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1. Text of Proposed Rule Change

a. Pursuant to Section 19(b)(1) under the Securities Exchange Act of 1934
("Act"), NASD Regulation, Inc. ("NASD Regulation”) is filing with the Securities
and Exchange Commission (“SEC”) a proposed rule change to amend Rule 10308 of
the National Association of Securities Dealers, Inc. (“NASD” or “Association”) to set
forth new procedures to be used to select arbitrators for arbitrations involving public
customers.®  Under the new procedures, NASD Regulation will alow the parties to
an arbitration to rank arbitrators from lists generated primarily using an automated
process, providing parties with a substantial role in determining the composition of
their arbitration panels. NASD Regulation is proposing conforming changes to Rules
10104, 10309, 10310, 10311, 10312, and 10313. In addition, NASD Regulation
proposes to amend Rule 10315 concerning the scheduling of the first meeting of the
parties and the arbitration panel to reflect that such meetings usually occur prior to the
first hearing of an arbitration proceeding. Finaly, NASD Regulation proposes to
correctly state in the Rule 10000 Series and any other Rules the name of the NASD
Regulation committee that addresses arbitration and related matters, the National
Arbitration and Mediation Committee.

Below is the text of the proposed rule change. Proposed new language is

underlined; proposed deletions are in brackets.

! NASD Regulation also intends to file a proposed rule change to use a similar list selection process

for intra-industry arbitrations.
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* * %

10104. Composition and Appointment of Panels

Except as otherwise specifically provided in Rule 10308, t[T]he Director [of
Arbitration] shall compose and appoint panels of arbitrators from the existing pool of
arbitrators of the Association to conduct the arbitration of any matter which shall be
eligible for submission under this Code. [The Director of Arbitration may request that the
Executive Committee of the National Arbitration Committee undertake the composition
and appointment of a panel or undertake consultation with the Executive Committee
regarding the composition and appointment of a panel in any circumstance where he

determines such action to be appropriate.]

10308. [Designation of Number of Arbitrators] Selection of Arbitratorsin

Customer Disputes

[(@) Except as otherwise provided in Rule 10302, in al arbitration matters
involving public customers and where the amount in controversy does not exceed
$30,000, the Director of Arbitration shall appoint a single public arbitrator
knowledgeable in but who is not from the securities industry to decide the dispute, claim
or controversy. Upon the request of aparty initsinitia filing or the arbitrator, the
Director of Arbitration shall appoint a panel of three (3) arbitrators which shall decide the
matter in controversy. At least amgjority of the arbitrators appointed shall not be from the
securities industry, unless the public customer requests a panel consisting of at least a

majority from the securities industry.
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(b) In arbitration matters involving public customers and where the amount in
controversy exceeds $50,000, exclusive of attendant costs and interest, or where the
matter in controversy does not involve or disclose a money claim, the Director of
Arbitration shall appoint a panel of three (3) arbitrators, at least amgority of whom shall
not be from the securities industry, unless the public customer requests a panel consisting
of at least amajority from the securities industry.

(c) Anarbitrator will be deemed as being from the securities industry if he or she:

(1) isaperson associated with a member or other broker/dealer, municipal
securities dealer, government securities broker, or government securities dealer, or

(2) has been associated with any of the above within the past three (3)
years, or

(3) isretired from any of the above, or

(4) isan attorney, accountant, or other professional who has devoted
twenty (20) percent or more of hisor her professional work effort to securities industry
clients within the last two years, or

(5) isanindividua who isregistered under the Commodity Exchange Act
or isamember of aregistered futures association or any commodities exchange or is
associated with any such person(s).

(d) An arbitrator who is not from the securities industry shall be deemed a public
arbitrator. A person will not be classified as a public arbitrator if he or she has a spouse or

other member of the household who is a person who is associated with a member or other
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broker/dealer, municipal securities dealer, government securities broker, or government

securities dealer.]

This rule specifies how parties may select or reject arbitrators, and who can be a public

arbitrator in arbitration proceedings involving a customer.

(a) Definitions

1) “day”

For purposes of thisrule, the term “day” means calendar day.

(2) “ claimant”

For purposes of thisrule, the term “claimant” means one or more persons

who fileasingle claim.

(3) “Neutral List Selection System”

Theterm “Neutral List Selection System” means the software that

maintains the roster of arbitrators and performs various functions relating to the

selection of arbitrators.

