC Chairman David S. Ruder, greatly influenced the future direction of
securities arbitration."® The Ruder Report noted the “phenomenal growth in securities
arbitration™* since McMahon and identified what it saw as the most significant issues facing
securities arbitration: its increased litigiousness, PDAAs, the eligibility rule, punitive damages,

7482 U.S. 220 (1987).

& Two years later, in Rodriguez de Quijas v. Shearson/Am. Express Inc., 490 U.S. 477 (1989), the Court extended
McMahon’s holding to claims under the Securities Act of 1933.

9 SEA § 19(b)(2)(C), 15 U.S.C. § 78s(b)(2)(C).

19 See Deborah Masucci & Edward W. Morris, Jr., Securities Arbitration at Self-Regulatory Organizations:
Administration and Procedure, in Securities Arbitration 1988, at 309, 399 (PLI Corp. Law & Practice Course,
Handbook Series No. 601, 1988). The NASD's Code of Arbitration Procedure in effect in July 1987 is set forth as
Exhibit 24; Part 111 governs customers' disputes with broker-dealers.

11 Self-Regulatory Organizations; Order Approving Proposed Rule Changes by the New York Stock Exchange, Inc.,
National Association of Securities Dealers, Inc., and the American Stock Exchange, Inc. Relating to the Arbitration
Process and the Use of Predispute Arbitration Clauses, Exch. Act Rel. 34-26805, 54 Fed. Reg. 21144 (May 10,
1989).

21d.

13 Securities Arbitration Reform: Report of the Arbitration Policy Task Force to the Board of Governors National
Association of Securities Dealers, Inc. (1996).

" 1d. at 6.
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and matters relating to arbitrators.” It concluded that the securities industry should be permitted
to continue to use PDAAS because, in its view, “even with its flaws, securities arbitration is
clearly preferable to civil litigation.”® It also expressed concern that “the increasingly litigious
nature of securities arbitration has gradually eroded the advantages of SRO arbitration.”’
Consistent with these views, it proposed changes designed to retain the traditional advantages of
speed, informality, and reduced costs and yet meet the demand for increased professionalism.*®
The Ruder Report set forth more than 70 recommendations. From 1997 to 2007, NASD filed
more than 65 proposed rule changes with the SEC dealing with various aspects of its securities
arbitration process.™ In a 2007 Report Card assessing the post-Ruder Report reforms, NASD
stated that it had implemented “nearly every key recommendation” contained in the Ruder
Report,? in addition to a number of initiatives that were not generated by the Ruder Report, with
the objective of “preserv[ing] and respect[ing] the basic elements of a fair and efficient dispute
resolution system, while embracing the adjustments needed to enhance the system and
effectively serve an evolving customer base.”?* David Ruder concluded that the 2007 FINRA
arbitration system was “greatly improved” over the 1996 system.*

Since 2008 FINRA has continued its efforts to improve the forum, filing over 40
proposed rule changes with the SEC, the most significant of which are discussed throughout this
report. Notwithstanding these changes, the fairness of requiring investors to arbitrate their
disputes in a SRO forum remains a contentious issue.

REASONS FOR THE TASK FORCE

FINRA established this task force because it recognized the need to reflect on what its
dispute resolution forum will look like in the next 20 years and determined to look to a broad
range of independent viewpoints to offer recommendations outside the rulemaking process.

In the aftermath of the 2008 financial crisis, both Congress and the Executive Branch
called for further study of securities arbitration, particularly as it affects retail investors.?* Section
921 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank) gives
the SEC the authority to prohibit, or to impose conditions or limitations on the use of,

agreements that require customers or clients . . . to arbitrate any future dispute
between them arising under the Federal securities laws, the rules and regulations

®d.

°1d. at 17-18.

Y1d. at 7.

18 See, e.g., id. at 88 (discussing the need for a more professional corps of arbitrators).

9 FINRA’s website posts its rule filings at http://www.finra.org/industry/rule-filings.

% The Arbitration Policy Task Force Report—A Report Card at 5 (2007) (noting that in several instances the path to
implementation or the outcome was different than the Ruder Report’s recommendation).

L1d. at 27.

221d. at 1.

% |n 2009, Congress considered, but did not pass, legislation to invalidate PDAAs in employment and consumer
arbitration and expressly included securities arbitration within the definition. In 2009, the U.S. Dept. of Treasury
issued a white paper on financial regulatory reform that recommended an SEC study of the issue as well as an
amendment of the federal securities laws to give the SEC authority to prohibit PDAAS in brokerage and investment
advisory contracts with retail investors. Financial Regulatory Reform: A New Foundation 72 (2009).
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thereunder, or the rule of a self-regulatory organization if it finds that such
prohibition, imposition of conditions, or limitations are in the public interest and
for the protection of investors.?*
While to date the SEC has taken no action, Dodd-Frank has revived the debate over the fairness
of PDAA:s.

The fairness of PDAAs is not the only important issue affecting the future of securities
arbitration. Increased demands placed on arbitrators have raised questions about the
qualifications, training, and incentives of arbitrators. The confidential nature of arbitration and
the paucity of explained awards result in a lack of transparency that can lead to
misunderstandings about the FINRA forum. There is increased recognition of the need to tailor
procedures for different groups of investors; for example, small cases involving unsophisticated
investors present different challenges than large cases involving institutional investors. The
expungement process continues to raise questions about the appropriate balance between useful
investor information and brokers’ protection from false accusations. The separate mediation
code,? which was adopted nearly 10 years ago, is ready for review and assessment. The use of
technology has the potential for greater efficiencies that have not yet been fully realized.

Accordingly, FINRA formed this task force in June 2014 to consider possible
enhancements to its arbitration and mediation forum so that the forum would meet the evolving
needs of its users.

WORK OF THE TASK FORCE

At the outset, the task force agreed that it would be open to examine all issues that may
affect securities arbitration and mediation over the next 20 years and that no issue was off the
table for discussion. Because of the broad scope of its charge, the task force focused its attention
on securities disputes involving customers of brokerage firms, and its recommendations
primarily address these disputes. The comments and suggestions submitted to the task force also
focused on customers’ disputes.

The task force met as a group in four in-person meetings and five telephonic meetings. At
its first in-person meeting it identified the initial topics for review? and established ten
subcommittees to gather information and viewpoints on those topics and to report back to the full
task force. The subcommittees met regularly via telephonic conference calls. At the second and
third in-person meetings, the task force reviewed the reports and recommendations of the
subcommittees. At its fourth in-person meeting the task force reviewed a draft of this final
report. The task force approved the final report during its December 7, 2015, telephonic meeting.

