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     SECURITIES ARBITRATION – AN ALTERNATIVE, NOT A SUBSTITUTE




By David W. Oppenheim and David E. Robbins

Introductory Conversation

New PIABA Member with a Litigation Background: “I thought the Supreme Court compelled customer securities cases to arbitration because that system is an effective substitute for litigation. You know, where the triers-of-fact are enthusiastic volunteers with a wealth of business experience and the courage of their convictions; where the precedents of generations and self-regulatory rules are the standards by which they judge the conduct at issue; where a customer always prevails if he meets his burden of proof; and, where the consistency of arbitration Awards allows the customer’s attorney to better evaluate the likely success of a potential claim?

Seasoned PIABA Member: “Fuhgeddaboutit.”
Welcome to Securities Arbitration – Where Night is Gray

The burst of the Internet bubble and revelations from the New York Attorney General’s Office about the largest and most well-known brokerage firms and their research analysts have caused the number of securities arbitration claims to skyrocket. From January 2001 through July 2002, the NASD and NYSE opened 11,302 and 1,211 cases, respectively. Along for the ride on the skyrocket are experienced and not-so experienced customer attorneys. The latter are finding that membership in PIABA, by itself, does not buy a ticket to success. 

For even the most experienced trial attorney, participating in an SRO arbitration can be a daunting experience.  Most of the rules typical of litigation in court (the rules you spent countless hours learning in law school and the ones you saw played out in your favorite courtroom drama series) simply do not apply.  Because arbitration is a relatively new and still maturing process, its procedures and hearing advocacy skills (unlike civil procedure and trial advocacy) are not taught in most law schools. As a result, young lawyers and even some experienced trial lawyers are unprepared for trying a case in an arbitral forum.

The purpose of this article is to discuss some of the differences between arbitration and litigation – from filing the initial claim through the appellate process.   It is our hope that after reading this article, you, the inexperienced arbitration attorney, will have an understanding of the arbitration process, appreciate how it differs from litigation, and be better prepared to represent your clients in arbitration.  Given the scope of this subject, our article can only touch on the most important distinctions. 

While arbitration and litigation are both adversarial proceedings, they are drastically different.  Lest there being any misunderstanding – arbitration is not litigation. It is not a substitute for litigation. It is an alternative.  From the filing of the Statement of Claim or the Complaint, through the discovery process, at the hearing and beyond, the practice and procedures are different.  Those differences could depress and frustrate experienced trial attorneys, but since arbitration is the only game in town, it is important that you understand the distinctions.


The Initial Claim – Outlines Versus Stories

When an experienced trial lawyer sets out to prepare a court complaint, the attorney must carefully research the specific elements of each claim that he or she wishes to advance in the litigation.  If the complaint is filed in the federal court or other notice pleading forums (such as New Jersey), the attorney need only set forth the bare-boned facts and elements of each claim.  The lone exception is for claims for fraud for which federal and most state courts require more specific pleading.  For example, in order to state a claim for breach of contract, a plaintiff in court need only state that it had a contract with the defendant, it performed its obligations under the contract, the defendant failed to perform its obligations and as a result of the defendant’s non-performance, the plaintiff suffered damages.

But in securities arbitration, the attorney representing the claimant needs to do more.  For example, in an NASD arbitration, as set forth in the NASD Uniform Guide: 

The Statement of Claim is a written narrative that sets forth the facts of the dispute.  While the Statement of Claim does not have to be in a special form, it should set forth the details of the dispute, including all relevant dates, names and account numbers, in a clear, concise and chronological fashion, and should conclude by indicating what relief (e.g., the amount of money damages, specific performance, interest) is requested.  If your Statement of Claim refers to documents, copies of the documents should be attached as exhibits.

And, as suggested in an earlier column for this Law Journal, entitled “How to Write a Statement of Claim”:

In letter format, with as many bold headings as possible, inform the arbitrators up front, in a summary portion of the claim, about the entire case and the damages sought. Follow the summary with a discussion of your client’s interactions with the broker before the trades in dispute; this will enable you to explain how the trust relationship was established. That explanation should be followed by a description of the broker’s breach of the trust relationship.  Describe the breach with only a handful of issues presented in a chronological fashion, giving relevant factual data, such as dates, phone conversations, meetings, names and titles.

Thus, there is a stark difference between the pleading elements for a complaint in court as opposed to the more effective form for the Statement of Claim in arbitration.  A Statement of Claim in arbitration must be more in depth than a complaint in court.  After all, unlike a court proceeding, the arbitrators will often use your Statement of Claim as a roadmap to the case throughout the arbitration proceeding.  Thus, unlike in court, the Statement of Claim is your only opportunity to make a good first impression by persuasively telling the arbitrators your side of the story.  In court, such an in depth presentation of your case in the initial pleading is simply not required.  Indeed, if your case is before a jury, you can be fairly confident that the complaint will not even be read by the fact finder.


