
FINANCIAL INDUSTRY REGULATORY AUTHORITY 
OFFICE OF HEARING OFFICERS 

DEPARTMENT OF ENFORCEMENT, 

Complainant, 
v. 

CHARLES SCHWAB & COMPANY, INC. 
(CRD No. 5393), 

Respondent. 

Disciplinary Proceeding 
No. 2011029760201 

Hearing Officer—LOM 

HEARING PANEL DECISION 
GRANTING IN PART AND DENYING 
IN PART THE PARTIES' CROSS-
MOTIONS FOR SUMMARY 
DISPOSITION 

February 21, 2013 

The first two causes of action in this disciplinary proceeding against 
Respondent, Charles Schwab & Company, Inc., charge that new provisions 
in Respondent's customer agreements by which a customer waives any 
ability to assert a claim by means of a judicial class action conflict with and 
violate FINRA Rules 2268(d)(1) and (d)(3) and NASD Rules 3110(f)(4)(A) 
and (4)(C). These Rules operate to preserve judicial class actions as an 
alternative to arbitration, even when there is a pre-dispute arbitration 
agreement between a FINRA member firm and its customer. The Hearing 
Panel concludes that Respondent's new language does conflict with and 
violate these Rules. The Hearing Panel further concludes, however, that 
these Rules may not be enforced. Enforcement is foreclosed by the Federal 
Arbitration Act, as construed by the Supreme Court in Conception and 
other decisions. Those decisions hold that adjudicators must enforce 
agreements to go to arbitration to resolve disputes and must reject any public 
policy exception that disfavors arbitration, unless Congress itself has 
indicated an exception to the Act. Accordingly, the Hearing Panel dismisses 
the first two causes of action. 

The third cause of action charges that other new language in Respondent's 
customer agreements requiring customers to agree that arbitrators have no 
power to consolidate more than one party's claims in arbitration violates 
FINRA Rule 2268(d)(1) and NASD Rule 3110(f)(4)(A) by attempting to 
"limit" and "contradict" FINRA Arbitration Rule 12312. FINRA 
Arbitration Rule 12312 specifies circumstances in which arbitrators may 
arbitrate consolidated claims. The Hearing Panel concludes that the new 
language purporting to limit the powers of FINRA arbitrators violates 
FINRA Rule 2268(d)(1) and NASD Rule 3110(f)(4)(A) in two respects: (i) the 
consolidation language undermines the fundamental operation of Rule 12312 
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and, in fact, the overall operation of FINRA Arbitration Rules generally, by 
depriving FINRA of its authority to grant and circumscribe the powers of 
arbitrators in FINRA's forum; and (ii) the consolidation language 
contravenes the specific authority given to the arbitrators to join individual 
claims in specified circumstances. The Hearing Panel further concludes that 
the Federal Arbitration Act does not bar enforcement of these Rules, because 
the Act does not dictate how an arbitration forum should be governed and 
operated or prohibit the consolidation of individual claims. 

In each cause of action, Enforcement also alleged that, by virtue of the other 
alleged Rule violations, Schwab violated FINRA Rule 2010. The Hearing 
Panel concludes that by virtue of the violation found in the third cause of 
action, Respondent also violated FINRA Rule 2010. 

For the violations found as to the third cause of action (NASD Rule 
3110(f)(4)(A) and FINRA Rules 2268(d)(1) and 2010), Respondent is ordered 
to take corrective action, which includes removing the violative language 
from customer agreements, and sending promptly to all customers whose 
customer agreements were amended or created with the violative language a 
notice indicating that the prior limitation on the powers of FINRA 
arbitrators is not effective. The notice should reiterate that Schwab agrees to 
arbitrate in accord with FINRA Arbitration Rules, as amended from time to 
time, and indicate that consolidation is available in arbitration pursuant to 
those Rules. In addition, Respondent is ordered to pay a fine of $500,000 and 
the hearing costs. 

I. INTRODUCTION AND PROCEDURAL STATUS OF THE CASE 

The Financial Industry Regulatory Authority, Inc. ("FINRA") Department of 

Enforcement ("Enforcement") brought this disciplinary action against Respondent, Charles 

Schwab & Company, Inc. ("Schwab" or "Respondent")1 challenging the enforceability of new 

provisions in Schwab's customer account agreements relating to the arbitration of customer 

claims. Those new provisions are found in Schwab's pre-dispute arbitration agreements with 

FINRA, which is responsible for regulatory oversight of securities firms and associated persons who do business 
with the public, was formed in July 2007 by the consolidation of NASD and the regulatory arm of the New York 
Stock Exchange ("NYSE"). FINRA is developing a new "Consolidated Rulebook" of FINRA Rules that includes 
NASD Rules. The first phase of the new consolidated rules became effective on December 15, 2008. See FINRA 
Regulatory Notice 08-57 (Oct. 2008). Because the Complaint in this case was filed after December 15, 2008, 
FINRA's Procedural Rules apply to the proceeding. The applicable FINRA and NASD Conduct Rules are those 
that existed when the conduct in issue occurred. FINRA's Rules (including NASD Rules) are available at 
www.finra.org/Rules. References here to FINRA include NASD. 
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customers under the heading "Waiver of Class Action or Representative Action" ("Waiver"). 

The Waiver would, in effect, require any customer claim against Schwab to be arbitrated and to 

be arbitrated solely on an individual, case-by-case basis. 

The Complaint was filed on February 1, 2012. It states three causes of action, but only 

two aspects of the new provisions are in issue. 

First, Schwab's Waiver imposes an agreement that customers "waive any right to bring a 

class action, or any type of representative action" against Schwab or any related third party "in 

court." This new language would eliminate judicial class actions. As a result, all customer 

claims would go to arbitration, without exception; and, because FINRA Arbitration Rules 

separately prohibit class actions in arbitration, the new language also would have the effect of 

barring any class actions against Schwab in any forum. The issue is whether the elimination of 

judicial class actions violates FINRA Rules that operate to preserve a customer's option to 

participate in a judicial class action, even when a FINRA member's customer agreement contains 

a pre-dispute agreement to arbitrate (Causes One and Two). 

Second, Schwab's Waiver also imposes on customers an agreement that "the arbitrator(s) 

shall have no authority to consolidate more than one parties' [sic] claims" in arbitration. This 

new language would deprive FINRA arbitrators of any authority to join or consolidate individual 

claims in arbitration by requiring a Schwab customer to agree that an arbitrator shall have no 

such power.2 The issue here is two-fold: (i) whether this language violates FINRA Rules that 

give FINRA the authority to determine the powers of its arbitrators by promulgating Rules 

granting and circumscribing the arbitrators' powers, and, (ii) more specifically, whether this 

language violates FINRA Rules that expressly provide for consolidation of individual claims and 

2 The new provisions also bind Schwab to assert any claim against the customer as an individual claim in 
arbitration, but that aspect of the agreement is not in issue. 



give arbitrator panels final authority as to whether to go forward on a consolidated basis (Cause 

Three). 

The Parties agree that the material facts regarding the alleged violations are not in 

dispute, and each Party contends that it is entitled to summary disposition based on those facts as 

a matter of law.̂  On May 30, 2012, the Hearing Panel held a non-evidentiary hearing and heard 

oral argument on the motions for summary disposition. That oral argument primarily focused on 

whether Schwab had committed any violation in connection with its new Waiver. On August 28, 

2012, the Hearing Officer issued an Order informing the Parties that the Hearing Panel had 

determined to dismiss the first two Causes of Action but to find a violation with respect to the 

third Cause of Action. Pursuant to a later scheduling Order, the Parties then submitted briefs in 

1 The Parties filed a joint stipulation of undisputed facts on May 2, 2012, and opposing motions for summary 
disposition on May 4, 2012. Each Party supported its motion with exhibits and provided an additional statement of 
undisputed facts. Each Party filed an opposition to the other's motion on May 16, 2012. The Parties also filed reply 
briefs in support of their own motions on May 25,2012. 