To inform its work, the task force solicited information and viewpoints from forum
participants and members of the general public in a variety of ways. It established a mailbox,
DRTaskForce@finra.org, that was available for the duration of the task force’s existence. The
task force received 188 comments via the mailbox, almost all of which came from individuals

2 Dodd-Frank Act, Pub. L. No. 111-203, § 921(a), 124 Stat. 1376, 1841 (2010) (emphasis added).
% The Code of Mediation Procedure became effective January 30, 2006.
% These are set forth in Appendix II.
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identifying themselves as arbitrators. In addition, the task force solicited written comments from
33 interested organizations and individuals and received 9 written submissions (including one
joint submission by nine organizations).?’ It also conducted telephonic interviews with
representatives of four organizations that filed written submissions and requested interviews.?
The task force released an interim summary in June 2015 to alert users of the forum, arbitrators,
mediators, and the general public to its current thinking on the key issues before it, with the hope
that it would generate additional input on these, and any other, issues related to the FINRA
arbitration forum.?® Many of the subcommittees, in turn, solicited information and viewpoints on
their own. *

Throughout this process FINRA staff assisted the task force by providing data,
reviewing drafts of the report for factual accuracy, and facilitating logistical arrangements.

SUMMARY OF KEY ISSUES

The task force looked at every aspect of FINRA’s dispute resolution forum as it relates to
customers’ disputes and makes 51 recommendations to improve the system. Some of them would
make significant changes to the forum; others would be small improvements. Some would
require FINRA to invest substantial resources (both money and staff time).

In arriving at these recommendations, the task force generally followed this approach: (a)
identify issues that it perceived as of concern or worthy of note; (b) offer suggestions on the
issue (to the extent it has a consensus) or advise what the various perspectives on the issue are (in
the event it does not have a consensus); and (c) identify impediments or possible negative
consequences to addressing the issue. On some issues the task force makes a specific
recommendation, while on other issues it leaves the details and implementation issues to the
NAMC and, ultimately, FINRA’s Board of Governors.

It is the unanimous, strongly held opinion of the task force that the most important
investment in the future of the FINRA forum is in the arbitrators. The task force has concerns
that the below-market-rate arbitrators’ compensation acts as a disincentive in the recruitment of
arbitrators and in the commitment of substantial time by arbitrators in executing their
responsibilities. Accordingly, it recommends an increase in the compensation paid to arbitrators
for hearings conducted pursuant to FINRA Rules 12600, 12805, 13600, and 13805, as well as
biennial increases tied to the Consumer Price Index (CPI). The task force also makes a number
of recommendations relating to the recruitment and training of arbitrators and the disclosures
required from arbitrators that it believes are of the highest importance for achieving the goals of
enhancing the transparency, impartiality, and efficiency of the forum.

2 Appendix 111 lists the individuals and organization that were solicited to submit written comments, as well the list
of organizations that submitted comments.

8 North American Securities Administrators Association (NASAA), the Dispute Resolution Section of the
American Bar Association (ABA), the Financial Services Institute (FSI), and the American Association for Justice
(AAJ).

# The Interim Report is attached as Appendix IV.

% Information about the work of the subcommittees is set forth in Appendix V.
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The task force believes that encouraging the writing of explained decisions is the second
most important category of recommendations that it is making, because the availability of
explained decisions would improve the transparency of the forum. If FINRA adopts any changes
that would result in more explained decisions, it must develop further training to assure that
arbitrators can perform this additional responsibility competently.

The task force felt that it was important to take up the issue of mandatory arbitration. The
mandatory nature of SRO securities arbitration is a defining characteristic of the process that
engenders controversy about its fairness. Despite considerable discussion, however, the task orce
was not able to reach consensus. It concludes that the debate over mandatory securities
arbitration is to a large extent a philosophical or policy question about which thoughtful,
informed individuals disagree and which the task force cannot settle. The task force therefore
decided that it was a better use of its limited time and resources to focus on the current system of
FINRA arbitration and propose recommendations to improve it.

The task force does not have the ability to cost out its various recommendations. It is
obvious, however, that implementation of many of these reforms, including those relating to
arbitrators and explained decisions, will entail significant costs that will be passed on to the users
of the forum. Currently, member firms and associated persons are assessed 84 percent of total
fees, while customers are assessed 15 percent.* Fees received from parties who use the
arbitration and mediation programs are not sufficient to fund the forum's arbitration and
mediation activities.** The task force believes it is important that the FINRA forum is accessible
to retail investors, consistent with the investor protection mandate of the Exchange Act. It
suggests strongly that the cost structure remain the same, since any increase in costs could
impede access to the only forum that is generally available to customers who have disputes with
broker-dealers or associated persons.

DISCUSSION
ARBITRATORS

The quality of dispute resolution at the FINRA forum depends greatly on the abilities and
commitment of the individuals who serve as arbitrators. The Ruder Report addressed the issues
of arbitrator selection, quality, and training, and its recommendations influenced subsequent
reforms in this area. Nevertheless, the task force heard many concerns about these issues. For
example, a number of the comments received via the DR Mailbox related to arbitrator training,
competence, or professionalism. In addition, almost all of the comments submitted via the DR
Mailbox came from individuals who self-identified as arbitrators, suggesting that this group does
not feel that its concerns have been adequately voiced. The size of the subcommittee addressing

! FINRA provided these percentages, based on 2015 data and isolating customer cases from intra-industry cases.
Fees charged to non-members account for the remaining 1 percent.

% Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Notice of Filing of

a Proposed Rule Change to Merge FINRA Dispute Resolution, Inc. into and with FINRA

Regulation, Inc., Exch. Act Rel. 34-76082, 80 Fed. Reg. 61545 (Oct. 13, 2015).
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these issues—consisting of 9 of the 13 task force members—reflects the importance the task force
assigns to the role of arbitrators in the arbitration process. The task force discussed the following
topics related to arbitrators.

Arbitrator Compensation

Background. Effective for cases filed on or after December 15, 2014, the arbitrator’s
honorarium was increased from $200 to $300 per hearing session (typically, a hearing day
comprises two sessions), with the chairperson receiving an additional honorarium of $125 per
day (up from $75). This was the first increase in 15 years.*® FINRA funded the recent increase in
honoraria by increasing the member surcharges and process fees for claims larger than $250,000,
as well as filing fees for investors, associated persons, or firms bringing claims of more than
$500,000 and hearing session fees for claims of more than $500,000.** In addition, the SEC
recently approved a rule change that if one or more parties request a postponement or
cancellation within ten days before a scheduled hearing session and the arbitrators grant the
request, the party or parties making the request will pay a late cancellation fee of $600 per
arbitr%tSCJr. (Previously the fee was $100 per arbitrator, and the cancellation period was three
days.)

FINRA is aware that the current honorarium rate is not "market rate,” but believes that
increasing the honorarium to market rates would impose a significant financial burden on the
users of the forum.%

Task Force Deliberations. The task force received many complaints from arbitrators
about the relatively low level of compensation, particularly because the level of case complexity
has increased, the requirements for arbitrator disclosure continue to rise, and the responsibilities
and time requirements expected from arbitrators are increasing. As a result, FINRA may not be
able to attract individuals (particularly, working professionals at the height of their careers) to
serve as arbitrators at the current rate.