(4) “ non-public arbitrator”

The term “non-public arbitrator” means a person who is otherwise

qualified to serve as an arbitrator and:

(A) is, or within the past three years, was:

(i) associated with a broker or adealer (including a

government or a municipal securities broker or dealer);

(i) registered under the Commodity Exchange Act;
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(iii) amember of a commodities exchange or aregistered

futures association; or

(iv) associated with a person or firm registered under the

Commodity Exchange Act;

(B) isretired from engaging in any of the business activities listed

in subparagraph (4)(A);

(C) is an attorney, accountant, or other professional who has

devoted 20 percent or more of his or her professional work, in the last two

years, to clients who are engaged in any of the business activitieslisted in

subparagraph (4)(A); or

(D) is an employee of abank or other financial institution and

effects transactions in securities and commodities futures or options or

supervises or monitors the compliance with the securities and commodities

laws of employees who engage in such activities.

(5) “ public arbitrator”

(A) Theterm “public arbitrator” means a person who is otherwise

qualified to serve as an arbitrator and is not:

(i) engaged in the conduct or activities described in

paragraphs (a)(4)(A) through (D); or

(ii) the spouse or an immediate family member of a person

who is engaged in the conduct or activities described in paragraphs

(a)(4)(A) through (D).
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(B) For the purpose of this rule, the term “immediate family

member’ means:

(i) afamily member who shares a home with a person

engaged in the conduct or activities described in paragraphs

(a)(4)(A) through (D);

(ii) aperson who receives financial support of more than

50 percent of his or her annual income from a person engaged in

the conduct or activities described in paragraphs (a)(4)(A) through

(D); or

(iii) a person who is claimed as a dependent for federal

income tax purposes by a person engaged in the conduct or

activities described in paragraphs (a)(4)(A) through (D).

(6) “respondent”

For purposes of thisrule, the term “respondent” means one or more

persons who individually or jointly file an answer to a complaint.

7) “send”

For purposes of thisrule, the term “send” means to send by first class mail,

facsimile, or any other method available and convenient to the parties and the

Director.

(b) Composition of Arbitration Panel: Preparation of Listsfor Mailing to

Parties
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(1) Composition of Arbitration Panel

(A) General Rule Regarding Panel Composition

(i) If the amount of aclaim is $50,000 or less, the Director

shall appoint an arbitration panel composed of one public

arbitrator, unless the parties agree otherwise.

(ii) If the amount of aclaim is more than $50,000, the

Director shall appoint an arbitration panel composed of one non-

public arbitrator and two public arbitrators, unless the parties agree

otherwise.

(B) Specia Request

If the amount of aclaim is greater than $25,000 and not more than

$50,000 and the claimant requests that a panel of three arbitrators be

appointed, the Director shall appoint an arbitration panel composed of one

non-public arbitrator and two public arbitrators, unless the parties agree

otherwise.

(2) OnelList for Pand of One Arbitrator

If one arbitrator will serve as the arbitration panel, the Director shall send

to the parties one list of public arbitrators, unless the parties agree otherwise.

(3) Two Listsfor Pand of Three Arbitrators

If three arbitrators will serve as the arbitration panel, the Director shall

send two lists to the parties, one with the names of public arbitrators and one with

the names of non-public arbitrators. Thelists shall contain numbers of public and
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non-public arbitrators, in aratio of approximately two to one, respectively, to the

extent possible, based on the roster of available arbitrators.

(4) Preparation of Lists

(A) Except as provided in subparagraph (B) below, the Neutral List

Selection System shall generate the lists of public and non-public

arbitrators on arotating basis within a designated geographic hearing site

and shall exclude arbitrators based upon conflicts of interest.

(B) If aparty requests that the lists include arbitrators with

expertise classified in the Neutral List Selection System, the lists may

include some arbitrators having the designated expertise.

(5) Sending of Liststo Parties

The Director shall send the lists of arbitratorsto all parties at the same

time approximately 30 days after the last answer is due.

(6) Information About Arbitrators

The Director shall send to the parties employment history for each listed

arbitrator for the past 10 years and any information disclosed by the arbitrator

under Rule 10312 relating to personal or financial interests or the existence of a

relationship that gives rise to an appearance of a conflict of interest or bias. If a

party requests additional information about an arbitrator, the Director shall send

such reguest to the arbitrator, and shall send the arbitrator’ s response to al parties

at the same time. When a party requests additional information, the Director may,
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but is not required to, toll the time for the parties to return the ranked lists under

paragraph (c)(2).

(c) Striking, Ranking, and Appointing Arbitratorson Lists

(1) Striking and Ranking Arbitrators

(A) Striking An Arbitrator

A party may strike one or more of the arbitrators from each list for

any reason.

