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June 18, 2007

Nancy M. Monis, Esquire
Secretary
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549

Dear Ms. Morris:

This is a request for rulemaking pursuant

Practice.

t. The Rule Beinq Requested

As the Petitioner, I request
prohibit broker-dealers from

arbitraiion clauses.

to Rule 192(a), SEC Rules of

that the SEC create a rule which would

requiring investors to accept mandatory

lprtrrNl]Y llurr,DrNct
66 \ 7Dsr S'r.Rr,rE'r
Ptrrsr.rEl-D, IUA O12O1
'I'Er,: (4lil) 4,t3-7aOO
!'.A.x: (413) 443-9605

l l .  The Support For This Petit ion

In support of this Petition, I am enclosing the following documents:
1. Letter dated May 4, 2004 from Senators patrick Leahy,

Chairman of the Senate Judiciary Committee and Senator
Russell D. Feingold, a member of the Senate Judiciarv
Committee; and

2. Two copies of a Study entitled: Mandatory Arbitration of
Securllies Disputes. A Statistical Analysis of How Ctaimants
Fare (the "Study'), which I co-authored with Edward S.
O'Neal ,  Ph.D.

I incorporate into this Petition the views of Senators Leahy and Feingold,
to which I subscribe.

The mandatory arbitration process, run by the NASD and the NySE,
clearly does not have the perception of fairness. The Study indicates that
the realty of the process is consistent with this perception.
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The Study raises very troubling issues about the fairness of the mandatory

arbitration process. These issues include the following:

. Claimant win rates have steadily declined since 1999

. Claimant win rates are lower against larger brokerage firms

. Awards as a percent of amount claimed in claimant victories have

steadily declined since 1998

. The larger the case, the lower the award as a percent of the amount

claimed

o The amount an investor can expect to recover going into arbitration

has declined from a high of 38%o in 1998 to a low ot 22o/o in 2Q04

r The amount an investor can expect to recover going into arbitration

against a large firm in a large case (over $250,000) is 12%.

As stated in the Study, at p. 19:

As a practical matter, given the low expected recovery

percentages, especially for large cases against large firms,

and the significant cost to pursue these claims, very careful

consideration is required before the decision is made to

pursue claims under the mandatory arbitration process.

The mandatory arbitration system, imposed on investors who have no

choice other that to submit to it, is totally inconsistent with the statutory

obligation of the SEC to insure that rules governing mandatory arbitration

are "in the public interest." See, 15 U.S.C. $78s-(bxl) (2000).

The data in the Study clearly demonstrates that this system is contrary lo

the public interest.

lll. The Interest of Petitioner in this Petition

I am a securities arbitration attorney who represents investors in major

cases against large brokerage firms. I have seen up close and very
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personally the devastating consequences to investors who are revictimized

by this unfair Process.

lV. Conclusion

I adopt fully the following language from the letter of Senators Leahy and

Feingold referred to above:

There can be no doubt that investors would be better off

with a choice between the cou( remedy provided by

Congress and SRO arbitration than they are currently with

no ootton but SRO arbitration.

Anything less will undermine further the confidence of the investing public

in our financial system.

Thank you for your consideration of this important request.

Sincerely yours,

,0 -! K A-!,--
Daniel R. Sol in
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May 4,2007

The Honorable Christopher Cox
Chairman
United States Securities and Exchange Commission
100 F Street. NE
Washington, DC 20549