The task force engaged in an extended discussion about what level of arbitrator
compensation is necessary to attract qualified individuals to serve as arbitrators and to take their
responsibilities seriously. The task force does not believe it is feasible to raise arbitrator

¥ SEC Approves Amendments to the Codes of Arbitration Procedure to Increase Arbitrator Honoraria by Increasing
Arbitration Filing Fees, Member Surcharges and Process Fees and Hearing Session Fees, Regulatory Notice 14-49
(Effective Date: December 15, 2014), available at http://www.finra.org/industry/notices/14-49. The Ruder Report (at
103) also identified the relatively low level of arbitrator compensation as a factor; at that time arbitrators were paid a
honorarium of $225 per day, with the panel chair receiving an additional $50.

% Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Order Approving Proposed Rule
Change To Amend the Code of Arbitration Procedure for Customer Disputes and the Code of Arbitration Procedure
for Industry Disputes To Increase Arbitrator Honoraria and Increase Certain Arbitration Fees and Surcharges, Exch.
Act Rel. 34-73245, 79 Fed. Reg. 59876 (Sept. 29, 2014).

% SEC Approves Amendments to the Codes of Arbitration Procedure to Increase the Fees Assessed for Late
Cancellation or Postponement of a Hearing, Regulatory Notice 15-21 (Effective Date: July 6, 2015), available at
http://www.finra.org/industry/notices/15-21.

% Exch. Act Rel. 34-73245,
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compensation to levels customary at non-SRO arbitration forums, such as the American
Arbitration Association (AAA).*’ It does believe that arbitrator compensation must be increased
in order to professionalize the FINRA arbitrator pool, which the task force identifies in this
report as the highest priority.

The task force recommends that the session fee for all hearings conducted pursuant to
FINRA Rules 12600, 12805, 13600, and 13805 be increased from $300 per session to $500 per
session, i.e., $1000 for a typical hearing day consisting of two sessions. In addition, the task
force recommends automatic biennial increases in the honorarium pegged to the CPI, without
which arbitrators are paid less each successive year, which is not appropriate.

The task force reviewed a rough estimate of the additional honorarium expenses resulting
from these increases and felt that FINRA and the industry could manage the additional expenses.
The task force also expects that the additional costs would be assessed consistent with the current
allocation of fees between industry parties and customers.

Expanding the Depth and Diversity of the Arbitrator Pool

Background. Expanding the pool of qualified arbitrators is a perennial issue for the
FINRA forum; the Ruder Report noted that the NASD faced “a serious challenge in recruiting
qualified arbitrators.”®® The revision of the definition of public arbitrator, combined with the
recent Optional All Public Panel procedure, has made the need for additional public arbitrators
more acute. In addition, the task force heard criticisms about the lack of diversity in the FINRA
arbitrator pool®® and agrees that diversity must be increased. The task force discussed at length
the need to expand the arbitrator pool and the importance of active efforts to reach out to
appropriate target audiences for applicants. It also heard concerns that the current application
process may discourage qualified applicants from applying.

The task force met with FINRA staff to discuss current outreach efforts. As described to
the task force, FINRA’s Department of Neutral Management (DNM) is strongly focused on
recruiting individuals from diverse backgrounds from across different industries to serve as
arbitrators. Its goal for 2015 is to recruit at least 650 qualified arbitrator candidates, with a focus
on attracting more women and minority candidates; its goal for 2016 is 750 applicants. From
January 2015 to October 2015, DNM received 491 applications.

Ongoing recruitment initiatives have included more than 100 women and minority
organizations nationwide to recruit individuals through onsite events, targeted recruiting
advertisement (print and digital), and direct marketing campaigns. DNM has partnered with
FINRA Human Resources and Investor Education on business conferences and minority events
as well as collaborating with FINRA’s Corporate Communications department to develop
recruitment marketing materials and enhance visibility on FINRA’s website.

3" AAA Commercial Arbitration and Mediation Rules provide that neutral arbitrators “shall be compensated at a rate
consistent with the arbitrator’s stated rate of compensation.” R-55(a), available at https://www.adr.org.

* Ruder Report at 102.

% See, e.g., Comments of ABA Section of Dispute Resolution for FINRA Dispute Resolution Task Force at 1 (May
1, 2015).



In addition, in 2015, DNM participated in recruitment events with nine diversity-based
organizations. In 2016, DNM plans to participate in recruitment events with at least 15 diversity-
based organizations.

In 2014, DNM hired a consultant to conduct a demographic survey of its roster. In fall
2015, DNM worked with the consultant to conduct another demographic survey in order to
measure the progress of diversity recruitment efforts. DNM is also working with outside
consultants to develop a long-term strategy to recruit qualified arbitrators, including minority and
female arbitrators, and continues to explore ways to expand its reach more broadly through the
use of social media.

The task force also discussed with FINRA staff the application process. DNM
acknowledged that, in the past, it often took too long to process applications and stated that it is
working hard to reduce the time it takes to approve applications. Its current expectation is that
the application process will be completed in 120 days. As evidence of this expedited process,
from April 2015 to October 2015, the average time for application completion was 65 days. In
addition, the DNM is reviewing other ways to streamline the application process. The
expectation is that once an application is processed the individual will complete the required
arbitrator training within 120 days. From April 2015 to October 2015, the average time to
complete the training was 70 days.

Task Force Deliberations. While the task force agreed that a deep and diverse pool of
arbitrators is important to the operation of the forum, members expressed different views about
the most important characteristics in an arbitrator. This difference of opinion was also reflected
in commentary received by the task force. The Public Investors Arbitration Bar Association
(PIABA), for example, questions the requirement of two years of college credits or five years of
business or professional experience,*’ while the American Bar Association’s (ABA) Section on
Dispute Resolution urges steps to increase the number of arbitrators with substantial process and
subject matter expertise.** Simply put, the question is whether the arbitrator should more closely
resemble a juror or a judge. Since the task force was not able to reach consensus on this question,
it decided that the best solution was for FINRA to develop an arbitrator pool with sufficient
variety to reflect the parties’ preferences.

The task force commends FINRA’s recent recruitment efforts. It recommends that
FINRA continue efforts to develop effective strategies to recruit aggressively applicants for the
arbitrator pool, with a view to increasing both the depth and the diversity of the pool, and to
monitor the results. It should also continue to review and monitor the arbitrator qualification
process to ensure that its goals of processing an application within 120 days and training
arbitrators within 120 days of approval are achieved. In addition, FINRA’s website, as well as its
recruitment materials, should be reviewed to ensure that they convey a message of inclusiveness

“OPIABA, Study: Industry-Run FINRA Arbitrator Pool Lacks Diversity and Fails to Detect, Communicate Potential
Biases, (Oct. 7, 2014), available at http://piaba.org/piaba-newsroom/study-industry-run-finra-arbitrator-pool-lacks-

diversity-and-fails-detect-communicate.

! Comments of ABA Section of Dispute Resolution for FINRA Dispute Resolution Task Force at 3 (May 1, 2015).
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and do not discourage from applying qualified and diverse individuals with a variety of
educational backgrounds and work experiences.