The following abbreviations are used here for those initial filings: 

(1) Joint Stipulation Of Undisputed Facts For Motions For Summary Disposition ("Jt. Stip."); 

(2) Enforcement's submissions: 
a. Department of Enforcement's Motion for Summary Disposition and Department of 

Enforcement's Memorandum Of Points And Authorities In Support Of Its Motion For 
Summary Disposition (together, "Enf. Motion"); 

b. Exhibit A, Department Of Enforcement's Statement Of Undisputed Facts, Filed In Support Of 
Its Motion For Summary Disposition ("Enf. Statement Of Facts"), with Exhibits CX-1 
through CX-5 ("CX-1" etc.); 

c. Department Of Enforcement's Opposition To Schwab's Motion For Summary Disposition 
("Enf. Opp. To Schwab"); 

d. Department Of Enforcement's Reply To Schwab's Opposition To Enforcement's Motion For 
Summary Disposition ("Enf. Reply Supporting Its Motion"); 

(3) Schwab's submissions: 
a. Charles Schwab & Co., Inc.'s Motion For Summary Disposition ("Schwab Motion"); 
b. Statement Of Undisputed Facts In Support Of Schwab's Motion For Summary Disposition 

("Schwab Statement Of Facts"); 
c. Declaration of Gilbert R. Serota In Support Of Charles Schwab & Co., Inc.'s Motion For 

Summary Disposition ("Serota Decl.") with Exhibits A through W ("Ex. A" etc.); 
d. Charles Schwab & Co., Inc.'s Opposition To Department Of Enforcement's Motion For 

Summary Disposition ("Schwab Opp. To Enf."); 
e. Charles Schwab & Co., Inc.'s Reply In Support Of Its Motion For Summary Disposition 

("Schwab Reply Supporting Its Motion"). 
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October 2012 regarding the appropriate sanctions for the violation found in connection with 

Cause Three.4 

This is the Hearing Panel's decision, explaining its conclusions and reasoning with 

respect to the violations alleged and the sanctions.5 

II. OVERVIEW OF THE CASE AND THE HEARING PANEL'S DECISION 

Causes One and Two concern the elimination of judicial class actions as an alternative to 

arbitration, while Cause Three concerns the attempt to deprive arbitrators of the power to 

consolidate individual claims. Enforcement maintains that the analysis begins and ends with 

whether the Waiver violates FINRA Rules. Schwab maintains that the Federal Arbitration Act 

("FAA") preempts enforcement of the FINRA Rules in issue, regardless of whether the Waiver 

violates FINRA Rules. 

The Hearing Panel concludes that the Waiver violates FINRA Rules. However, the 

Hearing Panel further concludes (i) that the FAA bars FINRA from preserving judicial class 

4 The following abbreviations refer to the filings on sanctions: 

(i) Department Of Enforcement's Brief Regarding Sanctions For The Third Cause Of Action 
("Enf. Sanctions Br."); 

(ii) Respondent's Brief Regarding The Appropriate Remedy For The Panel's Finding On The 
Third Cause Of Action ("Resp. Sanctions Br."), accompanied by Declaration of Lowell Haky 
In Support Of Respondent's Brief Re The Appropriate Remedy For The Panel's Finding On 
The Third Cause Of Action ("Haky Decl."); and 

(iii) Department Of Enforcement's Reply Brief Regarding Sanctions For The Third Cause Of 
Action ("Enf. Sanctions Reply"). 

5 In the interim between the briefing on sanctions and the issuance of this decision, Schwab filed a supplemental 
declaration indicating that it had removed from its account agreements the phrase that is in issue in Cause Three. 
Schwab further explained in the supplemental declaration that it has begun the process of revising and replacing the 
relevant language in some 100 different hard copy account application forms. Schwab believes that process will be 
completed by the end of the first quarter of 2013. Supplemental Declaration of Lowell Haky Re: Third Cause Of 
Action, filed on January 11, 2013 (which supplements the Haky Declaration filed by Schwab along with its brief on 
sanctions). 

This decision, however, concerns the charges filed in the Complaint and the language of Schwab's Waiver at that 
time. For purposes of determining whether the language violated FINRA Rules, the decision discusses the 
consolidation language without regard for Schwab's subsequent actions to remove that language from its account 
agreements and application forms. 
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actions as an option despite a customer's pre-dispute agreement to arbitrate claims, but (ii) that 

the FAA does not bar FINRA from granting, circumscribing, or modifying the powers of FINRA 

arbitrators. 

A. The Causes Of Action And The Parties' Contentions As To Rule Violations 

(1) Cause One: Alleged Conflict With Rules Prohibiting Any "Limit" On The 
Ability To File A "Claim" In Court That The Arbitration Forum Permits To Be 
Filed In Court, Because FINRA Arbitration Rule 12204(d) Preserves The 
Option To File A Customer Claim As Part Of A Judicial Class Action 

According to the Complaint, the new customer agreement language waiving the ability to 

bring or participate injudicial class actions is prohibited by NASD Rule 3110(f)(4)(C), which 

applied when Schwab introduced its Waiver, and FINRA Rule 2268(d)(3), which applies now.6 

These Rules prohibit a member from imposing "limits" on the ability of a party to file a "claim" 

in court if the rules of the forum where the claim might otherwise be filed "permit" filing in 

court. FINRA Rule 12204(d) of the Code of Arbitration Procedure for Customer Disputes 

("Arbitration Rule J 2204(d)")7 provides that an individual claim may not go forward in 

arbitration while that claim is simultaneously included in a judicial class action. 

Enforcement argues that Arbitration Rule 12204(d) "permits" the filing of "class action 

claims" in court and therefore concludes that the complete waiver of any ability to file class 

action claims in court constitutes a prohibited "limit" on a "claim" within the meaning of FINRA 

2268(d)(3). Schwab's main argument against finding any conflict with subsection (d)(3) is that a 

class action is a type of procedure and not a "claim." Therefore, Schwab reasons, the reference 

h NASD Rule 3110 applied prior to December 5, 2011, and FINRA Rule 2268 applied from that date forward. The 
provisions of these two Rules allegedly violated are identical. Reference here to one of these Rules includes 
reference to the other. Generally, the current FINRA Rule is cited. 

7 FINRA Arbitration Rule 12204(d) was in effect throughout the period in issue. 
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to permitted "claims" has nothing to do with class action procedure, and the elimination of that 

procedure does not "limit" FINRA's Rule. 

(2) Cause Two: Alleged Conflict With Rules Prohibiting Any "Condition" That 
"Limits" Or "Contradicts" A FINRA Rule, Because FINRA Arbitration Rule 
12204(d) Preserves The Option To File A Customer Claim As Part Of A 
Judicial Class Action 

The Complaint separately alleges that the waiver of the ability to bring or participate in 

judicial class actions violates NASD Rule 3110(f)(4)(A) and FINRA Rule 2268(d)(1), which 

prohibit "any condition" in a pre-dispute arbitration agreement that "limits or contradicts" 

FINRA Rules. Enforcement reiterates its view that Arbitration Rule 12204(d) permits the filing 

of class actions in court, and argues that the Waiver, by doing away with judicial class actions, 

constitutes an impermissible "limit" on or "contradiction" of Arbitration Rule 12204(d). Schwab 

argues that this Rule does not authorize class actions but rather provides only that if a claim is 

included in a judicial class action the claimant may not simultaneously pursue the claim in an 

arbitration proceeding. Accordingly, Schwab argues that its Waiver does not "limit" or 

"contradict" the Rule. 