Dear Chairman Cox:

we write regarding the prevalence of mandatory arbitration clauses in securities
brokerage contracts. while arbitration cal offer investors a valuable altemative to the
courts as a means ofresolving disputes, the increasing hend of stronger parties to a
contuact forcing weaker parties to waive their rights to judicial proceis ii reason for
serious concem. Although the securities and Exchange commission C,sEc,) has done a
goodjob regulating some other aspects ofsecurities arbitration, we are troubl;d that the
sEC has not adequately addressed the problem ofmandatory arbitration clauses,

when congress enacted the securities Act of 1933 and the securities Exchange Act of
i934, it provided investors with an enhanced judicial remedy intended to servi as the
foundation for vigorous private enforcement of the Acts' new comprehensive protections.
The threat ofpublic prosecution by individual investor-litigants gave teeth to tire
enforcement of securities laws, and congress intended thaitais slecial judicial remedy be
widely available to investors. Because securities firms today almost uniformly present
prospective customers with conhacts that include "take-it-or-leave-it', mandatlry
arbitation clauses, most investors are no longer able to invoke the courts to assert their
rights either under the Acts or state laws. Accordingly, we request that the sEC, in
fulllFent of its statutory duty to protect individual investors, promulgate a rule that willprohibit broker-dealers fiom requiring investors to accept mandatory aibitration clauses.

In its 2000 Report on securities Arbitration (GA}/GGD-00-1 r 5), the Generar
Accounting office noted that the number of secwities cases processed in the courts was"too small to make meaningful comparisons" to those processed through arUtration analater explained that all nine of the rargest twelve brokeiage firms that .:"pri"a to ii, ,u*.y
"require individual investors to agree to resolve their disfutes through sRo-rporrro..J
arbihation as a condition of opening most t)?es of accounts." u. dis,lo. since trren,this situation has only worsened. on its owi website, the sEC tacitry recogniz., trruiir,,
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judicial remedy has been virtually extinguished for investors when it states: ,,[I]fyou
have-a brokerage account, you probably signed an agreement that requires you io'settle
any disputes with your broker through arbitration ratler than the courts."
where investors face a stark choice between signing a mandatory arbitration agreement
and forgoing investment-related services, we cannot say honestly that arbitratiin has been
voluntarily selected. Instead, we must admit that arbihation has been imposed on
investors-regardless of their wishes-by the brokers, which hold much sreater
bargaining power. In the SEC office of Inspector General's (,'oIG,') 199-9 audit titlea
oversight of self-Regulatory Arbitration, the oIG conceded thal ,.to the extent investors
are unable to open accormts without signing mandatory arbitration agreements, they
perceive that their participation in securities arbitoation is involuntary." Id. ati.

Thus far, the sEC has not responded to this specific problem with regulations. Instead,
the commission has declined to act beyond imposing stricter disclosure requirements,
explaining that so long as the terms of any contract were fully disclosed, ftrther
regulation was unnecessary. Id. at 5. This policy may have been sufficient in the past
when.investors could, through their own initiative, identifu and select brokers thatiid not
include mandatory arbitration clauses in their standard conhacts. with the prevalence of
such clauses in today's brokerage contracts, however, the commission musi step in on
behalfofthe individual investors and restore their ability to choosejudicial process.

The SEC's mission is, first and foremost, to protect investors, and simply relying on
investors' ability to exercise informed choice when no choice is actually offareiis clearty
insufficient. Arbitration can be_ a fair and efficient way to settle disputes, but only when
it is entered into knowingly and voluntarily by both parties to the dispute. we cail on the
commission to consider the best mechanisms to address this problem, giving particuiar
attention to the following alternatives: (l) a rule banning all pre-dispuf, rnaidatory
arbitration clauses; or (2) ifpre-dispute agreements are to be illowed, a rule ,.quir'ing
broker-dealers to provide their customers with a ,'check-the-box" choice between "
traditional judicial process and self-Regulatory organization (.SRo,) arbihation.

