ARBITRATION OF CUSTOMER CLAIMS BEFORE THE NEW FINANCIAL INDUSTRY REGULATORY AUTHORITY:  A PRACTICAL ANALYSIS

By Barry R. Temkin and James D. Yellen


For the last twenty one years, most individual securities claims brought by investors have been adjudicated in arbitrations before Self Regulatory Organizations.  By far the largest dispute resolution forum has been the National Association of Securities Dealers (NASD), which, in 2007, merged its arbitration and enforcement functions with the New York Stock Exchange regulatory authority, NYSE Regulation.  The new Financial Industry Regulatory Authority, or “FINRA,” is entrusted with regulation of all 5,000 registered member firms and their associated brokers, subject to overall supervision by the Securities and Exhange Commission.  The new regulatory authority runs arbitration and mediation programs, registration and licensing of all U.S. broker-dealers, audits, compliance and discipline of member firms and associated representatives.


As if the consolidation of two major self regulatory organizations was not enough change for one year, the NASD also promulgated a new Code of Arbitration Procedure, which was approved by the SEC, pursuant to its supervisory power, and became effective for new cases filed after April 15, 2007.  The new arbitration code is broken down into three separate portions, governing customer claims (i.e. claims brought by investors against member firms), industry claims (disputes between two or more member firms or a firm and its associated person) and mediation.  Notwithstanding the merger of NASD Regulation and NYSE Regulation, and the innaugauration of FINRA, the new Code still bears the name, “NASD Code of Arbitration Procedure for Customer Disputes.”  This analysis will focus primarily on the new customer code, which can be found at FINRA.org.

Arbitrator Selection


Under the old Arbitration Code, a panel of three arbitrators
 was selected by a computer-generated program from the Neutral List Selection Service, or NLSS.  Each party would receive an arbitrator ranking list with, in most cases, fifteen names and arbitrator biographies.  The parties could rank the arbitrators in order of preference, and could peremptorily strike as many arbitrators as they pleased.  In the event that all of the arbitrators were peremptorily challenged by the parties, the NLSS computer would generate three arbitrators at random.  Thus, one side could peremptorily strike the entire panel, and leave its adversary to the vagaries of a panel of arbitrators randomly selected by computer, which the adversary would be powerless to challenge.


The new rules redress this problem by restricting the number of peremptory challenges for each separately represented party for each of three lists.   (NASD Code Section 12403).  The arbitrator ranking form is now broken down into three categories, one for the chair, who is a public, or non-affilliated arbitrator,  one for the industry arbitrator, who may be a member of the securities industry or professional whose practice significantly serves the industry, and one for the non-chair public arbitrator.   According to NASD Rule 12403, the parties will receive twenty four arbitrator biographies, categorized as follows:
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NASD Arb. Code 12403.    Since each separately represented party may peremptorily strike four names from each list, a simple, two-party dispute could still result in a computer-generated random panel, but it is at least less likely than under the previous rules.
Are Dispositive Motions Permitted?


The old code had no provision explicitly permitting dispositive motion practice, although arbitrators and parties frequently considered such motions.  The NASD arbitrator training manual in effect under the former arbitration code provided that, “Although arbitration is an informal process, any party may file a dispositive motion - - that is a motion to dismiss all or part of a claim - - prior to the hearing.” (NASD Arbitration Training Manual, quoted in David E. Robbins, Securities Arbitration Procedure Manual (Lexus Nexus 2002) § 8-6 at 8-17).   Respondents would frequently file motions alleging that customer claims were time-barred under the NASD eligibility rule or substantive statutes of limitations.  The courts, on motions to enforce or vacate arbitration awards, tended to uphold the authority of arbitrators to adjudicate cases summarily on motions, at least in cases involving clear-cut time bars.  See, e.g., Sheldon v. Vermonty, 269 F.3d 1202 (10th Cir. 2001) (“[W]e hold that a NASD arbitration panel has full authority to grant a pre-hearing motion to dismiss with prejudice based solely on the parties’ pleadings as long as dismissal does not deny a party fundamental fairness.”).  However, the Arbitration Code itself was silent on this point.


The new Code  permits motions, provided the parties can document their efforts to resolve the motion’s subject matter:
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NASD Code, Rule 12503.  Motions needn’t follow “any particular form,” and can be submitted in the form of a letter.
 