(B) Ranking - Panel of One Arbitrator

Each party shall rank all of the arbitrators remaining on thelist by

assigning each arbitrator a different, sequential, numerical ranking.

(C) Ranking - Panel of Three Arbitrators

Each party shall rank all of the public arbitrators remaining on the

list by assigning each arbitrator a different, sequential, numerical ranking,

and separately shall rank all of the non-public arbitrators remaining on the

list, using the same procedure.

(D) Joint Action Permitted

All claimants may act jointly and all respondents, including third-

party respondents, may act jointly to file asingle list that reflects their

unanimous agreement as to the striking and ranking of arbitrators. If

multiple claimants or respondents do not act jointly, the rankings of

multiple claimants or respondents will be consolidated as described in

paragraph (b)(3)(A).
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(2) Period for Ranking Arbitrators; Failureto Timely Strike and

Rank

A party must return to the Director the list or lists with the rankings not

later than 20 days after the Director sent the lists to the parties, unless the Director

has extended the period. If aparty does not timely return thelist or lists, the

Director shall treat the party as having retained all the arbitrators on the list or lists

and as having no preferences.

(3) Process of Consolidating Parties Rankings

(A) General Rule

The Director shall prepare one or two consolidated lists of

arbitrators, as appropriate under paragraph (b)(2) or (b)(3), based upon the

parties numerical rankings. The arbitrators shall be ranked by adding the

rankings of all claimants together and all respondents together, including

third-party respondents, to produce separate consolidated rankings of the

claimants and the respondents. The Director shall then rank the arbitrators

by adding the consolidated rankings of the claimants, the respondents,

including third party respondents, and any other party together, to produce

a single consolidated ranking number, excluding arbitrators who were

stricken by any party.

(B) Exception

If the Director determines that the interests of a party are

sufficiently different from the interests of other claimants or respondents,
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the Director may determine not to consolidate the rankings of that party

with the rankings of the other claimants or respondents.

(4) Appointment of Arbitrators

(A) Appointment of Listed Arbitrators

The Director shall appoint arbitrators to serve on the arbitration

panel based on the order of rankings on the consolidated list or lists,

subject to availability and disqualification.

(B) Discretion to Appoint Arbitrators Not on List

If the number of arbitrators available to serve from the

consolidated list is not sufficient to fill a panel, the Director shall appoint

one or more arbitrators to compl ete the arbitration panel; provided,

however, unless the parties agree otherwise, the Director may not appoint

anon-public arbitrator under paragraphs (a)(4)(B) or (2)(4)(C).

(5) Selecting a Chairperson for the Panel

The parties shall have 15 days from the date the Director sends notice of

the names of the arbitrators to select a chairperson. If the parties cannot agree, the

Director shall appoint one of the public arbitrators as the chairperson. Unless all

parties agree otherwise, the Director shall not appoint as the chairperson a public

arbitrator who:

(A) is an attorney, accountant, or other professional, and

(B) has devoted 50% or more of his or her professiona or business

activities, within the last two years, to representing or advising public
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customers in matters relating to disputed securities or commodities

transactions or sSimilar matters.

(6) Additional Parties

If aparty is added to an arbitration proceeding before the Director has

consolidated the other parties' rankings, the Director shall send to that party the

list or lists of arbitrators and permit the party to strike and rank the arbitrators.

The party must return to the Director the list or lists with numerical rankings not

later than 20 days after the Director sent the lists to the party. The Director shall

then consolidate the rankings as specified in this paragraph (c).

(d) Disqualification and Removal of Arbitrator Dueto Conflict of Interest or

(1) Disgualification By Director

After the appointment of an arbitrator and prior to the commencement of

the earlier of (i) thefirst prehearing conference or (ii) thefirst hearing, if the

Director or a party objects to the continued service of the arbitrator, the Director

shall determineif the arbitrator should be disqualified. If the Director sends a

notice to the parties that the arbitrator shall be disqualified, the arbitrator will be

disqualified unless the parties unanimously agree otherwise in writing and notify

the Director not later than 15 days after the Director sent the notice.

(2) Authority of Director to Disgualify Ceases

After the commencement of the earlier of (i) thefirst prehearing
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conference or (ii) the first hearing, the Director’ s authority to remove an arbitrator

from an arbitration panel ceases.