Arbitrator Selection
(@) The Neutral List Selection System (NLSS) and the All Public Panel

Background. At the time of the Ruder Report, the NASD arbitration staff selected the
panel members and attempted to appoint arbitrators who were suited for a particular case. This
selection process raised concerns about bias, and parties had limited input on the choice of
arbitrators. In 1998, NASD responded to these concerns and adopted new procedures for the
selection of arbitrators.*” The NLSS allowed the parties to rank arbitrators from lists generated
through an automated process.*® In cases heard by a three-person arbitration panel,** parties
received two lists of arbitrators, one for public arbitrators, one for non-public (industry)
arbitrators, along with background information on each arbitrator and a list of arbitration awards
signed by the arbitrator. Parties could strike any and all names from the lists and rank the
remaining ones. NASD then appointed the two highest ranking public arbitrators and the highest
ranking non-public arbitrator. If the panel could not be filled from the consolidated lists, NASD
filled the panel with arbitrators from a computer-generated selection, whom the parties could
challenge for cause. As originally adopted, unless the parties agreed on a choice, the public
arbitrator who received the highest ranking was appointed chairperson. In 2007, as part of the
extensive Code revision, the selection process was changed to provide for a separate list of
chairperson-qualified arbitrators.*

Despite adoption of the NLSS, FINRA acknowledged “the perception that FINRA’s
mandatory inclusion of a non-public arbitrator (often referred to as the ‘industry’ arbitrator) in
the Majority Public Panel is not fair to customers.”*® Industry representatives denied there was
any evidence of a pro-industry bias and argued that the presence of an industry arbitrator

*2 Self-Regulatory Organizations; Order Granting Approval to Proposed Rule Change and Notice of Filing and
Order Granting Accelerated Approval to Amendment Nos. 3 and 4 to Proposed Rule Change by the National
Association of Securities Dealers, Inc., Relating to the Selection of Arbitrators in Arbitrations Involving Public
Customers, Exch. Act No. 34-40555, 63 Fed.Reg. 56670 (Oct. 22, 1998).

*3 Effective 2005, the method of generating the arbitrator lists was changed from rotational to random. Self-
Regulatory Organizations; Order Approving Proposed Rule Change and Amendment No. 1 Thereto by National
Association of Securities Dealers, Inc. Relating to the Random Selection of Arbitrators by the Neutral List Selection
System, Exch. Act No. 34-51339, 70 Fed. Reg. 12763 (Mar. 15, 2005).

* Under the current rule, a three-person panel hears claims of more than $100,000, as well as claims that do not
specify an amount and do not request money damages. Claims that are $50,000 or less are heard by one arbitrator.
Claims that are more than $50,000 but not more than $100,000 are heard by one arbitrator, unless the parties agree
to three. FINRA Rule 12401. In arbitrations heard by one person, the arbitrator is a public arbitrator, unless the
parties otherwise agree. FINRA Rule 12402.

** Notice to Members 07-07, SEC Approves Revision of Customer and Industry Portions of NASD Code of
Arbitration Procedure; Effective Date: April 16, 2007, available at
http://finra.complinet.com/en/display/display.html?rbid=2403&element_id=3059.

*® Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Notice of Filing of Amendment No.
1 and Order Granting Accelerated Approval of a Proposed Rule Change Relating to Amendments to the Panel
Composition Rule, and Related Rules, of the Code of Arbitration Procedure for Customer Disputes, Rel. 34-63799,
100 S.E.C. Docket 1148 (Jan. 31, 2011).
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provided expertise that benefits both parties.*’ In 2008, FINRA commenced a 27-month pilot
program with 14 firms that offered investors the option of an all public panel. In that pilot
program, investors presented with this option chose the new method of arbitrator selection nearly
60 percent of the time. In 2011, the SEC approved a rule change to FINRA Rule 12403 that
allowed customers to choose between two panel selection options: the Majority Public Panel,
which retained the existing panel composition method, or the Optional All Public Panel, which
allowed any party to select an all public panel.*® Customers were required affirmatively to elect
the Optional All Public Panel procedure early in the process; otherwise, FINRA would apply the
procedures for the Majority Public Panel option. Under the Majority Public Panel option, the
parties would select their panel by striking names from three lists (public arbitrator, chairperson,
and non-public arbitrator), each containing ten arbitrators, and then ranking the remaining
arbitrators. Each party was permitted to strike up to four names from each list, and FINRA would
appoint the panel from among the remaining names. The process for striking non-public
arbitrators, however, was different under the Optional All Public Panel approach. Instead of
limiting strikes to four non-public arbitrators, any party could strike all ten names and thus
guarantee that no non-public arbitrator would be appointed to the panel. Instead, FINRA would
appoint the next highest ranked public arbitrator to complete the panel.

In 2013, FINRA adopted a rule change to FINRA Rule 12403 that no longer required
customers to elect a panel selection method. Instead, parties in all customer cases with three
arbitrators receive three lists of arbitrators (chairperson, public and non-public). Parties may
strike four arbitrators on the chairperson list and four arbitrators on the public arbitrator list.*
Any party may select an all public panel simply by striking all non-public arbitrators from that
list. Between September 30, 2013 (the effective date for the rule change) and January 16, 2015,
there were 1,705 customer cases filed where customers submitted their ranking forms. Of these,
claimants struck all non-public arbitrators in 69% of the cases and ranked one or more non-
public arbitrators in 31% of the cases. As of January 16, 2015, 515 of these cases have been
paneled, resulting in 300 (58%) cases where a non-public arbitrator was appointed.*

The following table shows a comparison of awards from all public panels and majority-
public panels from 2011 through October 2015°*;

*" Sec. Indus. & Fin. Mkts. Ass’n, White Paper on Arbitration in the Securities Industry 35 (Oct. 2007), available at
http://www.sifma.org/issues/item.aspx?id=21334.

“* Notice to Members 11-05, Customer Option to Choose an All Public Arbitration Panel in All Cases; Effective
Date: February 1, 2011, available at
http://finra.complinet.com/en/display/display.html?rbid=2403&element_id=9973.

* self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Order Approving Proposed Rule
Change Relating to Amendments to the Code of Arbitration Procedure for Customer Disputes Concerning Panel
Composition, Exch. Act Rel. 34-70442, 78 Fed. Reg. 58580 (Sept. 24, 2013).

% Data supplied by FINRA Dispute Resolution.

*! The information is posted on FINRA’s website and is regularly updated.
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Year Decided Cases Decided Number and Cases Decided Percentage and
All Public Panel | Percentage of Majority Public | Number of Cases

Cases Where Panel Where Claimant
Claimant Awarded
Awarded Damages
Damages

2011 13 54% (7) 17 18% (3)

2012 99 49% (49) 111 33% (37)

2013 128 43% (55) 107 44% (47)

2014 135 44% (59) 104 38% (39)

2015 138 51% (70) 67 48% (32)

Task Force Deliberations. Some members of the task force expressed concern that the all
public panel option disserves forum users because the industry arbitrator may provide expertise
to panel deliberations. Others noted that parties may still opt for a non-public arbitrator (if no
party strikes all non-public arbitrators) and that expertise may be provided by expert witnesses if
the parties deem it necessary. The task force determined that it would not reconsider the existing
right of parties to select an all public panel. This issue has been extensively debated, and the task
force received no new information that would warrant reopening the discussion.