(3) Cause Three: Alleged Conflict With Rules Prohibiting Any "Condition" Thai 
"Limits" Or "Contradicts" A FINRA Rule, Because FINRA Arbitration Rule 
12312 Authorizes Consolidation Of Individual Claims In Arbitration 

The Complaint also challenges other new language in the Schwab customer agreement 

that purports to limit the authority of the arbitrators in any dispute between Schwab and its 

customers. Pursuant to the new language, Schwab and the customer agree that "the arbitrator(s) 

shall have no authority to consolidate more than one parties' [sic] claims." 

FINRA Arbitration Rule 12312,8 however, provides that one or more parties in an 

arbitration proceeding may submit multiple claims jointly. The Rule grants the Director of 

FINRA Arbitration Rule 12312 was in effect throughout the period in issue. 
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Arbitration the power, prior to the appointment of a panel of arbitrators, both to separate claims 

submitted jointly and to initiate consolidation of individual claims. After the appointment of a 

panel of arbitrators, the Rule authorizes the panel of arbitrators to override any decision of the 

Director regarding consolidation. Thus, arbitrators have final authority to decide whether to 

arbitrate on a consolidated basis. Since Rule 12312 authorizes consolidation but FINRA 

Arbitration Rule 12204(a) expressly prohibits arbitration on a class action basis, it is clear that 

consolidation is a non-representative type of procedure, distinguished from class actions. 

Enforcement contends that Schwab's imposition of an agreement to limit the power of 

arbitrators in FINRA proceedings to consolidate multiple individual claims is an impermissible 

"limit" on or "contradiction" of Arbitration Rule 12312 in violation of NASD Rule 

3110(f)(4)(A) and FINRA Rule 2268(d)(1). Schwab contends that its Waiver does not affect the 

ability of customers to submit claims jointly or the power of the Director. Schwab explains that 

it intended the language in issue to prevent arbitrators from rendering the Waiver ineffective by 

using consolidation to create class actions. 

B. The Parties' Contentions Regarding The Federal Arbitration Act 

Enforcement argues that if Schwab's Waiver contradicts and violates FINRA's Rules 

then the analysis ends there - sanctions must be imposed. According to Enforcement, the FAA 

is irrelevant. To the contrary, Schwab argues, even if the Waiver contradicts and violates 

FINRA's Rules, the FAA applies and forecloses enforcement of the Rules. According to 

Schwab, the FAA requires that Schwab's arbitration agreement, including the new Waiver, be 

given effect. 
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C. The Hearing Panel's Conclusions 

As discussed more fully below, the Hearing Panel concludes that the specified provisions 

of Schwab's Waiver contradict and violate FINRA's Rules. The elimination of judicial class 

actions conflicts with FINRA Rules that are designed to preserve the option of pursuing 

customer claims injudicial class actions in preference to arbitration. The language depriving 

arbitrators of the power to consolidate claims in arbitration conflicts with the fundamental 

operation of FINRA's Rules governing its arbitration forum and with specific Rule provisions 

relating to consolidation. 

Supreme Court precedent, however, compels the Hearing Panel to conclude that the FAA 

bars enforcement of FINRA's Rules to the extent that the Rules require that customers be given 

the option to bring their claims in court in the form of judicial class actions, despite any pre-

dispute agreement to resolve disputes in arbitration. Rules that override an agreement to 

arbitrate and allow a party to an arbitration agreement to avoid arbitration represent the kind of 

"hostility" to arbitration that the Supreme Court has repeatedly found inappropriate and 

unenforceable under the FAA. In Shearsow'American Express Inc. v. McMahon9 and Rodriguez 

de Quijas v. ShearsonfAmerican Express, Inc.,10 the Supreme Court established that securities 

law claims are no exception to the FAA's mandate that a party to an arbitration agreement must 

go to arbitration to resolve any claim subject to the agreement. In AT&T Mobility LLC v. 

Concepcionu the Court established that class actions are no exception either, holding that a party 

to an arbitration agreement has no right to participate in a class action instead of arbitration on an 

individual basis. 

" Shearsoii/American Express Inc. v. McMahon, 482 U.S. 220 (1987). 

" Rodriguez De Quijas v. Shearson/American Express, Inc., 490 U.S. 477 (1989). 

1 1 AT&T Mobility LLC v. Conception, 563 U.S. , 131 S. Ct. 1740,2011 U.S. LEXIS 3367 (2011). 



The Hearing Panel reads these and other Supreme Court precedents to mean that 

countervailing policy concerns that might counsel against arbitration of a particular kind of 

dispute - whether state or federal, statutory or regulatory - cannot override the FAA's mandate, 

unless there is a clear expression of congressional intent to carve out an exception to the FAA. 

Without an indication that Congress itself wished to create an exception to the FAA, other policy 

makers must give way to the FAA. In the case at hand, the Hearing Panel finds no such clear 

expression of congressional intent to preserve judicial class actions as an option for customer 

claims against a securities broker-dealer in direct contradiction of an agreement to arbitrate those 

claims. 

The FAA does not, however, preclude enforcement of FINRA's Rules governing the 

powers of FINRA arbitrators and the procedures for FINRA arbitration. The FAA is focused on 

requiring those who have agreed in advance to resolve their disputes by arbitration to go to 

arbitration after a dispute arises and enforcing any decision the arbitrators may reach, not on 

regulating the governance of arbitration forums or arbitration procedures. The consolidation 

language in Schwab's Waiver does not have to do with avoiding arbitration. Rather, the 

consolidation language concerns how FINRA's arbitration forum will be governed and operated 

and the manner in which arbitration will be conducted. Accordingly, the Hearing Panel 

concludes that the consolidation of claims provision in the Waiver improperly attempts to 

circumscribe the power of FINRA arbitrators. 

The Hearing Panel grants Schwab's motion for summary disposition on the first two 

Causes of Action (concerning judicial class actions), and dismisses them. The Hearing Panel 

finds a violation as alleged in the third Cause (concerning consolidation), and grants 

Enforcement's motion for summary disposition as to that Cause. The Panel imposes sanctions 
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with respect to the third Cause only.12 The basis for the Panel's decision is set forth more fully 

below. 

III. SUMMARY DISPOSITION STANDARD 

Pursuant to FINRA Procedural Rule 9264(a), any party may file a motion for summary 

disposition prior to the hearing on the merits. Such a motion may seek disposition of any or all 

causes of action. If the decision on a motion for summary disposition does not fully adjudicate 

the matter, a hearing may still be necessary. If that is the case, the hearing panel is authorized to 

take various steps pursuant to FINRA Procedural Rule 9264(c) to narrow the issues in dispute 

and direct further proceedings "as are just." FINRA 9264(e) sets forth the standard for deciding 

any motion for summary disposition: 

The Hearing Panel ... may grant the motion for summary disposition if 
there is no genuine issue with regard to any material fact and the Party that 
files the motion is entitled to summary disposition as a matter of law.n 

1 2 As noted in the synopsis, the Complaint alleges that Schwab violated FINRA Rule 2010 by virtue of the other 
Rule violations alleged in the Complaint. Compl. f j 20, 26, and 32. Because the alleged Rule 2010 violations turn 
on whether the underlying conduct violated other FINRA Rules, the FINRA Rule 2010 violations are not separately 
discussed in this decision, except to note here that the violation of other Rules found in connection with Cause Three 
is also a violation of FINRA Rule 2010. It is inconsistent with the duties imposed by Rule 2010 to violate other 
NASD and FINRA Rules, as the Securities and Exchange Commission has consistently held. See Alvin W. Gebhart, 
Exchange Act Rel. No. 53136,2006 SEC LEXIS 93, at *54 n.75 (Jan. 18,2006), rev'd and remanded in part on 
other grounds sub. nom Gebhart v. SEC, 2007 U.S. App. LEXIS 27183 (9th Cir. Nov. 21, 2007). See also Richard 
F. Kresge, Exchange Act Rel. No. 55988, 2007 SEC LEXIS 1407, at *42 (June 29, 2007). 