(3) Vacancies Created by Disqualification or Resignation

If an arbitrator appointed to an arbitration pandl is disqualified or resigns

from an arbitration panel, the Director shall appoint from the consolidated list of

arbitrators the arbitrator who is the most highly ranked available arbitrator of the

proper classification remaining on thelist. If there are no available arbitrators of

the proper classification on the consolidated list, the Director shall appoint an

arbitrator of the proper classification subject to the limitation set forth in

paragraph (c)(4)(B).

(e) Discretionary Authority

The Director may exercise discretionary authority and make any decision that is

consistent with the purposes of this rule and the Rule 10000 Series to facilitate the

appointment of arbitration panels and the resolution of arbitration disputes.

Rule 10309. Composition of Panels

Except as otherwise specifically provided in Rule 10308, t[ T]he individuals who
shall serve on aparticular arbitration panel shall be determined by the Director [of

Arbitration]. Except as otherwise specifically provided in Rule 10308, t[T]he Director

[of Arbitration] may name the chairman of the panel.
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Rule 10310. Notice of Selection of Arbitrators

(a) The Director shall inform the parties of the arbitrators names and employment
histories for the past 10 years, as well as information disclosed pursuant to Rule 10312, at
least 15 business days prior to the date fixed for the first hearing session. A party may
make further inquiry of the Director [of Arbitration] concerning an arbitrator’s
background. In the event that, prior to the first hearing session, any arbitrator should
become disgualified, resign, die, refuse or otherwise be unable to perform as an arbitrator,
the Director shall appoint a replacement arbitrator to fill the vacancy on the panel. The
Director shall inform the parties as soon as possible of the name and employment history
of the replacement arbitrator for the past 10 years, as well asinformation disclosed
pursuant to Rule 10312. A party may make further inquiry of the Director [of
Arbitration] concerning the replacement arbitrator’ s background and within the time
remaining prior to the first hearing session or the 10 day period provided under Rule
10311, whichever is shorter, may exercise its right to challenge the replacement arbitrator
as provided in Rule 10311.

(b) Thisrule shall not apply to arbitration proceedings that are subject to Rule

10308.
Rule 10311. Peremptory Challenge

(@) Inan[y] arbitration proceeding, each party shall have the right to one [(1)]
peremptory challenge. In arbitrations where there are multiple Claimants, Respondents,
and/or Third-Party Respondents, the Claimants shall have one [(1)] peremptory challenge,

the Respondents shall have one [(1)] peremptory challenge, and the Third-Party
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Respondents shall have one [(1)] peremptory challenge. The Director [of Arbitration]
may in the interests of justice award additional peremptory challenges to any party to an
arbitration proceeding. Unless extended by the Director [of Arbitration], a party wishing
to exercise a peremptory challenge must do so by notifying the Director [of Arbitration]
in writing within 10 business days of notification of the identity of the person(s) named
under Rule 10310 or Rule 10321(d) or (e), whichever comesfirst. There shall be
unlimited challenges for cause.

(b) Thisrule shall not apply to arbitration proceedings that are subject to Rule

10308.

Rule 10312. Disclosures Required of Arbitratorsand Director’s Authority To

Disgualify

(@) through (c) No change

(d) The Director shall inform the parties to an arbitration proceeding of any

information disclosed to the Director under this Rule unless the arbitrator who disclosed

the information withdraws from being considered for appointment voluntarily and

immediately after the arbitrator learns of any interest or relationship described in

paragraph (a) that might preclude the arbitrator from rendering an objective and impartia

determination in the proceeding.

([d]€e) [Prior to the commencement of the first hearing session] Prior to the

commencement of the earlier of (i) thefirst prehearing conference or (ii) the first hearing,

the Director [of Arbitration] may remove an arbitrator based on information disclosed
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pursuant to this Rule. [The Director of Arbitration shall also inform the parties of any
information disclosed pursuant to this Ruleif the arbitrator who disclosed the information
IS not removed.]

(f) After the commencement of the earlier of (i) the first prehearing conference

or (ii) thefirst hearing, the Director’ s authority to remove an arbitrator from an arbitration

panel ceases.