The task force does propose one modification to the current selection process in light of
the all public panel option. Under the current system, in those instances where all names on the
non-public arbitrator list are struck, the parties must fill three seats from two ten-person lists of
public arbitrators, thus increasing the likelihood of a party getting a low-ranked arbitrator. The
task force recommends that in those instances where all non-public arbitrators are struck, a new
list of ten public arbitrators should be generated for that seat. In that way, selection of the all
public panel will be made from lists containing 30 potential arbitrators.

The task force also considered circumstances where challenging arbitrators for cause is
appropriate. FINRA Rule 12407 governs the removal of an arbitrator by the Director for conflict
of interest or bias; FINRA Rule 12408 gives the Director discretionary authority to facilitate the
appointment of arbitrators and the resolution of arbitrations. FINRA does not currently allow
challenges for cause on the ground that an arbitrator has been appointed to serve on multiple
related cases, i.e. involving the same broker-dealer or the same product. The task force
recommends that FINRA should allow challenges for cause in these circumstances so long as the
challenge is made promptly upon the party learning about the multiple appointments. In addition,
the task force recommends that the arbitrators’ training materials address the possible conflicts
that can arise from serving on multiple related cases and emphasize the importance of prompt
disclosure and that the initial appointment letter reiterate these concerns.

*2 The rule became effective on February 1, 2011, for all cases in which the parties had not yet received a list of
arbitrators. The numbers for 2011 include only cases that were eligible for the option and closed before the end of
that year.
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(b) Arbitrator Disclosure; Voir Dire

The task force discussed whether the current disclosure requirements for arbitrators elicit
all the relevant information appropriate to take into account in selecting arbitrators without
becoming too burdensome and acting as a disincentive on arbitrators’ willingness to serve. There
was complete concurrence that full disclosure is necessary to provide a fair, equitable, and
unbiased forum for the parties and to assure public confidence in the system. The task force does
recommend some changes to the current disclosure system, as follows.

Arbitrator Disclosure Report and Checklist. Currently, after arbitrators are selected for a
case, they are expected to review their arbitrator disclosure report on file with FINRA (which is
provided to the parties at the time of ranking potential arbitrators) for accuracy and to update it if
necessary. In addition, they must complete an arbitrator disclosure checklist that requires
disclosure of additional information. Some of the additional disclosures relate specifically to the
arbitration to which they have been appointed (e.g., relationships and connections with parties,
counsel for parties, and the other arbitrators; experiences with the subject matter of the case),
while other items ask for information of a more general nature (e.g., arbitrator classification
disclosures). FINRA then circulates arbitrators’ additional disclosures to the parties or their
counsel, who then may follow up with questions to the arbitrators at the initial prehearing
conference (IPHC).

The task force was in agreement that the IPHC is not the ideal time to examine an
arbitrator’s suitability for a particular arbitration. The arbitrators have already been appointed
and may be caught off guard if questioned about their impartiality at this stage. Counsel feel they
should not have to seek removal for cause of an arbitrator who should have been excluded from
the pool of 30 arbitrators generated for this case because of relationships or connections that
could have been ascertained earlier.

The task force recommends the following about, first, the arbitrator disclosure report and,
second, the arbitrator disclosure checklist:

First, with respect to the arbitrator disclosure report:

1. Arbitrators should be required to update their arbitrator disclosure report promptly to
report material new information or a material change in their status. In addition, all arbitrators
should be required to review, at least annually, their arbitrator disclosure report and either
confirm its accuracy or update it to take account of new information. These requirements will
help to prevent the circulation of an outdated report if a potential arbitrator has not been recently
appointed to a case. FINRA recently instituted the practice of sending quarterly reminders to
arbitrators to update their reports, which is a good first step.

2. The arbitrator disclosure report should add to the existing list of current cases assigned

to the arbitrator the name of counsel and city of counsel’s office to allow the parties to contact
them if they wish.
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Second, with respect to the arbitrator disclosure checklist (sent to arbitrators after they are
appointed to a case):

1. The Subject Matter (case-specific) Disclosures should be deleted from the arbitrator
disclosure checklist. Instead, upon filing of a statement of claim, answer, and other applicable
pleadings, each party will be required to complete a short, case-specific, disclosure form
identifying the parties, the general nature of the claim (a paragraph or two summary of facts and
causes of action), a list of products and strategies at issue, and other specific case-related matters
in summary format. FINRA will then send the forms to the 30 potential arbitrators who are on
the computer-generated selection lists. The potential arbitrators will be required to provide the
Subject Matter (case-specific) Disclosures at this time. FINRA will then send the completed
forms to the parties’ counsel at the same time as the list of 30 arbitrators. If the potential
arbitrators fail to respond within five days, they will be removed from the selection lists for that
case. FINRA staff will need to monitor this process in order to minimize delays. Arbitrators who
repeatedly do not respond should be removed from the arbitrator pool. The task force expects
that use of the DR Portal should allow this process to be accomplished efficiently.

Since this procedure precedes the final selection and ranking of the arbitrators for the
case, it will enhance disclosure and allow for the selection of arbitrators on a more informed
basis. The task force is of the view that the need for more detailed arbitrator disclosure earlier in
the selection process justifies the additional time and effort associated with the new process. In
addition, the arbitrators included in the pool will know that they are in fact being considered for
service, even if they are not selected. (Many arbitrators commented to the task force that they
were uncertain about whether they were even considered for appointment.)

2. Section IV of the arbitrator disclosure checklist asks:

1. Are you, or were you ever, associated with, including employed by, or registered
through, under, or with (as applicable):

. an investment adviser?

The term “investment adviser” requires clarification because it is a term that is often used in a
non-technical sense. The task force recommends revising the language to state “registered
investment adviser.”