1 3 FINRA Procedural Rule 9264(e) also provides that: "the facts alleged in the pleadings of the Party against whom 
the motion is made shall be taken as true, except as modified by stipulations or admissions made by the non-moving 
Party, by uncontested affidavits or declarations, or by facts officially noticed pursuant to Rule 9145." The facts set 
forth in the Parties' joint stipulation are deemed true. The Parties also have submitted exhibits such as Schwab 
customer agreements and amendments to those agreements, as well as publicly available history of the promulgation 
of FINRA's Rules and other materials. The existence, authenticity, and content of those materials are not disputed. 
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The summary disposition standard is based on the standard for summary judgment motions in 

civil litigation, and federal judicial decisions on summary judgment motions provide guidance.14 

The courts have long held that summary judgment should be granted where there is no genuine 

dispute as to any material fact and the moving party is entitled to judgment as a matter of law.15 

IV. JURISDICTION 

There is no dispute that FINRA has jurisdiction over Schwab in this disciplinary 

proceeding alleging violations of FINRA Rules. Schwab has been a FINRA member firm since 

1970.16 In its application for membership and subsequent amendments to that application, 

Schwab agreed to abide by and adhere to FINRA's Rules.17 FINRA Rule 0140 expressly states: 

"The Rules shall apply to all members and persons associated with a member," and courts have 

recognized that FINRA membership constitutes an agreement to adhere to FINRA's Rules.18 

1 4 See, e.g., Dep't of Enforcement v. Claggett, No. 20050006315101, 2007 FINRA Discip. LEXIS 2, at *8 n.2 (NAC 
Sept. 28, 2007) (stating that Federal Civil Procedural Rule 56 is guidance on a summary disposition motion); Dep't 
of Enforcement v. U.S. Rica Fin., Inc., No. C01000003, 2003 NASD Discip. LEXIS 24, at *12 (NAC Sept. 9, 2003) 
(stating that federal law provides significant guidance in cases involving motions for summary disposition); Order 
Approving a Proposed Rule Change by the National Association of Securities Dealers, Inc. Relating to Amendments 
to the Code of Procedure and Other Provisions, Exchange Act Rel. No. 43102, 2000 SEC LEXIS 1584, at *7 (Aug. 
1, 2000) (approving proposal "to modify NASD Rule 9264(a) to track the language in the [Federal Rules of Civil 
Procedure]...."). See also Dep't of Enforcement v. Harvest Capital Investments LLC, 2007 FINRA Discip. LEXIS 
6 (OHO Sept. 27, 2007). 

1 5 See, e.g., Celotex v. Catrett, 477 U.S. 317 (1986); Shulerv. Bd. of Trustees. Of Univ. of Ala., 2012 U.S. App. 
LEXIS 13525, at *7-8 (1 l ' h Cir. July 3, 2012); Regions Bank v. Law Offices ofSherin Thawer, P.C., 2012 U.S. Dist. 
LEXIS 50120, at *7-9 (N.D. Tex. Apr. 10, 2012). 

1 6 Jt. Stip. f 1; Complaint 1 10; Answer 1 10. The Securities Exchange Act of 1934 ("Exchange Act") requires 
broker-dealers to become members of a self-regulatory organization ("SRO") (such as FINRA), to abide by the rules 
of the SRO, and to be subject to the SRO's disciplinary process. See Sections 15(b), 15A(b), and 19(e) of the 
Exchange Act, 15 U.S.C. § 78o(b), § 78o(A)(b), and § 78s(b). 

1 7 Complaint 111; Answer f 11. 

1 8 See, e.g., In re American Express Financial Advisors Sec. Litig., 672 F.3d 113, 128 (2d Cir. 2011). 
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V. THE FINRA AND NASD RULES IN ISSUE 

A. The Prohibition On "Limits:" FINRA Rule 2268(d) And NASD Rule 3110(f)(4) 

FINRA Rules 2268(d)(1) and (d)(3), and their predecessors, NASD Rules 3110(f)(4)(A) 

and (4)(C), are identical in relevant part. FINRA Rules 2268(d)(1) and (d)(3) provide: 

No predispute arbitration agreement shall include any condition 
that: 

(1) limits or contradicts the rules of any self-regulatory 
organization; 

(3) limits the ability of a party to file any claim in court permitted 
to be filed in court under the rules of the forums in which a claim 
may be filed under the agreement; 

The prohibition on "limiting]" (and, in the case of subsection (d)(1), also on "contradicting]") 

SRO Rules ensures that investor disputes with broker-dealers are handled in a consistent fashion, 

according to rules that have been reviewed and approved by the Securities and Exchange 

Commission ("SEC") as contributing to investor protection and the public interest, and subject to 

efficient and effective oversight by SROs such as FINRA. 

In 1989, the arbitration rules of NASD and other SROs were amended to prohibit "any 

language" in a pre-dispute arbitration agreement that "limits or contradicts the arbitration rules of 

any self-regulatory organization."19 The SEC explained in the approving release for the 1989 

amendments that the Rules are designed to "strengthen investor confidence in the arbitration 

systems at the SROs, both by improving the procedures for administering the arbitrations and by 

1 9 See 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, Exchange Act Rel. No. 26805, 1989 SEC LEXIS 843 (May 10, 1989) (1989 
Approving Release). NASD members were informed in an August 1989 Notice To Members that the amendments 
included an express prohibition on the use of language that would "limit" or contradict" an SRO's arbitration rules. 
NTM 89-58, 1989 NASD LEXIS 107, at *2-3 (Aug. 1989). 
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creating clear obligations regarding the use by SRO members of predispute arbitration 

clauses."20 The SEC repeated that SRO arbitration should provide for "equitable and efficient 

administration of justice."21 With respect to the provision that ultimately became FINRA Rule 

2268(d)(1), the SEC expressly stated that it "believe[d] that the new provision in the rule 

prohibiting firms from including in their agreements any condition which limits or contradicts 

the rule of any SRO ... benefits investors.""" 

B. Class Actions: FINRA Arbitration Rule 12204 

FINRA Arbitration Rule 12204(a) provides that "[c]lass action claims may not be 

arbitrated under the Code."23 However, other portions of Rule 12204 contemplate that claims 

can be brought as class actions in court. Rule 12204(b) provides that "[a]ny claim that is based 

-° 1989 Approving Release, 1989 SEC LEXIS 843, at *63-64. As the NASD explained in a Notice To Members, the 
amendment prohibited "the use in any agreement of any language that limits or contradicts the arbitration rules of 
any self-regulatory organization, limits the ability of a party to file a claim in arbitration, or limits the ability of the 
arbitrators to make an award under the arbitration rules of a self-regulatory organization and applicable law." NTM 
89-58, 1989 NASD LEXIS 107, at * 1. The NASD and other SROs, along with the SEC, sought to address "issues 
regarding the fairness and efficiency of the arbitration process administered by the SROs." 1989 Approving 
Release, 1989 SEC LEXIS 843, at *1. 