Dispositive Motions –   A Preview of Respondent’s Summation                                                 
If your adversary is an experienced trial attorney, he or she may receive your Statement of Claim and immediately begin to prepare a motion to dismiss.  After all, in federal court, a motion to dismiss under Federal Rule of Civil Procedure 12(b)(6) -  for failure to state a claim upon which relief can be granted - is almost routine.  And on such a motion to dismiss, the standard for the court to apply is clear: it must determine whether the complaint, on its face, adequately sets forth a claim upon which relief could be granted.  Generally, if the plaintiff pleads the requisite elements for each claim, the motion will be denied.  Experienced court room trial lawyers also know that if a motion to dismiss raises factual issues, the court can sua sponte treat the motion to dismiss as a motion for a summary judgment.  In that event, when you oppose the motion, you must respond, in kind, by putting forth evidence sufficient to raise a triable question of fact in order to defeat the motion.    

The procedures for filing and deciding motions to dismiss or dispositive motions in arbitration are very different from court. The experienced trial lawyer might be surprised to learn that dispositive motions are frowned upon in arbitration.  As the Directors of Arbitration for the NASD and NYSE explained in PLI’s course book for  Securities Arbitration 1994:

Although it comprises a large part of court room practice, there is no provision for motion practice in arbitration.  The issues which are resolved in advance of the hearing, most frequently, are those which relate to discovery…  Under certain circumstances, the panel will convene to address motions relating to the substantive issues in the case (i.e., motions to dismiss).  This lack of motion practice may appear to present difficulties in the ability of a party to prepare for aspects of a case.  However, the flexibility of the arbitration process permits the arbitrators to proceed with a case to the extent possible and then have short adjournments during which time the parties can prepare for any aspects of the case which may require additional time.  

Since 1994, there has indeed been a growing trend to permit motions to dismiss and motions for a summary judgment in arbitration.  But such motions are still rarely, if ever, granted.  While arbitrators today generally agree that they have the authority to decide motions to dismiss or motions for a summary judgment, most of them usually realize that arbitration is a forum for dispute resolution which differs from court and is designed to give litigants a full and fair opportunity to present their case.  Therefore, most motions to dismiss are denied, without prejudice to the movant to renew the motion after the claimant has presented his or her case at an arbitration hearing.

Even though the odds are stacked against your opponent on a motion to dismiss, he or she will still file it in order to tell the story from the defense perspective, to attempt to reduce the real issues in controversy and put the claimant on the defensive. Essentially, your adversary will use the motion as an opportunity to give a summation to the panel, either prior to the commencement of the hearing or even during the hearing itself.  


Discovery – Crucial Limitations
When you, the experienced trial lawyer, first become involved in a new litigation, your first instinct is to prepare and serve discovery.  The prudent trial lawyer will prepare document requests, interrogatories, notices of deposition, and, if warranted, requests for admissions.  All of the aforementioned discovery tools are permitted by the federal and state rules of civil procedure.  By conducting extensive and oftentimes exhaustive discovery, the trial lawyer can fully investigate the bases for the claims against his or her client and, especially through the deposition process, fully understand the opponent’s case.  Revealing depositions can give rise to successful motions to dismiss and other procedures to limit the triable issues.

While it is also advisable for you to conduct discovery early in an arbitration case, you should be aware that the means by which you can conduct the discovery are severely limited.  As a formerly full-time litigator, you may be surprised to learn that save for very limited, extreme circumstances, you will not be allowed to depose any witnesses or even a party to the arbitration.  You will also not be able to serve interrogatories on your adversary.  As the NASD explained in its Notice to Members 99-90, “Standard interrogatories, as utilized in state and federal courts, are generally not permitted in arbitration.”  Thus, additional discovery methods such as depositions and interrogatories are generally unavailable as discovery tools in arbitration.  You may, however, serve traditional document requests and requests for information on the opposing party.  But requests for information are not interrogatories; they are strictly limited – if enforced by the arbitrators - to identification of individuals, entities, and time periods related to the dispute.

Discovery in arbitration is therefore much more limited than in court.  Again, the reason for limited discovery is the recognition by all the participants in an arbitration that it is not a substitute for litigation; it is an alternative.  The parties have “voluntarily selected” arbitration as a more cost-effective means by which to resolve their dispute.  Most arbitrators and experienced arbitration attorneys agree that if traditional discovery was permitted in arbitration it would not be the cost-effective, expedient forum it was designed to be. However, they also know that more cases would be settled faster.