Two Supreme Court cases from the 1980s, Shearson/American Express, Inc. v.
!tcui!91' +sz u.s. 220 (r987),-and, Rodriguez de euijas v. shea)son/American Express,
Inc., 490 u.s. 477 (1989), paved the way for the expansive judicial enforcement of
mandatory arbitration clauses under the securities Acts. Inioth cases, the u.*uo'ptio*
and rationale 'nderlying the supreme court's rulings are clear: that ar6ifation ir;;;;,
ratJrer than limits options and that the sEC will actively monitor arbitration to ensure it
offers adequate investor protections. promulgation of either ofthe aforementioned ruleswould be consistent with the Supreme Court's rulings on this issue.
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First, arbitation agreements were presumed by the court to ,,advance the obiective of
allowing buyers of securities a broader riglrt to select the forum for resolvini disputes."
Rodriguez de Quijas at 483 (emphasis added). This rationale that arbihation i, uulid on
the grounds that it broadens the choices for claimants to select their forum is echoed in
decisions upholding arbitration agreements in other contexts . see, e,g., Gilmer v,
Interstate/Johnson Lane corp.,500 u.s. 20, 29 (l9gl). when the srifreme court
decided McMahon and Rodriguez de euijas, it was not standard practice u.ro* tlr"
brokerage industry to include mandatory arbitration clauses in customer contracts, and
many investors were free to select among brokers on the basis ofwhether they did or did
not permit judicial process. That mandatory arbitration clauses are now an iniustrv
norm-and thus a de facto requirement imposed upon .investors-is a signifrcant shift
from one ofthe presumptions essential to the court,s decisions. The sEt should acito
require that brokers allow investors to have an actual choice between the courts and
arbitration, thereby restoring tlre element ofvoluntariness assumed by the court.

second, the sEC was presumed by the court to be exercising its ,,authorify to oversee
and to regulate those arbitration procedures." Rodr iguez de Quijas at 4g3. As noted in
McMahon, the commission has "expansive power"lo regulateln this arca. Id. at23i.
Thus, issuing an appropriate rule is consistent with the second presumption ofthe court
as well. In an amicus brief filed by the sEC in the 2002 

"u"e, 
NasD Dirpute Resolution,

Inc and New York stock Exchange, Inc., v. Judiciar Councir of carifurnia,,t ot,rlri
commission correctly asserted that it "has full supervisory authority o.,r", ih. *i.*
adopted by sRos, including the power to mandate the adoption of idditional rules.',
Indeed, this power has been both contemprated and exercised with regard to mandatory
a,rlilratign clauses in the past. see, e.g., current Rure r030r(d) orursn code of
Arbituation. It is the sEC's charge to protect the interests of the American investor and toregulate in furtherance of this duty. promulgation of a rule conceming mandatory
arbitration is clearly within the power of the commission and is consistent with iis
charter.

Investors must have the opportrurity 1o meaningfully weigh arbitration's benefits against
a set of significant hade-offs. Notwithstanding ttt" snc', efforts to ameliorate ,o,i.-"rthe most troubling aspects of arbihation, agreeing to arbikation is still a waiver of
l-11iiyi:111,41:-_Tit .* protected in the judicial system. For instance, arbitration (i)racKs ule tormal court-supervised discovery process often necessary to leam facts andgain documents; (2) does not require that arbitrators folrow the rules ofevidenc. ruia out
F rj* and federal courts; (3) imposes no obrigation on arbitrators to provide rurtout o,legal discussion ofthe decision in a written opinion; and (4) severely limits judici;l
review. Arbitration is structured to create a more streamlined proceeding in o.a.i toprovide faster and less expensive decisions, though at the cost tf redu."a' r.gur ...rul"ty.
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The appeal ofarbitration and mediation for disputes that are relatively straightforward or
that involve modest damages will ensure that such altemative dispute resolition
processes can continue to be the primary means for resolving disputes even after
implementation of a rule that is more protective of investors. At the same time, restoring
investors' access to the courts would enable some investors to assert their rights more
effectively than in arbiftation. Thus, an investor who requires significant diicovery to
show that she was the victim of coordinated misconduct by a firm will be much better
able to substantiate this kind of complex claim with the more extensive discovery
procedures of state or federal court. Although citizens are permitted to waive certain
constitutional rights, it is important to remember that implicit in the constitutional
foundation ofour civil justice system is the basic principle that individuals should not be
coerced or mislead into waiving such fundamental rights,