Voir Dire. The task force examined whether to institute the use of written voir dire
questions into the parties’ process of selecting arbitrators. It decided, however, that a better way
for parties to obtain relevant case-specific information about the arbitrators is the above-
described approach. In addition, the parties’ existing right to ask the panelists questions at the
IPHC should be preserved. The task force recommends that the IPHC script emphasize that the
parties have the right of further inquiry at that time and that the arbitrators expect questions and
will not take exception to appropriate questions. The task force felt strongly that voir dire should
not be used to request information of marginal relevance to the specific case and should not be
used to solicit opinions. It is inappropriate, for example, to ask arbitrators about their views on
remedies, substantive issues, and procedural issues.
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Classification of Public and Non-Public Arbitrators

Background. In general, FINRA classifies arbitrators as “non-public” or “public” based
on their professional and personal affiliations. The Ruder Report thought that the distinction
between public and non-public arbitrator was “somewhat arbitrary”>® and that labels were less
important when parties have greater control over the selection process. It also believed that
greater flexibility in classifying arbitrators would aid in recruitment because NASD had a
shortage of public arbitrators.>* The recent rule changes, however, have been to tighten the
definitions to exclude individuals with certain affiliations to the securities industry from serving
as public arbitrators, in order to provide additional assurance to investors that the forum is fair
and unbiased. *°

The definitions of non-public and public arbitrators were most recently amended
effective June 26, 2015. FINRA stated that it proposed the reclassification of arbitrator
categories in response to concerns regarding the neutrality of the public arbitrator roster raised by
both investor representatives and industry representatives. In its view, addressing both investor
and industry perceptions of bias in the public arbitrator roster would better safeguard the
integrity of its arbitration forum.>®

Under the previous definition of non-public arbitrator, if a person was currently, or was
within the past five years, affiliated with a financial industry entity specified in the rule, the
person was classified as a non-public arbitrator. The rule permitted these individuals to be
reclassified as public arbitrators five years after ending all financial industry affiliations unless
(1) they retired from, or spent a substantial part of their career with, a specified financial industry
entity or (ii) they were affiliated for 20 years or more with a specified financial industry entity.
The individuals subject to these exceptions remained classified as non-public arbitrators. The
recently amended rule eliminated the five-year cooling-off provision for persons who work in the
financial industry by permanently classifying persons who are, or were, affiliated with a
specified financial industry entity at any point in their careers, for any duration, as non-public
arbitrators.

In addition, under the previous definition of non-public arbitrator, attorneys, accountants,
and other professionals who devoted 20 percent or more of their professional work in the last two
years to serving specified financial industry entities and/or employees, were classified as non-
public arbitrators. These individuals were reclassified as public arbitrators two years after they

*% Ruder Report at 96.

*1d. at 97.

% See, e.g., Self-Regulatory Organizations; National Association of Securities Dealers, Inc.; Order Granting
Approval to a Proposed Rule Change Relating to Arbitrator Classification and Disclosure in NASD Arbitrations,
Exch. Act Rel. 34-49573, 71 Fed. Reg. 21871 (Apr. 22, 2004) (modifying definitions of public and non-public
arbitrator, in order to provide additional assurance to investors that process is neutral and fair).

% Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; Order Approving

a Proposed Rule Change Relating to Revisions to the Definitions of Non-Public Arbitrator and Public Arbitrator,
Rel. 34-74383, 80 Fed. Reg. 11695 (Mar. 4, 2015).
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stopped providing services to specified financial industry entities, with one exception; a person
who provided services for 20 calendar years or more over the course of his or her career was
permanently disqualified from serving as a public arbitrator. The new definition (i) increases the
look-back period from two years to five years, (ii) applies not only to services provided to
specified financial industry entities, but also to services provided to any persons or entities
associated with those specified financial industry entities, and (iii) permanently disqualifies from
serving as public arbitrators persons who provided the specified services for 15 calendar years or
more over the course of their careers (in contrast to the previous 20 year provision).

Finally, under the previous categories of non-public and public arbitrators, individuals
who represented or provided professional services to investors in securities disputes were
permitted to serve as public arbitrators. Under the new definitions, attorneys, accountants, and
other professionals who devoted 20 percent or more of their professional time, within the past
five years, to serving parties in investment or financial industry employment disputes are
classified as non-public arbitrators. However, these individuals are permitted to serve as public
arbitrators five years after they stopped devoting 20 percent or more of their professional time to
serving parties in investment or financial industry employment disputes with one exception; a
person who provided services for 15 calendar years or more over the course of his or her career
is permanently disqualified from serving as a public arbitrator.

Many expressed concern that the new definitions would reduce the number of public
arbitrators at a time when more public arbitrators are needed because of the Optional All Public
Panel approach. FINRA acknowledged this possibility, but thought that addressing users’
perceptions of the neutrality of its public arbitrators outweighed those concerns. In approving the
rule changes, the SEC stated that it:

believes that the proposed rule change would help address forum users’
perceptions of neutrality in, and maintain the integrity of, the arbitration forum. In
addition, the Commission believes the potential negative effects (in particular, a
temporary decline in the number of available public arbitrators) will be mitigated
by FINRA’s proposed recruitment and retention of public arbitrators.
The SEC also noted that its staff would monitor the consequences of the changes and that it was
interested in FINRA’s future cost-benefit analysis of the rule change.

After the SEC approved the new definitions, FINRA conducted a survey of its
arbitrators in order to reclassify affected arbitrators. FINRA reports that, as of July 6, 2015:

e 13.8% (487 out of 3,512) of the public roster were reclassified as non-public.

e 2.6% (93 out of 3,512) of the public roster were made ineligible to serve as
either public or non-public arbitrators. Of the 93 ineligible arbitrators, 49 were
due to an immediate family member relationship. These arbitrators can
become public arbitrators after a cooling-off period. (Note that this number
reflects only the effect of the new rules on arbitrators who were available at
the time of the survey. There are other arbitrators on the roster who were
already ineligible based on the previous definitions; however, FINRA does
not have an accurate way of counting those arbitrators.)
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e 6.2% (221 out of 3,512) were removed from the roster because they did not
take the survey.

FINRA currently has 2,871 public arbitrators and 3,528 non-public arbitrators for a total
of 6,399 arbitrators. In contrast, on April 15, 2015, there were 3,509 public arbitrators and
2,844 non-public arbitrators, for a total of 6,353 arbitrators. This is a reduction of the public
arbitrator pool by 638.

Task Force Deliberations. The task force discussed the changes to the definitions of
public and non-public arbitrators that reduce the number of individuals who can serve as public
arbitrators. The task force heard from some who expressed concern that the effect of the
definitions is to remove from the pool of public arbitrators highly qualified individuals who
would in all respects conduct themselves as neutrals. Others believed that the definitions should
strengthen public confidence in the forum because they will avoid even the appearance of bias
because of past affiliations.

The task force noted that the SEC stated that its staff would monitor the effect of the
change and that FINRA stated it would perform a cost-benefit analysis of the rule’s impact. The
task force recommends that FINRA monitor the application of the recently adopted definitions of
public and non-public arbitrators in light of concerns that individuals with substantial process
and subject matter expertise are stricken from the list of public arbitrators. In particular, the task
force has doubts that making otherwise qualified individuals ineligible for service because of a
family member’s industry affiliation is warranted.

Arbitrator Training

Background. The Ruder Report found that “it is clear that the overall performance of
NASD arbitrators is not as high as it could be”*’ and recommended expansion of the scope and
frequency of mandatory arbitrator training.® Since 1996, FINRA has devoted significant
resources to the training of panel members and chairpersons.®® FINRA’s website describes the
training requirements for arbitrator applicants as follows:

After FINRA approves an arbitrator candidate's application, the individual must complete
the comprehensive Basic Arbitrator Training Program to become eligible to serve on
arbitration cases. The Basic Arbitrator Training Program covers each stage of the
arbitration process and reviews the procedures that arbitrators must follow to successfully
complete an arbitration case. The Program consists of three parts and must be completed
within 120 days:

1. Basic Arbitrator Training (Part I)

2. Expungement Training (Part 1)

3. Live Video (conducted via WebEx and teleconference) OR Onsite Classroom

Training Session at one of our regional offices (Part I11) ©°

>" Ruder Report at 108.