Rule 10313. Disqualification or Other Disability of Arbitrators

In the event that any arbitrator, after the commencement of the first hearing
session but prior to the rendition of the award, should become disqualified, resign, die,
refuse or otherwise be unable to perform as an arbitrator, the remaining arbitrator(s) shall
continue with the hearing and determination of the controversy, unless such continuation
is objected to by any party within 5 days of notification of the vacancy on the panel.
Upon objection, the Director [of Arbitration] shall appoint a replacement arbitrator to fill
the vacancy and the hearing shall continue. The Director [of Arbitration] shall inform the
parties as soon as possible of the name and employment history of the replacement
arbitrator for the past 10 years, aswell asinformation disclosed pursuant to Rule 10312.
A party may make further inquiry of the Director [of Arbitration] concerning the

replacement arbitrator’ s background. If the arbitration proceeding is subject to Rule

10308, the party may exercise his or her right to challenge the replacement arbitrator

within the time remaining prior to the next scheduled hearing session by notifying the

Director in writing of the name of the arbitrator challenged and the basis for such

challenge. If the arbitration proceeding is not subject to Rule 10308, [and] within the
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time remaining prior to the next scheduled hearing session or the 5 day period provided
under Rule 10311, whichever is shorter, a party may exercise the party’ s[its] right to
challenge the replacement arbitrator as provided in Rule 10311.

Rule 10315. Designation of Time and Place of First M eeting [Hearing]

The Director shall determine [T]the time and place of the first meeting of the

arbitration panel and the parties, whether the first meeting is a pre-hearing conference or a

hearing, [initial hearing shall be determined by the Director of Arbitration and each
hearing thereafter by the arbitrators.] and shall give [N]notice of the time and place [for
theinitial hearing shall be given] at least [eight (8)] 15 business days prior to the date
fixed for the first meeting [hearing] by personal service, registered or certified mail to
each of the parties unless the parties shal, by their mutual consent, waive the notice

provisions under this Rule. The arbitrators shall determine the time and place for all

subsequent meetings, whether the meetings are pre-hearing conferences, hearings, or any

other type of meetings, and shall give [N]notice [for each hearing thereafter shall be

given| asthe arbitrators may determine. Attendance at a meeting [hearing] waives notice

thereof.

b. Not applicable.

c. Not applicable.
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2. Procedures of the Salf-Requlatory Organization

a. The proposed rule change was approved by the Board of Directors of NASD
Regulation (“NASD Regulation Board”) at its meeting on September 20, 1996, which
authorized the filing of the proposed rule change with the SEC. The proposed rule
change was amended by the NASD Regulation Board on November 15, 1996. The
Nasdaq Stock Market, Inc. (“Nasdag”) has been provided an opportunity to consult with
respect to the proposed rule change, pursuant to the Plan of Allocation and Delegation of
Functions by NASD to Subsidiaries. The NASD Board of Governors (“NASD Board”)
had an opportunity to review the proposed rule change at its meetings on October 3, 1996,
and January 28, 1997. No other action by the NASD is necessary for the filing of the
proposed rule change. Section 1(a)(2) to Article VI of the By-Laws permits the NASD
Board to adopt amendments to the Rules without recourse to the membership for
approval.

The NASD will announce the effective date of the proposed rule changein a
Notice to Members to be published no later than 60 days following Commission
approval. The effective date will be 30 days following publication of the Notice to
Members announcing Commission approval.

b. Questionsregarding thisrule filing may be directed to Sharon Zackula,
Assistant General Counsel, Office of General Counsel, NASD Regulation, at (202) 728-

8985.
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3. Sdlf-Regulatory Organization's Statement of the Purpose of, and Statutory Basis

for, the Proposed Rule Change

a Purpose

(1) Background

(A) Recommendations of the Task Force

The Arbitration Policy Task Force (“Task Force”) in Securities Arbitration

Reform: Report of the Arbitration Policy Task Force To the Board of Governors of

NASD (“Task Force Report”), published in January 1996, made fourteen broad

recommendations to the NASD Board to improve the securities arbitration process
administered by the NASD. Recommendation No. 8 provided: “Arbitrator selection,
quality, training, and performance should be improved by various means, including
adoption of alist selection method, earlier appointment of arbitrators, enhancement of
arbitrator training, and increased [arbitrator] compensation.”?

The Task Force recommended that the NASD adopt “avariant of the AAA’s
method of selecting arbitrators’ (“Recommendation One”).®> Under the system proposed
by the Task Force:

the parties would be provided with three lists of candidates:
(i) alist of public arbitrators qualified to be panel chairsto

contain no fewer than three names, (ii) alist of other public

arbitrators, to contain no fewer than five names; and (iii) a

2 Task Force Report at 2.

3 Task Force Report at 94.
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list of industry arbitrators, to contain no fewer than five
names. Each party could strike names from any of the lists
and would then rank the remaining names on each list in
order of preference. If mutually agreeable arbitrators are not
selected, new lists would be provided for each category in
which agreement was not reached. This process would
continue for no more than three rounds. If, at the end of
three rounds, an industry and two public arbitrators, one
qualified as a panel chair, had not been chosen, the NASD
Arbitration Department would appoint the remaining
arbitrator or arbitrators. Arbitrators selected by the staff
could be challenged only for cause. (Footnotes omitted)”