SEC promulgation of either of the mandatory arbitration rules suggested above would not
indicate any disapproval of arbitration, nor would it lessen the benefits that arbitration
can bring to the securities field. Rather, by insisting on the element of voluntary
participation in the arbitration process, the SEC would strengthen the validity oi
arbihation as a forum for resolving disputes. According to the sEC's office oflnspector
General, 'airtually all of the officials" surveyed by oIG during the audit believed tirat
even if the sEC were to eliminate mandatory arbitration agreements altogether, the more
sweeping of the two proposals we have made, such regulation would not-result in a
significant decrease in the number of disputes handled through arbitration. oversight of
self-Regulatory Arbitration at 4. The oIG continued thal i1.- in51s66 of being uo,riJ uy
mandatory arbitration agreements-investors were given the cft oice, those iniestors'bould perceive the securities arbihation process more favorably." Id.

we believe we should encourage arbitration and mediation in cases where they can be
helpful. Should the sEc act as suggested in this letter, the quality of the securities
arbitration process will be improved. As the sEC's Division of Market Regulation ,tut.a
when it recommended in 198 8 that brokers be prohibited fiom requiring minaatory
arbitration clauses, reintroducing the element of competition between SLos and the
courts for the investor dispute resolution business ..should increase incentives to sRos
and their members to ensure that the arbitration forum remains fair and efficient." 1d. at
5. Arbitration will remain as a vital option for investors; at the same time. in those
circumstances where an investor.with a comprex or particularly sensitlve claim might be
better protected by traditional judicial process, the s-EC will have ensured that that"protection is available.
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One of the most important pillars of our justice system, enshrined in the Seventh
Amendment, is the right to take a dispute to court. crowded court dockets and the
expense of litigation lead many litigants in civil cases appropriately to seek alternative
ways to resolve their disputes. It may well be that arbitration is the best way of resolving
many of these matters and that most investors, when given the choice, will select
arbihation. It is vital, however, for the sEC to ensure that American investors are siven a
meaningful opportunity to make the choice between arbitration and traditional iudiiial
process. There can be no doubt that investors would be better off with a choice berween
the court remedy provided by congress and sRo arbitration than they are currently with
no option but SRO arbitration.

Thank you for your attention to this important matter. we look forward to your response.

S incerelv.

//|ttn, -r/t/ D f' /
(/ J 4>"U

RUSSELL D. FEINGOLD
United States Senator

&4-f 
/PATRICKLEAHY

Chairman
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Mandatory Arbitration of Securit ies Disputes

A Statistical Analysis of How Claimants Fare

by Edward S. O'Neal, Ph.D. and Daniel R. Solinl



Mandatory Arbitration of securities Disputes - A statistical Analysis of How claimants Fare
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I
Introduction and Overview

In 1987, a sharpll divided'zUnited States Supreme Court decided She,yson/American

Express u McMahon,482 U.S. 220 (1987). In its decision the court held that the

mandatory arbitration provisions in agreements between investors and brokerage firms

are enforceable.

Securities ffrms are required to be members of self-regulatory organizations. The
largest ofthese organizations is the National Association ofsecurities Dealers (NASD)

Vrtually all NASD members require investors dealing with them ro agree to resolve
disputes by arbitration.l

The NASD is required to obtain approval from tle Securities and Exchange Commission
when it changes its procedural rules.4 However, it is very clear that rules governing
mand.atory arbitration rnust be "in rhe public .interest,'.5

In recent years, a debate has raged or,-er the fairness of the mandatory arbitration systeq.
The conflicting views of the industry and investor advocates rvere foreseen by Justice
Blacknrun in his dissenting opinion in MtMahon. He wrote:

6S Furthermore, there remains the danger rhat, at worst, compelling an
investor to arbitrate securit ies claims puts him in a forum controlled
by the securit ies indusrry. This result directly contradicrs the goal
of both securit ies Acts ro free the investor frorn the control of the
market professional. The Uniform Code provides some safeguarcs

This study was funded by the authors. Edward S. O'Neal, ph.D, is a principal u.ith Securities
Litigation and Consufting Group, Inc. (SLCG), a linancial e.onuroi.s consi lting 6rm, u,rwv,
sl:g,com.. This rvork was completed u-hile he was on che facuhy ac the Babcock Graduate
School oflvlanagemenc at VaLe Forest University.