*%1d. at 109.

% They are described in 2007 Report Card at 10-11.

8 http://www.finra.org/arbitration-and-mediation/required-basic-arbitrator-training
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http://www.finra.org/arbitration-and-mediation/live-video-or-onsite-classroom-training-session

FINRA staff reports that some arbitrator candidates whose applications are approved do not
complete the training.

To qualify as a chairperson, an arbitrator must have served on at least three arbitrations
through award in which hearings were held, or be a lawyer who served on at least two
arbitrations through award in which hearings were held.®* In addition, an arbitrator must
complete the chairperson training course and pass an examination. Chairperson training focuses
on managing the prehearing and hearing processes and modifying procedures for a particular
arbitration.®

FINRA also has available on its website subject-specific online training modules, which are
voluntary.®® The written materials for arbitrator training are available at FINRA’s website.*

Task Force Deliberations. The task force received many expressions of concern about the
level of professionalism of the arbitrator pool and complaints that some arbitrators lack the
necessary skills to conduct a fair and efficient dispute resolution process. These reports are
necessarily anecdotal, but lack of professionalism is a persistent and longstanding concern. This
issue is linked to the level of arbitrator compensation, although task force members had different
views about the extent of the relationship between professionalism and compensation.

The task force heard from some commenters who urged the adoption of mandatory
continuing education training.®® The task force recommends, instead, that all arbitrators should
be encouraged to complete continuing education programs on a periodic basis. In addition,
compulsory training requirements should be considered for arbitrators with a record of poor
evaluations, as well as inexperienced arbitrators and arbitrators who have not been recently
selected for panels and who do not arbitrate regularly. Additional training for arbitrators in the
latter two categories may make them more attractive to parties’ counsel and could help to
address their complaints that they are not selected for panels.

In addition, public arbitrators, who by definition have little experience with the securities
industry, may benefit from enhanced training that incorporates subject-matter training as well as
the procedural issues currently covered.®® Listing completed training on an arbitrator’s disclosure
form could encourage arbitrators to take courses and could also be useful to parties in making
informed decisions when selecting panels. The following are some topics that were suggested to
the task force for additional training, although the task force did not discuss specific course
content.

e Pre-hearing motions to dismiss

1 FINRA Rules 12400(c), 13400(c).

%2 http://www.finra.org/arbitration-and-mediation/written-materials-arbitrator-training

% Topics include Civility in Arbitration, Direct Communication Rule, Discovery, Abuses and Sanctions,
Understanding the Prehearing Stage, and Your Duty to Disclose. http://www.finra.org/arbitration-and-
mediation/advanced-arbitrator-training

® http://www.finra.org/arbitration-and-mediation/written-materials-arbitrator-training

% FINRA Customer Arbitration Task Force of the Financial Services Institute, Inc., Improving Securities Arbitration
for Main Street Investors & the Securities Industry at 3.

% FINRA already provides good product related training, which could be relevant to arbitrators.
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Discovery rules and remedies for discovery violations

Eligibility rule and statute of limitations differences

Case law noting the situations in which certain types of documents are not discoverable
Confidentiality protections for regulatory productions

e Privacy laws regarding client information

e Relevance, materiality, and admissibility issues

e Expert witness credentials and the substance of expert opinions

e Special products

e Legal issues related to the arbitration process

The task force also recommends increased training for chairpersons in light of concerns that
some chairpersons do not have the requisite skills to run an efficient and fair arbitration process.

Because of the importance of arbitrator training, the task force recommends that NAMC
engage an outside consultant to study and design the specific type of coursework to be offered.

The task force also identified additional opportunities for arbitrator training and
education:

e FINRA should gather data to identify recurring or particularly bothersome issues that
arise during proceedings and develop additional arbitrator training curricula to address
these issues. This would be an ongoing process so that the most current issues are
continually being identified and addressed. That process could include soliciting
submissions from arbitrators and counsel to identify such issues.

e FINRA should provide a centralized resource, such as the Director of Arbitration or other
staff, to provide assistance to arbitrators who encounter procedural questions during
proceedings.

Arbitrator Evaluations

Background. FINRA asks parties and their representatives and peer arbitrators to rate
arbitrator performance at the conclusion of their case, and the evaluation forms are available
online.®” FINRA has been tracking the receipt of peer and party arbitrator evaluations since 2011.
During that time, 3,661 cases closed after an in-person hearing. In that same time frame, FINRA
received 2,000 peer evaluations and 565 party evaluations.®® FINRA considers its evaluation
system an important source of information about the performance of arbitrators, although it
acknowledges the low level of participation.

Task Force Deliberations. The task force was in agreement that there should be a process
for evaluating the performance of arbitrators so that corrective measures can be taken to address
poorly performing arbitrators. Members of the task force, however, expressed doubt about the
value of the current system of evaluations, particularly since completion of evaluations is low.

® http://www.finra.org/arbitration-and-mediation/arbitration-evaluation-form (party);
http://www.finra.org/sites/default/files/ArbMed/p014776.pdf (peer).
% Information provided by FINRA Dispute Resolution.
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The task force reviewed with FINRA staff its procedures for encouraging arbitrators and counsel
to submit evaluations. It also reviewed how FINRA staff use the evaluations. FINRA may
respond to a negative evaluation in a variety of ways, ranging from taking no action to instituting
removal of the arbitrator from the roster.

The task force considered, but determined not to recommend, requiring the submission of
the evaluation forms. In the task force’s opinion, it is essential that the evaluation process not
become complicated and burdensome, and it must remain voluntary. The task force reached no
consensus on a proposal to give arbitrators a token honorarium ($50) if they fill out the
evaluations. Instead, it recommends providing more education about the usefulness of the
evaluations and encouraging chairpersons to emphasize the importance of filling out the
evaluations to the parties at the conclusion of the hearing and to the panel members during the
subsequent deliberations.

Encouraging arbitrators to provide input on rule changes that will affect them

It is unrealistic to expect that arbitrators, except for those who are active in the securities
industry, will stay abreast of proposed changes in the arbitration process that could affect them.
Yet it is clear to the task force from the number of comments it received from arbitrators that
they want to know what changes are afoot that affect their participation in the process. FINRA
currently uses The Neutral Corner as a mechanism to advise arbitrators of pending and adopted
changes, and it is a good source of information for arbitrators. The task force believes that it
would be beneficial for FINRA to do more; the involvement and comments of arbitrators should
be encouraged in a manner that is not complicated or difficult. The task force recommends that
FINRA send a broadcast email to all arbitrators advising them about a proposed rule change and
how they can comment on it, either formally to FINRA or the SEC or informally (as through a
DR Portal). If the proposed rule change is adopted, there should be a follow-up email to the
arbitrator pool to that effect, with a summary description of how it affects them. This process
will allow the arbitrators to see in advance what revisions to the process may affect them, keep
them in the know, and provide a real-time chance to comment.