However, it is still unsettled whether the new arbitration Code permits dispositive motions.  A proposed Rule 12504 would have permitted dispositive motions , but only under “extraordinary circumstances.”
  There is no explanation as to what is meant by this phrase, and the proposed rule was withdrawn after critical comments from representatives of both the securities industry and individual investors.
   Thus, FINRA has yet to bring clarity to the question of whether dispositive motions are permitted.  As a practical matter, dispositive motions are permitted, yet discouraged, and they are rarely granted by arbitration panels.  For example, FINRA sends arbitrators a “hearing script” and blank form of prehearing order for use in initial prehearing telephone conference calls; both the script and order contemplate filing and briefing of motions generally, without specifying their nature.

Discovery

One major innovation of the new customer code is its incorporation by reference of the NASD Discovery Guide, which was implemented in 1999 in an effort to streamline discovery in arbitration and make it more standardized, and less like the contentious slugfest that sometimes characterizes litigation in court.
  The discovery guide lists several categories of documents that are presumptively discoverable in different types of customer disputes.  Lists 1 and 2 contain    25 categories of documents -- 12 from the firm and 13 from the customer -- that are presmptively discoverable in all customer disputes.  The remaining lists contain additional categories of documents which are broadly tailored to different types of securities disputes, e.g., supervision, churning, suitability, etc.   The Discovery Guide is self-executing in that the parties must automatically produce the documents specified in the relevant lists within 60 days after the answer is due, without awaiting service of a document request.
  The burden is upon a party seeking to withhold a specified discovery guide document to serve an objection explaining why the document is exempt from production or cannot be produced.
  The parties may supplement the Discovery Guide categories with additional requests tailored to the facts of their case.

The new discovery provisions have new teeth, too, as the Code provides for sanctions designed to punish discovery abuse.  The arbitrators may impose sanctions, up to dismissal of a claim or defense, for unjustified noncompliance with the discovery provisions of the code.


Subpoenas, Sanctions and Postponements


The new code eliminates the prior disputes about attorney generated subpoenas.  Under new rule 12512, only arbitrators may issue subpoenas upon written motion from counsel with a draft subpoena attached.  When documents are received, notice must be given to the other parties and produced upon request of the other party.


Under Rule 12212 of the new code, dismissal is still available as the ultimate sanction for “material and intentional failure to comply” with an order.  The new rule specifies a non-inclusive list of other sanctions, including monetary sanctions, procedures of evidence, adverse inferences, forum fees, attorneys fees and costs.  With no scienter or materiality requirements, we can expect a greater frequency of sanction requests.


Finally, the new code Rule 12601 provides that “a hearing shall be postponed by agreement of the parties.”  If a party moves for postponement within ten days of the hearing date, “good cause” must be demonstrated.  


Hearings


The actual hearings of disputes should not change in any material way under the new code.  The benefit of having full time professional administrators at the NYSE who actually attended the hearings will unfortunately be lost.  In addition, counsel who desire transcripts from court reporters (another benefit of the NYSE hearing) will now have to make their own arrangements to request coverage.  Nor will there be access to overseeing administrators should complaints arise about the Panel or issues that counsel do not want to bring to the Panel’s attention.  FINRA, however, hopes that additional training and better qualified arbitrators will outweigh the few downsides of the new code.  


Order of Presentation of Parties’ Cases


In general, Claimant will present his case first, followed by Respondent, followed if necessary by Claimant’s rebuttal.  The new rules do not specify order of the case where there is a substantial counterclaim, but the preferred practice is to present that evidence during the Claimant’s case in chief.  Similarly, there is no rule specifying order in multi-respondent cases.  As always, common sense should apply and the Panel Chair typically appreciates and calls for counsel to cooperate as much as possible in case order and presentation.  


Closings


At the close of Claimant’s case, the Respondent may move to dismiss for failure to prove a prima facie case.  Rule 12700.  Such motions are rarely granted, but often made to point out the deficiencies in Claimant’s case.  After presentation of Respondent’s witnesses and expert, Claimant may put on a rebuttal case or move to close.


The usual order of closing is Respondent first, followed by the Claimant (which gives the party with the burden of prove the last word
).  The Panel, however, has the ultimate authority to determine order, rebuttal and timing issues.  Rule 12607-08.


Motions for Reconsideration


Arbitrators have the discretion, used sparingly, to “reopen” hearings, but only prior to the rendering of an award.  Rule 12609.  They have no power to “reconsider” decisions once they are made.  The rationale behind this rule is “to prevent re-examination of an issue by a non-judicial officer potentially subject to outside communication and unilateral influence.”


Conclusion


The primary criticism of the new FINRA structure has been the simple observation that two choices (NYSE or NASD) were better than one, and that choice no longer exists.  Apart from that sentiment, it appears that the new FINRA model is more uniform and is working.  At the very least, its off to a good start.  Time will tell whether the new code under FINRA will result in any statistical differences in customer awards.
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