Daniel R. solin is a sccurities arbitrarion attorney reFresenting investors. He is arso a Registered
Investment A&isor and Senior Vice President of Index Fun,1s Advisors, Inc., wlrw..ifi.com,

Justice o'connor.authored the majority opinion. chiefJirstice Rehnquist a.cr JLrstices \\trite,

|cdla, 
a:d Po'r'ell joincd the majoriry Justice Blackmun ivrote a clissenting opinion, rvhich

Jusrices Brennan and Marshall joined. Jusrice Stevens rvrote a separate dissentrng opinron.

The NASD rules rerluire dre submission of all disputes *,ith i.vcstors co arbiracion. NASD
CODE OF ARBITR{TION PROCEDURE, SS 10301(.,), 10101(c).

See t5 U.5.C. S78s-(b)(t) (2000).

See 15 U.S.C. S78o-3(a) (2000).
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but despite them, and indeed because of the background of the
arbitrators, rhe inyestor has the impression, lrequently justified,
that his claims are being judged by a forum composed of individuals
sympathetic to the securities industry ancl not drawn from the
public. It is generally recognized that the codes do not define
who falls into rhe category,,not from the securities jnclustrl,.

{ { 
The uniform opposition of investors ro compelled arbitration and the
overwhelming support ofthe securit ies industry for thc process suggest
that there musr be some truth to the irvestors, belief that the securit ies
industry has an advantage in a forum under its own contror. see _Ar Ii
Tirnes, Mar.29, lgg7, section 3, p, g, col. I (statement of Sheldon H.
Elsen, Chairman, American Bar Association Task Force on Securit ies
Arbitrationr ,,The 

houses basically I ike the present system because they
own the stacked deck,'). (footnotes omitted) Shearrcn/American Express
u. McMahon, 482 U.S. 220, 260_Z6t (U.S. 19S7)

The issues in rhe ongoing debate continue to include (i) the requrrement that one of
the three arbitrators be affiliated with the securities industf,6 and (ii) the fact rhat the
arbirration process is adminisrered by the NASD instead of by an entity unaffiliated
wirh rhe securit ies industry.T

6 See NASD CODE OFARBITRATION pROCEDURE Rule 10308 (b)(l)(B) (,,If che amountofa clairn is more chan g50,000, the Director.shail .pp";"; ;;;;;;;.n panct composecl ofone non-public arbitrator and nvo public 
".bi,r",o,", unt.." ,t. p"r,i.. agree to a differentpanel cornposition,) (emphasis suppiied). Th. R l* J rhe N;;:vri sr".f. Exchange areidentical in this regard. See NySE 

-Rul. 
607 h). Ihe."",r"i 

"".r',f. 
,a"crion of arbitratorsrvho are on rhe panel, ald rhe abiliqv to classiiy then 

"" 
,prltil, 

.r:,ron,public,,, as rr.ell asother broad authotity invested in th. Dir.ctnr ofArfri,.",ii" .i,fr" NASD, gives the NASDvasr authority to influence the outcome ofi,ru.r,o. di.pu,", ,ul-r.r.i ,.l ,r. see NASD coDEoF,ARBTTR"{TroN pRoCEDURE Rutes roro:, r bl os,-io:io,-ioi, , , ,nr,r, 10313 and1 0 3 1 9 .