EXPLAINED AWARDS

Background. FINRA rules require that awards be in writing,®® and final awards are
publicly available at FINRA’s website.”® All final awards must contain certain bare-bones
information, including the names of the parties, a summary of the issues, the damages and other
relief requested and the damages and other relief granted.”* Arbitrators have the discretion to
provide a rationale in any case,’? although this is not the usual practice.

FINRA Rule 12904(g), which took effect in April 2009, requires arbitrators to provide a
brief, fact-based explanation of their award when requested by both parties to the dispute. In the
comments filed on the proposed rule change, compelling arguments were made both for and

* FINRA Rule 12904.

" http://www.finra.org/arbitration-and-mediation/arbitration-awards-online.
M FINRA Rule 12904(e).

"2 The award “may contain a rationale underlying the award,” id.(f).
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against expanded use of explained decisions. Among the most compelling arguments for
expanding the use of explained decisions is its potential to bring greater transparency to a system
that some view as opaque. Supporters also argued that the requirement to explain the decision
would improve the quality of decision-making, would provide for better oversight of the system
by FINRA, and would increase the consistency among awards. Among the most compelling
arguments offered against explained decisions is the risk that it will lead to increased appeals of
arbitratio% awards, driving up the cost of the system and the length of time needed to resolve
disputes.

NASD had originally proposed an approach that would have required explained decisions
if requested by the investor (or the registered representative in a complaint against a firm). Much
of the opposition to the original NASD proposal focused on the perceived unfairness of giving
investors, but not firms, the right to demand an explained decision. Ultimately, FINRA
developed a revised proposal that reflects the current approach of requiring agreement by both
parties to the dispute. When the SEC approved the revised FINRA rule, it expressed doubt as to
whether this approach would have a significant impact on the use of explained decisions. Those
doubts have proved to be warranted. Since the rule was adopted, there have been only 37
requests for explained decisions and 27 explained decisions issued out of roughly 5,000 eligible
cases, according to FINRA statistics.

Task Force Deliberations. A common complaint among parties, particularly customers
who are dissatisfied with the outcome of arbitration, is the absence of any explanation. More
generally, the absence of explained awards makes it difficult for observers to ascertain whether
the system is functioning fairly and effectively in resolving disputes. In the view of the task
force, expanding the use of explained decisions is one of the most important things FINRA can
do to increase transparency in the system. Furthermore, the task force believes that increased
confidence in the fairness of the system would likely flow from that increased transparency.
Nevertheless, it recognizes that there are barriers to expanding the use of explained decisions that
would have to be addressed before a workable plan could be developed to achieve this goal.
These relate to practical considerations of how best to expand the use of explained decisions and
how to ensure that arbitrators are adequately trained to write explained decisions.

In arriving at its recommendation, the task force considered the arguments presented for
and against explained decisions in comments submitted to FINRA and in law review and other
articles that address the topic. The task force evaluated evidence with regard to appeals in other
arbitration forums where explained decisions are more common. The evidence did not support
the concern that expanding the use of explained decisions would increase significantly the
number of appeals, but the evidence was limited and the experience was not fully relevant in
light of the different qualifications of arbitrators. Several task force members also read the
explained decisions that have been written under FINRA Rule 12904. The task force considered
how (if at all) the system would benefit from expanded use of explained decisions, whether the

" On the other hand, some commenters viewed the potential to correct bad decisions through legal challenge as a
benefit of the proposal.

™ The discrepancy between explained decisions requested and finalized can be attributed in part to cases that were
settled before a decision was issued and in part to cases that were not yet finalized when FINRA pulled these
statistics.
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nature of the written decision itself should be changed in any way, and what operational issues
would need to be addressed for the system to work effectively.

Rationale for Changing the Current Approach. The task force recommends that the
approach to explained decisions be changed in order to expand their use and enhance
transparency of the securities arbitration process.

Options for Expanding the Use of Explained Decisions. The task force decided a number
of approaches that FINRA could take to increase the use of explained decisions, each with its
pluses and minuses, including:

e FINRA could require explained decisions in all cases, with or without the option for a
waiver where both parties agree that they do not want an explained decision. On the plus
side, this approach would provide the greatest increase in transparency, and it would not
be seen as favoring one party to the dispute over the other. It would also put the greatest
strain on the system by demanding that all panel chairpersons be equipped and trained to
provide explained decisions.

e FINRA could require explained decisions whenever either party to the dispute requests it.
This approach would allow the preferences of the system’s participants to dictate the
matter. It would likely lead to at least a modest increase in transparency, though it is
unclear how much. Information was not available regarding the number of cases under
the current rule where one party would have liked an explained decision but the other
side refused to join the request. The main objection raised with regard to this approach
was that it could empower deep-pocket defendants to pressure claimants to settle quickly
in order to avoid the risk of a lengthy appeal. The task force was unable to assess the
validity of this concern.

e FINRA could revive its original proposal to require explained decisions whenever
requested by the investor. This would ensure that investors, who do not control the choice
of forum, would at least control this aspect of the process. However, this approach would
be likely to prompt the same complaints with regard to fairness that proved fatal to the
original proposal.

After full discussion of these options, the task force recommends changing the rule to require
an explained decision unless any party notifies the panel before the IPHC that it does not want it.
Creating a presumption of an explained decision is a modest change that may or may not result
in any appreciable increase in explained decisions. If it is adopted and it subsequently becomes
clear that one party frequently blocks an explained decision, a different approach may be
warranted. Whatever approach it chooses, once FINRA has determined the best approach, it
should move forward with a plan to prepare arbitrators to deal with the expanded use of
explained decisions.

The Nature of the Written Decision. Currently parties are required to submit the request
for an explained decision at least 20 days before the first scheduled hearing date. The panel
chairperson writes the decision, for which he or she receives an additional $400 honorarium.
FINRA Rule 12904 calls for a brief, fact-based explanation of the general reasons for the
arbitrators’ decision. The explanation need not include either legal authorities or damage
calculations. A review of the explained decisions written under the current rule suggests that the
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vast majority are consistent with this approach and that the quality of the explanation was
generally good.

The task force recommends maintaining the basic brief, fact-based format contemplated
by Rule 12904(g). The task force does not intend that explained decisions should carry any
precedential value in subsequent arbitration cases. It also thought that some explanation of
reasons for the amount of damages would be useful, but without requiring complex calculations.
In addition, if the rule is revised to make explained decisions more common, but retaining an
element of choice, changes will need to be made with regard to the timing of the request.
Specifically, the request should come earlier in the process so that the panel chairperson could
complete the required training (see below.)

Operational Issues that Would Need to be Addressed. A significant increase in requests
for explained decisions could strain an arbitration system that uses individuals wh