2 1 1989 Approving Release, 1989 SEC LEXIS 843, at *64. 

2 2 Id. at *61. The SEC also noted that the provision was "a clear statement of existing law," citing to NASD, NYSE, 
and AMEX arbitration rules. Id. at n.57. 

2 3 FINRA's general approach to claims brought on a representative basis on behalf of a group has been consistent. 
FINRA declines to arbitrate representative claims brought on behalf of groups. For example, Arbitration Rule 
12205 for customer-industry disputes provides that "[shareholder derivative actions may not be arbitrated under the 
Code." Arbitration Rule 13205 for intra-industry disputes contains a parallel provision regarding shareholder 
derivative actions. 

Similarly, for intra-industry disputes, FINRA has refused to arbitrate so-called "collective actions" that may be 
brought by employees against employers under the Fair Labor Standards Act, the Age Discrimination Act, and the 
Equal Pay Act of 1963, treating them as a form of class action. NTM 12-28, 2012 FINRA LEXIS 35 (June 2012). 
Some federal courts, however, compelled arbitration of collective actions, holding that collective actions are distinct 
from class actions and not covered by FINRA's Rules regarding class actions. In response, FINRA proposed 
amendments to its Arbitration Rules for intra-industry disputes that would prohibit arbitration of collective actions. 
The SEC approved those amendments and they became effective July 9, 2012. Id. at *2. Like the class action 
provisions for customer claims, the new provisions regarding collective actions provide that a claim that is part of a 
collective action being pursued in court may be arbitrated on an individual basis only if the individual provides 
evidence that he or she is not participating in the group action. Id. at *5. 
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upon the same facts and law, and involves the same defendants" as a court-certified or putative 

class action either in court or in another arbitration forum will not be arbitrated under the 

Customer Arbitration Code unless the claimant provides evidence that he or she will not 

participate in any class action recovery. Rule 12204(c) then sets forth procedures for 

determining any dispute over whether a claim is covered by class action. 

Finally, Rule 12204(d) prohibits enforcement of an arbitration agreement as to any 

"claim" that is the subject of a certified or putative "class action" until one of four events occurs 

that takes the claim out of the class action. Arbitration of the claim can only be compelled after 

class certification is denied, the class is decertified, a court excludes the class member from the 

class, or the class member withdraws from the class. This is the provision that Enforcement cites 

as the basis for its argument that FINRA Rules "permit" claims to be filed as judicial class 

actions.24 

The SROs first expressly addressed class actions in the early 1990s, based on rule 

changes developed by the Securities Industry Conference on Arbitration for the Uniform Code of 

Arbitration. In 1992, NASD introduced the provisions now found in FINRA Arbitration Rules 

12204(a) and 12204(d), providing that class actions may not be arbitrated and that members may 

not move to compel arbitration of any claim included in a judicial class action unless and until 

the claim is removed from the class action. In response to comments on the proposed 

amendments, NASD declared, "[T]he bar on class actions in arbitration was designed to provide 

investors with access to the courts, which already have developed the procedures and the 

2 4 Arbitration Rule 13204 for intra-industry disputes contains identical provisions concerning class actions. 

2 5 SEC approving release for amendments to NASD Code of Arbitration Procedure and Rules of Fair Practice, 
Exchange Act Rel. No. 31371, 1992 SEC LEXIS 2767, 57 Fed. Reg. 42659 (Oct. 28, 1992). 
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expertise for managing class actions." The SEC said in its adopting release, "The Commission 

agrees with the NASD's position that, in all cases, class actions are better handled by the courts 

and that investors should have access to the courts to resolve class actions efficiently."27 It 

reiterated, "The Commission believes that investor access to the courts should be preserved for 

class actions...."28 

C. Consolidated Claims: FINRA Arbitration Rule 12312 

FINRA Arbitration Rule 12312 grants and circumscribes the powers of the Director of 

Arbitration and FINRA arbitrators to join multiple claims. These are not representative claims 

brought on behalf of a group, but, rather, similar individual claims brought by individual 

claimants. In contrast to FINRA's consistent practice of not arbitrating claims brought on a 

representative basis (such as class actions, derivative actions, and collective actions), FINRA 

expressly provides for the arbitration of individual claims on a consolidated basis. Rule 12312 

provides, in full: 

(a) One or more parties may join multiple claims together in the 
same arbitration if the claims contain common questions of law or 
fact and: 

• The claims assert any right to relief jointly and severally; or 

• The claims arise out of the same transaction or occurrence, or 
series of transactions or occurrences. 

(b) After all responsive pleadings have been served, claims joined 
together under paragraph (a) of this rule may be separated into two 
or more arbitrations by the Director before a panel is appointed, or 
by the panel after the panel is appointed. A party whose claims 

- 6 Id. at *5-6. 

2 7 Id. at *8-9. 

:* Id. at *9. 
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were separated by the Director may make a motion to the panel in 
the lowest numbered case to reconsider the Director's decision.29 

NASD arbitrators were first expressly granted final decision-making authority with 

respect to consolidation in 1984.30 NYSE expressly granted its arbitrators final authority over 

consolidation in 1990, codifying prior practice.31 During the same period, other SROs adopted 

similar amendments that expressly authorized arbitrators to determine issues relating to 

permissive joinder and consolidation. 

" Two other Arbitration Rules empower the Director of Arbitration and arbitrators to deal with multiple parties and 
claims in customer-industry disputes. FINRA Arbitration Rule 12313 provides that multiple respondents may be 
named in the same arbitration if questions of law or fact are common to all the respondents and the claims assert a 
right to relief against the respondents jointly and severally or arise out of the same transaction or occurrence or 
series of events. Under Rule 12313, the Director and the panel have the same powers as to multiple respondents as 
they do under Rule 12312 as to multiple claimants. Prior to appointment of a panel, the Director may separate 
claims joined together under Rule 12313, but after a panel is appointed it may reconsider any decision by the 
Director to separate the claims. FINRA Arbitration Rule 12314 separately empowers the Director of Arbitration to 
"combine separate but related claims into one arbitration" prior to receiving panel rankings. It also provides that 
"[o]nce a panel has been appointed, the panel may reconsider the Director's decision upon motion of a party." 

1 0 In 1984, after SEC approval, FINRA's predecessor, NASD, promulgated amendments to its Uniform Code of 
Arbitration (which included the procedures for all arbitrations, whether between customers and industry members or 
solely among members of the industry). These amendments included language granting the Director of Arbitration 
the authority to make a preliminary determination whether multiple parties should proceed in the same or separate 
arbitrations but expressly empowering the arbitrators to make "[a]ll final determinations with respect to joining, 
consolidation and multiple parties." NTM 84-51, 1984 NASD LEXIS 330, at *9 (Sept. 28, 1984). 

3 1 In 1990, the SEC approved a proposed amendment of NYSE Rule 612 concerning the initiation of arbitration 
proceedings. The SEC declared that the amendment concerning consolidation "should avoid confusion" regarding 
when consolidation or joinder was appropriate because the amendment set forth the standard for making that 
judgment. Exchange Act Rel. No. 28421, 1990 SEC LEXIS 3095, at *2-4 (Sept. 10, 1990). See also NYSE Info. 
Memo 90-46, 1990 NYSE Info. Memo LEXIS 24, at *2 (Oct. 2, 1990) ('The amendment to Rule 612 codifies the 
Exchange's practice of permitting parties to join in an arbitration if there exist common questions of law or fact."). 