7 The securiries industry believes char the reqLrirement ofan indusrry alfiiiated arbirrator is helpfulto invesrors since char arbitrator has the spe.irli".d kn*vledge coii.".r" _u.""a... Uy a broker
}-:r-llr*t ]:t.r.: 

that the presence of an industry arbitrator afects che perception oflairnessof the pfoceedirrg- see'A$ittation Reform: Heari,g Before th, subro-*.- o, ri,o/nhtunic.ttior,anrl Finarce of the House Comm. -L_y *1 a*1",,,,, i;;;rI:;;;s,2d Sess. 265 (i988)
ista;emenr 

of James C..lr.Icyer, pres., N. Am. Sec. Admis *. 
"J, ", 

p'F f "irl"curidcs industryprotessionals contend that arbirrators are unbiasetr 
"na 

or,.",im., f,"rrt er on their co'eaguesthan orhers mlght be in arbitrarion proceedings. Ihat ma1, or n,"y;;;;; ,.,,.. tsut er,,en if ir is,rhe pcrceprion ofAirness is as imporrant as the reality offairness.,,J
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In addition, there is concern that the fact that the major brokerage firms are "repeat

players" in the process, gives them an unfair advantage. Arbitrators who wish to

continue to be appointed to panels may be influenced by rhe lact that issuing a large

award against one ofthese firms could cause them to be stricken from serving on future

panels,s

In contrast, a number of studies and arricles have concluded that there is no pro-

investor bias ln the mandatory arbitration proceedings.9

On March 17, 2005, industry representarives, academics and investor advocates

presented sharply conflicting views on this subject before the Hous€ Subcommitee on

Capital Markets, Insurance and Government Sponsored Enrerprises,l0

The industry representatives exrolled the virtues ofmandatory arbitration. The inyestor

advocares decried its bias,rr

Vil l iam Galvin, the Secretary of the Commonwealth of Massachusetts and Chief

Securities Regulator in N{assachusetts, testiffed as follolvs:

The term "arbitration" as it is used in these proceedings is a misnomer.

Most often, this process is not about nvo evenly matched parries to a

dispute seeking the middle ground and a resolution to rheir confl icr from

See Carrie Menkel-Meadoq Do the "Hares" Come Oti Ahead in Abetnatiue Julicial Systems?
Repeat Playts in ADR, 15 Ohio Sc. J. on Disp. Res. 19,50-52 (t999): Richard A. Voytas, Jr.,
Empirical Euidence oJlY/orsening Conditiontfor the Inuestor in Securities Albitftrtion, 12 Securiries
Arbitratioir Commencaror 7 (2002), as cired in 2l Ohio St. J. on Disp. Resol. 329, 3gl.

See, U.S. Cen. Accouncing Office, Rep. No. GGD,92-74, Securities Arbitation: How [tnestors
Fate; U.S, Ger. Accornring Oflice, Rep. No. GGD- O0-1I5, Securiries Arbitration: Actiolu
Needed to Address Ptoblems of Llnpaid Atuard (2000); N4ichael A . Petino, Report to the Securitles
and Exchange Commission Regarding Arbitratot Conflit Disclantre Reqairementr in NASD and
NTSE Secarlties Arbittationt (Nov. 4,2002) hrtp://urw,.scc.gov/pdf/arbconflic t,pd,f; Securities
Mediation: Dlspute Resolution Jbr the Indiuidual ]nuetror, 21 Ohio St. J_ on Disp. Resol. 329,
381,  fn .  50 .

The transcript of thcse hearings can be found at: htrp://linancialservices.house.gov/media/
pd f /109 '11 .pd l .

Daniel R. Solin, co,aurhor of this report, tesriliccl at these hearings. I-Iis ccsrimony mav be
lbund at: http://financjalservices.house.gov/media/pdf/ I 09,1 I .pdl at pp. 1 1 l - l2 L l\{ r. Solin
set fbrclr similar vjews in t*.o books he has autl\oted.. DoeJ Your Broher Owe Yot Monel? (perigee
Books, 2006) and 7be Srnaytest Inrettmenr Book lba'/l D.ter Real(Perigee Books, 2006). See also,
rlrwr',smarcestinvestrnentbook.com,