Witness Preparation – Few Objections Will be Sustained 

In both litigation and arbitration, one of the tasks of an attorney is to make witnesses out of human beings. Not a simple undertaking. Most people who feel they were wronged and are emotional about it want to tell their story to the triers-of-fact with as few interruptions as possible. Unfortunately, in doing so, their “warts and all” narratives can be (to mix metaphors) two-edged swords. In court, if they try to tell the jury what they overheard, there will be an objection based on the rules of evidence. If they want to refer the jurors to a document they did not author, but which, they claim, bears directly on the case, there could be another objection sustained. If they answer a “soft ball” question from their attorney on direct with a long narrative, they will be cut off at their first breath by the judge. As such, witnesses in litigation must be taught about the rules of evidence, in addition to getting the story straight and consistent. 


Not so in most arbitration. The most stunning difference for trial lawyers to accept is that in arbitration, the rules of evidence do not apply (see below discussion). As a result, trial lawyers have to prepare their witnesses differently. A party's credibility is usually the main issue at a securities arbitration hearing. Since arbitrators, unlike jurors, can and usually will question a witness, they are very sensitive to the credibility of that individual. If an arbitrator feels that a witness is not believable on one point, it is likely that the entire testimony will be discredited. And, for some reason, many arbitrators give brokers a license to “lie a little” at an arbitration, while they give no such privilege to customers. 


It is therefore necessary that witnesses be thoroughly prepared so they are as relaxed as possible and can present their testimony in a precise narrative fashion. It is important for witnesses to understand how their testimony fits within the entire case. Creating this understanding is the practitioner's goal. For example, customers alleging unsuitability, misrepresentations, or omissions must be forewarned about distinguishing between their knowledge of an investment when the transaction occurred and the knowledge they subsequently acquired from their attorney. It is often difficult for customers to articulate this distinction when testifying.


The Hearing – Gun Fight at the OK Coral

After you have submitted your detailed Statement of Claim to the NASD or NYSE; after Respondent’s motion to dismiss has been denied without prejudice to raise it at the close of your case; and, after you have taken your limited discovery, you are ready to proceed to the arbitration hearing.   Like a trial, you will be given an opportunity to make an Opening Statement, to present your evidence (both testimonial and tangible), to cross-examine witnesses and to make a Summation.  If you begin your Opening Statement with “Ladies and Gentlemen of the Jur…”, you clearly need to refocus.  

While the procedures employed in arbitration are generally the same as in a courtroom trial, there are many differences.  Two such differences are the applicability of evidentiary rules and the extent of participation of fact finders.  

With respect to evidentiary rules, you need to know that they simply do not apply in arbitration.  While some arbitrators refer to the federal rules of evidence for guidance, such rules usually do not control and the arbitrators are free to allow any evidence, including testimony or documents based on hearsay.  Arbitrators, unlike judges, will typically advise the parties that they will hear the evidence and give it the “weight it deserves.”  Thus, your objections based on hearsay, although informative, will most likely be denied; you should use them sparingly.  The extent to which your particular arbitration panel will adhere to or disregard the rules of evidence will be evident in the first few objections made by you or your adversary. If the objections are met with a withering, “But counsel, those rules don’t apply here” or, “You do know, do you not, that the rules of evidence are inappropriate in arbitration?” then you should give up your role of a salmon spawning and go with the flow. However, you may want to test the wates initially to see how strictly – if at all – the arbitrators will permit rank hearsay and otherwise objectionable evidence. While the Chair will usually make evidentiary rulings alone, he or she may not be familiar with the rules of evidence. On the other hand, the Chair could be a litigator, offended by the attempt to introduce such evidence.

Likewise, your objections at arbitration based upon your adversary’s failure to properly authenticate exhibits or her failure to offer the Best Evidence as required by the Federal Rules of Civil Procedure will usually be denied.  Arbitrators typically accept all documents into evidence, whether or not they have been authenticated.  For example, if one party is introducing telephone records, you will not see him or her produce a representative from the telephone company to describe how the records are compiled in the ordinary course of the phone company’s business, how they were maintained and how they were produced.  The parties generally accept the notion that, for purposes of arbitration, phone records and other business records need not be authenticated.  You must remember, however, that if you have reason to doubt the accuracy or authenticity of such business records, you are free to call whichever witnesses you feel you need in order to prove you case.  But generally, in arbitration as opposed to litigation, records need not be authenticated before they are introduced into evidence.  