3 2 See, e.g., the SEC's approving release for amendments to the arbitration code of the American Stock Exchange, 
Inc., Exchange Act Rel. No. 29087, 1991 SEC LEXIS 710, at *2-3 (Apr. 15, 1991). 
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VI. THE FEDERAL ARBITRATION ACT 

The FAA was enacted in 1925 to prevent parties to arbitration agreements from evading 

their commitment to arbitrate disputes and ensure the enforcement of valid arbitration 

agreements.33 Three provisions of the FAA are particularly critical to the enforcement of 

arbitration agreements. Section 2 provides that any "written provision" in a "contract evidencing 

a transaction in commerce" whereby the parties agree "to settle by arbitration a controversy 

thereafter arising out of such contract or transaction" shall be "valid, irrevocable, and 

enforceable, save upon such grounds as exist at law or in equity for the revocation of any 

contract."34 Section 3 provides that where an issue "referable to arbitration" is nevertheless 

submitted to a federal court, the court shall stay trial of the action upon application of a party 

until arbitration is completed in accord with the agreement to arbitrate.35 Section 4 provides that 

where a party to an arbitration agreement refuses to go to arbitration to resolve a dispute the 

other party to the agreement may petition a federal district court for an order to compel 

arbitration. If the court is satisfied that the dispute is subject to an agreement to arbitrate, the 

court is authorized to issue an order directing the parties to proceed with arbitration.36 

11 An Act: To make valid and enforceable written provisions or agreements for arbitration of disputes arising out of 
contracts, maritime transactions, or commerce among the States or Territories or with foreign nations, commonly 
known as the Federal Arbitration Act, Pub. L. 68-401, 43 Stat. 883 (1925) (codified at 9 U.S.C. § 1 etseq.). 

H 9 U.S.C. § 2. 

" 9 U.S.C. § 3. 

, 6 9 U.S.C. § 4. 
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VII. FACTS 

A. Schwab's New Pre-Dispute Arbitration Language Bars Judicial Class Actions And 
Deprives FINRA Arbitrators Of Any Power To Consolidate Individual Claims 

The material facts are not in dispute. During the first week of October 2011, Schwab sent 

over 6.8 million existing account holders their September 2011 monthly account statements, 

accompanied by amendments to the customers' account agreements with Schwab. The 

amendments included the Waiver. Under the terms of the account agreements, the amendments 

were effective upon notification to Schwab's customers." Schwab also included the Waiver in 

account agreements for new accounts opened with it from October 1, 2011, onward. Tens of 

thousands of customers agreed to the Waiver in opening accounts with Schwab.38 Schwab used 

the same version of the Waiver in all these account agreements.39 

The Waiver provides as follows: 

Neither you nor Schwab shall be entitled to arbitrate any claims as 
a class action or representative action, and the arbitrator(s) shall 
have no authority to consolidate more than one parties' [sic] claims 
or to proceed on a representative or class action basis. 

You and Schwab agree that any actions between us and/or Related 
Third Parties shall be brought solely in our individual capacities. 
You and Schwab hereby waive any right to bring a class action, or 
any type of representative action against each other or any Related 
Third Parties in court. You and Schwab waive any right to 
participate as a class member, or in any other capacity, in any class 
action or representative action brought by any other person, entity 
or agency against Schwab or you.40 

Jt. Stip. f5 2-3. 

Jt. Stip. 15. 

Jt. Stip. W 4, 6. 

Complaint 1 13; Answer f 13; Jt. Stip. f 4; Enf. Statement of Facts, CX-2, at. 2-3. 
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B. Schwab's Agreements Incorporate FINRA Arbitration Rules And Also Specify That 
The Federal Arbitration Act Applies 

Schwab produced 13 pre- and post-amendment customer agreements for various types of 

accounts to provide a context for the introduction of the Waiver.41 Both before and after the 

Waiver, Schwab's customer agreements provide the same explanation of the effect of signing the 

Arbitration Agreement. All claims will be resolved by arbitration: 

All parties to this Agreement are giving up the right to sue each other in 
court, including the right to a trial by jury, except as provided by the rules 
of the arbitration forum in which a claim is filed.42 

Documents produced by Schwab pursuant to Office of Hearing Officer's May 14,2012 Order for Production 
("Schwab Binder of Agreements"). The October 2011 amendments with the new language of the Waiver were sent 
to customers as part of a 40-page document entitled "Important account information you need to know." Schwab 
Binder of Agreements, Item 1. Amendments appear on pages 27 through 40 and include other matters in addition to 
the arbitration amendments. Id. at 27-40. The Waiver in issue is one of five amendments to the arbitration 
provisions of Schwab's customer agreements. Id. at 29-30. All five arbitration amendments take up less than two 
pages of the 40-page document sent to customers. Id. An introductory letter to the investor explains that the 
amendments will become effective immediately and "replace and supersede" previous portions of the customer 
agreement to which the amendments applied. Id. at 28. That letter specifies that in the event of any inconsistency or 
conflict between the new and old agreements, the terms of the new agreement would apply. Id. The Waiver appears 
in the post-amendment January 2012 customer agreement and other post-amendment customer agreements at the 
end of the Arbitration Agreement. Schwab Binder of Agreements, Item 3, at 22-23. See also Schwab Binder of 
Agreements, Item 5, at 54; Item 7, at 24; Item 9, at 22; and Item 13, at 20. 

4 2 E.g., Schwab Binder of Agreements, Item 2, at 19; Item 3, at 19. Other post-amendment customer account 
agreements similarly specify that "[a]ny controversy or claim" will be "settled by arbitration," and that "[s]uch 
arbitration will be conducted by, and according to the securities arbitration rules then in effect of [FINRA]" (or in 
appropriate circumstances one of the alternative arbitration forums). See, e.g., Schwab Binder of Agreements, Item 
11, at 18-21. 
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Schwab's Arbitration Agreements make clear that FINRA's Arbitration Rules will apply to any 

claim submitted to FINRA arbitration: 

The rules of the arbitration forum in which the claim is filed, and any 
amendments thereto, shall be incorporated into this Agreement.43 

Schwab's customer agreements also expressly state that the FAA is the governing law with 

regard to Schwab's arbitration agreements 4 4 

C. Schwab Introduced The Waiver As A Result Of The U.S. Supreme Court's Decision 
In Conception, Upholding A Class Action Waiver 

Schwab's introduction of the Waiver in fall of 2011 was no accident. It occurred shortly 

after the U.S. Supreme Court's decision in AT&T Mobility LLC v. Conception,45 in which the 

Court overturned a decision of the Ninth Circuit Court of Appeals that had held an arbitration 

agreement unconscionable and unenforceable under what was known as the Discover Bank 

doctrine, after a 2005 decision by the California Supreme Court. 

In the Discover Bank case, the California Supreme Court had held that a class action 

waiver in a consumer contract of "adhesion" was unenforceable where the small amounts of 

E.g., Schwab Binder of Agreements, Item 2, at 19. The Arbitration Agreements further reiterate that disputes will 
be resolved by arbitration and that the rules of the arbitration forum will apply, by specifying that any "controversy 
or claim arising out of or relating to" the customer agreement or any other agreement or relationship with Schwab or 
related third parties, including service providers, "will be settled by arbitration," and that the "arbitration will be 
conducted by, and according to the securities arbitration rules and regulations then in effect" of FINRA, or, if 
Schwab is a member, the arbitration rules of any national securities exchange that provides an arbitration forum. Id. 
at 19-20. If arbitration before FINRA or an eligible national securities exchange is for any reason "unavailable or 
impossible," then arbitration will take place under the rules of the American Arbitration Association ("AAA"). 
Failing AAA arbitration, the Arbitration Agreement provides for a court to appoint arbitrators. Id. at 20. See also 
Schwab Binder of Agreements, Item 3, at 20-23. 

J J E.g., Schwab Binder of Agreements, Item 3, at 18 ("Governing Law"). 

4 5 Concept ion, 563 U.S. , 131 S. Ct. 1740, 2011 U.S. LEXIS 3367 (2011). 
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money involved in individual claims meant, in practical terms, that the party with superior 

bargaining power could insulate itself from customer claims.46 Under the Discover Bank 

doctrine, class actions were required to be available for cases where the small amount of an 

individual claim created too little incentive for the individual claimant to assert his or her rights 

in court. California courts frequently applied the Discover Bank doctrine to find consumer 

arbitration agreements containing class action waivers unconscionable and unenforceable.47 

In essence, the California courts created a public policy exception to the mandate in the 

FAA that disputes covered by an agreement to arbitrate must be resolved by arbitration in accord 

with the agreement. The California courts declined to enforce arbitration agreements that 

eliminated class actions because they viewed it better public policy to preserve class actions for 

some types of claims. 

In Conception, the Supreme Court viewed the Discover Bank doctrine as insisting on the 

availability of class-wide procedures despite the existence of an arbitration agreement providing 

otherwise.48 The Court rejected that insistence and instead enforced the agreement to arbitrate. 

The Court held in Conception that Section 2 of the FAA preempts the Discover Bank doctrine 

and requires the enforcement of arbitration agreements according to their terms - even where 

that means that class-wide procedures will be unavailable. The Court described Section 2 of the 

FAA as "reflecting both a 'liberal federal policy favoring arbitration' ... and the 'fundamental 

principle that arbitration is a matter of contract.'"49 

Discover Bank v. Superior Court, 30 Cal. Rptr. 3d 76 (2005). 

Concepcion, 2011 U.S. LEXIS 3367, at *** 12-13. 

Id. at ***23-24. 

Id. (citations omitted). 

22 



Schwab, with its headquarters based in California, typically includes a California choice-

of-law provision in its customer agreements.50 Accordingly, California arbitration law was, and 

is, of significant concern to Schwab.51 The Supreme Court's decision in Conception rejecting 

the California courts' public policy exception to the FAA caused Schwab to re-examine its pre­

dispute arbitration agreement for customer accounts, and ultimately led Schwab to amend its 

customer agreements in fall 2011 to include the Waiver.52 

With this background, the Hearing Panel now addresses whether the Waiver violates 

FINRA Rules, and, if so, whether the FAA bars enforcement of those Rules. 

VIII. SCHWAB'S WAIVER VIOLATES FINRA RULES 

A. Schwab's Waiver Bars Judicial Class Actions That Arbitration Rule 12204 Is 
Designed To Preserve, In Violation Of FINRA Rule 2268(d)(1) and (d)(3) and NASD 
Rule 3110(f)(4)(A) and (4)(C) - Causes One And Two 

The first two Causes of Action raise essentially the same issue: whether, by eliminating 

any ability to bring or participate injudicial class actions, Schwab's Waiver deprives a customer 

of the ability to do something that FINRA's Rules permit the customer to do.53 The Hearing 

Panel concludes that the Waiver does deprive the customer of the ability to bring or participate in 

See Schwab Motion at 4 and n.6. See also the "Governing Law" provisions of the Schwab customer agreements, 
Schwab Binder of Agreements, Item 2, at 18,67; Item 3, at 18; Item 4, at 50; Item 5, at 50-51; Item 6, at 20; Item 7, 
at 20; Item 8, at 18; Item 9, at 18; Item 10, at 16; Item 11, at 17; Item 12, at 16; and Item 13, at 16. 

5 ! Oral Arg. Tr. at 7-8. Arguably, because Schwab unilaterally imposes arbitration agreements and amendments on 
its customers, as described above in the context for the Waiver in issue, Schwab's agreements might be considered 
consumer contracts of "adhesion" that would be covered by the Discover Bank doctrine. 

5 2 Schwab Opp. To Enf. at 20-21 (arguing that Schwab created the Waiver based on a good faith interpretation of the 
Supreme Court's decision in Concepcion); Oral Arg. Tr. at 7-9; Enf. Statement of Facts, CX-3, at 1-4 (background 
and argument by Schwab's outside counsel regarding Schwab Waiver). See also Charles Schwab & Co. v. 
Financial Industry Regulatory Authority Inc., 2012 U.S. Dist. LEXIS 72788, at *9-10 (N.D. Cal. May 11, 2012). 

5 3 Rule 2268(d)(1) prohibits a pre-dispute arbitration agreement that "limits" or "contradicts" any SRO (including 
any FINRA) Rule. Rule 2268(d)(3) prohibits a pre-dispute arbitration agreement that "limits" a customer's ability to 
file a "claim" in court that FINRA Rules "permit" to be brought in court. Both Causes allege a "limit" or 
"contradiction" of FINRA Rule 12204(d), which provides that a customer cannot be compelled to arbitrate a claim 
while that claim is part of a judicial class action. 
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a judicial class action, as permitted by FINRA Rule 12204, in a violation of both subsection 

(d)(1) and subsection (d)(3) of FINRA Rule 2268. 

A common sense reading of FINRA Rule 12204 in conjunction with FINRA Rules 

2268(d)(1) and (d)(3) supports the conclusion that Schwab's Waiver does "limit" and 

"contradict" FINRA Rule 12204 in violation of Rules 2268(d)(1) and (d)(3).54 FINRA Rule 

12204 contemplates that a customer claim may be adjudicated in a judicial class action or in an 

arbitration proceeding. It is clearly premised on the availability of judicial class actions, and 

allows customer claims to be pursued in that manner in a judicial forum, rather than by 

arbitration. 

The history of Rule 12204 also indicates that it was intended and designed to preserve 

judicial class actions as an option. In 1992, when NASD proposed the provisions now found in 

Rule 12204 concerning class action claims, NASD said that those provisions were developed in 

response to suggestions by former SEC Chairman David S. Ruder that NASD "consider adopting 

procedures that would give investors access to the courts in appropriate cases, including class 

actions."55 Later in 1992, when the SEC approved what is now Rule 12204, the SEC explained 

that it believed that investors should have access to courts for resolution of class actions.56 

, 4 The Parties have argued Cause One and Cause Two separately because the subsections of 2268(d) contain 
different language. In connection with Cause One, which involves FINRA Rule 2268(d)(3), Enforcement argues 
that "class action claims" are a subcategory of "claims" that the Rule preserves for resolution in court. Schwab 
argues that a "class action" is a type of procedure, not a "claim," and that nothing in section (d)(3) bars a waiver of 
judicial class action procedures. Each Party has some textual support for its views, but neither position is wholly 
free of ambiguity. 

The Hearing Panel rests its decision instead on the operation, design, and history of Rules 2268(d)(1) and (d)(3) 
and Arbitration Rule 12204. The Rules operate together and were clearly intended - and have been understood - to 
preserve customers' option to participate in a judicial class action despite any pre-dispute arbitration agreement. 

" Notice of Proposed Rule Change by National Association of Securities Dealers, Inc. Relating to Improvements in 
the NASD Code of Arbitration Procedure, Exchange Act Rel. No. 30882, 1992 LEXIS 1566, at *5-6 (July 1, 1992). 