While you will not find any NASD or NYSE arbitration rules relating to arbitrator participation in the hearing, as a general matter, you, the lawyer, with limited arbitration experience, will be very surprised to learn that arbitrators do actually listen to the evidence presented.  And oftentimes, they ask questions while your examination is ongoing.  If an arbitrator does ask questions, you should listen very carefully because it is a wonderful opportunity to understand the panel’s concerns about the testimony or, more importantly, about your entire case.  At trial, on the other hand, fact finders rarely, if ever, are permitted to ask questions and it is therefore difficult, if not impossible, to understand their thinking before the verdict is rendered. However, unlike arbitrators, they are free – after they render their verdict – to discuss their reasoning with you.


The Award – Often a Cracker Jacks Surprise

After the hearings have concluded, you will receive an Award from the arbitrators. (Dismissals seem to find their way into the mail sooner than money Awards.) Unlike a decision in court, the arbitration Award will be general.  There is a very good chance that you will have absolutely no idea of the facts and law relied on by the arbitrators in rendering their decision.  As you know, decisions in court are quite the opposite.  Whether your trial is a bench trial or jury trial, you can rest assured that when the decision is rendered, you will know the specific findings and law upon which the decision is based.  This will give you a better opportunity to evaluate future, similar potential cases (especially important if you make your living on a contingency fee basis).

In arbitration, while any party can request that the panel issue a Reasoned Award, the panel is not obligated to do so and they usually do not.  And when they do, it is not uncommon for them to write the wrong thing, opening up an otherwise correct decision to attack in court. Thus, it is not uncommon to receive a one paragraph Award advising the parties that the Claimant has been awarded a specific amount against one or more of the Respondents, without any additional explanation.  That is the primary reason – along with the inapplicability of the rules of evidence – that arbitration Awards, unlike court decisions, have no precedential value.


The “Appeal Process”

When litigators are retained, they assume it is for the long haul – through trial and then through the appeals process. Not so in arbitration. In litigation, parties are free to ask the trial court to set aside a jury verdict or to reduce or add to damages after the trial.  Moreover, following all post-trial motions, the parties are free to appeal any and all aspects of the case.  Appellate courts review decisions and frequently overturn or reverse decisions of the trial court if reversible error has been committed.  

In arbitration, on the other hand, it is difficult, if not impossible, to overturn an arbitration Award (despite the increased number of such motions to vacate). Essentially, an arbitration Award will not be overturned unless the party seeking vacatur can prove that it was rendered as a result of corruption, fraud, by undue means or other arbitrator misconduct. Not that the arbitrators “got it wrong” but that they engaged in some sort of misconduct in arriving at their wrong decision. Most of the bases for vacatur of Awards are codified in Section 10(a) of the Federal Arbitration Act (“FAA”) and corresponding state arbitration statutes. 

Aside from the FAA, there are additional, judicially created bases for vacatur of an Award, including the often misunderstood “manifest disregard of the law”.  Manifest disregard of the law is the most popular ground for vacatur of an Award, although it is rarely granted.  You must understand that a simple error in the law is not sufficient to vacate an arbitration Award on this ground.  The manifest disregard of the law inquiry is very limited: the court must decide whether the arbitrators completely ignored governing legal principles that were brought to their attention during the hearing.  The legal principle must be obvious and capable of being readily and instantly perceived by the average person qualified to serve as an arbitrator.  The arbitrator must have appreciated the existence of the clearly governing legal principle, but he or she must have decided to ignore it or pay no attention to it.  Thus, it is not sufficient on a motion to vacate an arbitration Award on this ground to simply show that the panel knew the law.  You must show that the arbitrators knew the law, but intentionally disregarded it in rendering its decision.  Given the fact that arbitrators seldom, if ever, render Reasoned Awards, it is usually impossible to determine the factual or legal bases for the decision and therefore, it is even more difficult to convince a court that the decision was rendered in manifest disregard of the law.

The difference between your client’s right to “appeal” an arbitration Award as opposed to your client’s right to appeal a decision in court is perhaps the most significant difference between the two dispute resolution processes.  Usually, when you receive the Award, good or bad, the show is over; not so in litigation.


Conclusion

We have jointly authored this article because one of us recently came from a litigation-only background and the other has practiced securities arbitration for many years. After the first few arbitrations that the former attended, he remarked how frustrating and bewildering the process was, compared to the predictability and consistency of litigation. Exasperation soon gave way to acceptance and, with it, an understanding of and sometimes appreciation for the differences.

Arbitration is indeed an alternate dispute resolution process.  The rules that apply in court cases do not apply there.  From the initial pleading stage through the hearing and motions to vacate, the two processes could not be more different.  As an attorney practicing in securities arbitration for the first time, your client will be well served if you recognize these differences and tailor your case’s prosecution accordingly. You can be sure that your adversary will.
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