5 6 SEC approving release for amendments to NASD Code of Arbitration Procedure and Rules of Fair Practice, 
Exchange Act Rel. No. 31371, 1992 SEC LEXIS 2767, 57 Fed. Reg. 42659 (Oct. 28, 1992). 
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The force of Rule 12204 is preserved by FINRA Rules 2268(d)(l) and (d)(3). Both are 

designed to prevent a FINRA member firm from putting into its customer arbitration agreements 

terms different from what FINRA's Rules provide. Subsection (d)(1) broadly encompasses any 

limitation or contradiction of any Rule. Subsection (d)(3) more narrowly specifies that a 

member firm may not limit the ability of a customer to file a claim in court that FINRA permits 

to be filed in court. These provisions operate in conjunction with Rule 12204 to preserve the 

option for customer claims to be resolved in court in a class action. 

If construed otherwise, Rule 2268(d)(3) would have no purpose and would be 

meaningless. If Rule 2268(d)(3) and its prohibition of any agreement not to bring a "claim" in 

court that the arbitration forum "permits" to be filed in court, is not viewed to refer to "class 

action claims" protected by Rule 12204, it does not refer to anything. This is because there is 

nothing in the Customer Arbitration Code that preserves or "permits" a right to go to court to 

assert any other type of "claim." Rather, Rule 12200 mandates arbitration of any dispute 

between a customer and a FINRA member that has to do with the member's business, without 

exception. 

For two decades, the industry has understood these Rules to operate together to preserve 

customers' ability to bring or participate injudicial class actions. NASD, FINRA's predecessor, 

made clear in a December 1992 Notice To Members concerning Rule 2268 that no customer 

could be compelled to arbitrate a claim while that claim was subject to a class action. NASD 

declared, "Accordingly, neither members nor their associated persons may use an existing 

arbitration agreement to compel a customer to arbitrate a claim included in a class action."57 

This language indicates that NASD believed that customers retained the right to pursue claims in 

5 7 NTM 92-65, 1992 NASD LEXIS 23 (Dec. 1992). 
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judicial class action proceedings and that the Rules protected that right by prohibiting members 

from compelling customers to arbitrate unless and until they were no longer involved in a class 

action. By this Notice To Members, NASD made plain its interpretation of these Rules, and 

promoted a common understanding among its members. 

The absence of class action waivers in broker-dealer pre-dispute arbitration agreements 

with customers until now, despite decades of class-action securities litigation in the courts, 

further demonstrates that the industry has understood the Rules to prohibit class action waivers in 

customer agreements. Schwab did not venture to impose such a waiver on customers until the 

Supreme Court's decision in Conception led it to believe that it had a basis for challenging 

FINRA's ability to impose the prohibition embodied in FINRA's Rules.58 

Because Schwab's Waiver would bar customers from bringing or participating injudicial 

class actions, the Hearing Panel finds that the Waiver violates FINRA Rule 2268(d)(3) and 

NASD Rule 3110(f)(4)(C), as alleged in Cause One, and violates FINRA Rule 2268(d)(1) and 

NASD Rule 3110(f)(4)(A), as alleged in Cause Two. However, the conclusion that Schwab's 

Waiver violated these Rules does not end the analysis. The question remains whether the Rules 

are enforceable under the FAA, which is discussed below. 

Interpretation of the intra-industry version of these Rules has not been as consistent. Compare, e.g., Good v. 
Ameriprise, 2007 U.S. Dist. LEXIS 9298 (D. Minn. 2007) (held in context of intra-industry dispute that predecessor 
to Rule 12204 preserved the ability to pursue a claim by judicial class action) with Cohen v. UBS Fin. Services, inc., 
2012 U.S. Dist. LEXIS 174700 (S.D.N. Y. Dec. 4,2012) (held in context of intra-industry dispute that FINRA Rule 
13204, the parallel Rule to Rule 12204 in customer disputes, does not prohibit a waiver of judicial class actions as 
an alternative to arbitration). In Cohen, the District Court found that enforcement of an arbitration agreement 
waiving any right to proceed by class or collective action was not inconsistent with FINRA's Rules for intra-
industry disputes. Regardless of whether that conclusion is correct, it does not apply to customer-industry disputes, 
where the industry has long understood that judicial class actions were not merely permitted but were intended to be 
preserved as a customer option. 

26 



B. Schwab's Waiver Deprives FINRA Arbitrators Of Authority That FINRA 
Arbitration Rule 12312 Grants Them, In Violation Of FINRA Rule 2268(d)(1) -
Cause Three 

Cause Three involves the provision of Schwab's Waiver that declares "the arbitrator(s) 

shall have no authority to consolidate more than one parties' [sic] claims." This provision 

expressly requires a customer to agree to limit the authority of the arbitrators in connection with 

any claim covered by the pre-dispute arbitration agreement. The provision has nothing to do 

with class actions. Nor does it disfavor arbitration as a means of dispute resolution. It only 

comes into play once a claim has been submitted to arbitration, and it has to do with the powers 

of the arbitrators and the procedures of the arbitration forum. 

Enforcement alleges that this provision "limits or contradicts" Rule 12312 in violation of 

FINRA Rule 2268(d)(1). As more fully set forth above, Rule 12312 permits one or more parties 

to join multiple claims together in the same arbitration and, if the Director of Arbitration 

separates the claims prior to the appointment of a panel of arbitrators, the arbitrators are 

empowered to re-join the claims and proceed with multiple claims in arbitration. NASD 

arbitrators first were granted express authority to consolidate or join claims in 1984, and NYSE 

arbitrators gained such express authority in 1990. Although the precise language of the Rules 

has changed over time, it has been plain for decades that arbitrators have the power to make all 

final determinations with respect to joining and consolidating the claims of multiple parties. 

Schwab argues that Enforcement has misread the Waiver, and that the Waiver does not 

"limit or contradict" the authority of the arbitrators under Rule 12312. Rather, Schwab contends, 

customers continue to be able to submit multiple claims for arbitration in one proceeding as 
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provided in Rule 12312, and the Waiver only limits the ability of the arbitrators to create a class 

action in arbitration.59 

As discussed below, the Hearing Panel finds that this provision of the Waiver "limits" 

and "contradicts" FINRA Rule 12312 for two separate, independent reasons. Schwab's 

arguments to the contrary are unpersuasive. The Hearing Panel therefore finds that Schwab 

violated FINRA Rule 2268(d)(1). 

(1) Schwab's Attempt To Limit The Powers Of The Arbitrators "Contradicts" The 
Fundamental Operation Of Arbitration Rule 12312 And FINRA's Authority To 
Specify And Modify The Powers Of Its Arbitrators 

By its terms, Schwab's Waiver imposes a limitation on the power of the arbitrators. It 

specifies that the arbitrators "shall have no authority." The Waiver purports to determine by 

private agreement the scope of the arbitrators' authority, regardless of what FINRA's arbitration 

Rules might provide, now or in the future. Indeed, Schwab does not contest that the Waiver 

circumscribes what arbitrators may do. Instead, Schwab argues that the limitation does not 

conflict with other provisions of Rule 12312 governing what customers and the Director of 

Arbitration can do, an argument dealt with separately below. 

Regardless of the specific limitation imposed by the Waiver, the attempt to dictate the 

powers of the arbitrators is inconsistent with the fundamental operation of FINRA Arbitration 

Rule 12132 and, indeed, the most basic FINRA requirement that members must comply with 

FINRA's Rules as amended from time to time.60 FINRA Arbitration Rule 12132 governs 

procedures for joining the claims of multiple parties, and grants and circumscribes the powers of 

the arbitrators relating to the joinder of claims. As made plain in FINRA Arbitration Rule 

5 9 Schwab Motion at 29-30; Oral Arg. Tr. at 18-19, 31 -34. 

6 ( 1 See FINRA Conduct Rule 0140 and FINRA By-Laws, Art. IV, Sec. 1. 
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