The Task Force also made two other recommendations to implement
improvements in the selection of arbitrators. The Task Force recommended that the
appropriate NASD staff (now NASD Regulation’s Office of Dispute Resolution
(“ODR™)) should be able to exercise flexibility in designating arbitrators as either
“public” or “industry” (“Recommendation Two”).> In addition, the Task Force

recommended that arbitrators be placed on the selection lists on arotating basis to

4 Task Force Report at 94-95.

® Task Force Report at 96.
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promote more frequent selection of arbitrators who complete an arbitrator training
program (“ Recommendation Three”).°

(B) Parties Consulted In Development of Rule

NASD Regulation considered the Task Force’' s recommendations at length.
NASD Regulation also consulted with its National Arbitration and Mediation Committee
(“NAMC"),” the Securities Industry Conference on Arbitration (“SICA”),2 PIABA, the
staff of the SEC, and others about the efficacy of the proposals. All persons consulted
favored the selection of arbitrators by the parties using some form of list selection. In
addition, most were in favor of developing a system featuring the capability, when
appropriate and as technologically feasible, to generate the arbitrator lists from a
computer programmed to incorporate relevant selecting factors, such as geographic
proximity of an arbitrator to the proposed site of the hearing, subject matter expertise, and
classification of an arbitrator as a public arbitrator® or a non-public arbitrator,'° rather
than developing a system in which the lists of arbitrators to be forwarded to parties for

ranking would be generated solely on the basis of ODR’ s judgment.

® Task Force Report at 97.

"The NAMC is a balanced committee of NASD Regulation. Committee members are individuals with broad

and diverse experience in securities arbitration and mediation as representatives of investors, firms, firm
employees, and neutrals (arbitrators and mediators).

8 The membership of SICA is diverse and includes persons representing the interests of public customers

(including members of the Public Investors Arbitration Bar Association (“PIABA™)), representatives from the
self-regulatory organizations, and the Securities Industry Association (“SIA”).

® The term “public arbitrator” is defined in proposed Rule 10308(a)(5).

10 The term “non-public arbitrator” is defined in proposed Rule 10308(a)(4).
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(C) Genera Principles Underlying Proposed Rule Change

NASD Regulation recommends as a general principle that partiesin arbitration be
given more input into the selection of arbitrators. In furtherance of this principle, NASD
Regulation has developed arule providing that, in a one-arbitrator panel case, the parties
to the arbitration will be provided alist of public arbitrators, and, in athree-arbitrator
panel case, the parties will be provided alist of public and alist of non-public
arbitrators.™* The parties will use the lists to express numerical preferences for the
arbitrators listed and those rankings will determine the outcome of the arbitrator selection
process, unless al ranked arbitrators decline to serve because they are unavailable, recuse
themselves, or are disqualified because of conflicts of interest.

Thelist or lists of arbitrators will be generated from an arbitrator database by a
computer to further fairness and neutrality. This automated system is the Neutral List
Selection System (“NLSS’).*> However, to preserve the exercise of discretion and
judgment when appropriate and to act on behalf of a party’ s request, when a party or
parties express a request for a process that may legitimately be considered in the selection
of an arbitration panel but that NLSS is not capable of performing, or request an
arbitration panel that may not be “selected” or “sorted” using the NLSS, the Director of

Arbitration (“Director”) may supplement the NL SS process.

n In this rule filing, for ease of reference the discussion of the process of selecting an arbitration

panel focuses more on the selection of a three-person arbitration panel than a one-person panel because the
process of selecting one arbitrator is simpler and much less frequently employed.

12 The term “Neutral List Selection System” is defined in proposed Rule 10308(a)(3).
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In developing an arbitrator list selection rule to implement the Task Force's
Recommendation One, NASD Regulation concluded that there were not enough
arbitrators on the arbitrator roster of the ODR to provide sufficient names for three
selection rounds. In addition, although NASD Regulation aso initially considered a two-
round, two-list selection method, NASD Regulation concluded that the operational
burdens of administering such a process, especialy given the limited number of
arbitrators relative to the large caseload, would be too great. Also, NASD Regulation was
concerned that a two-round, two-list selection method would make the process of
appointing arbitrators too lengthy and would be too costly. Accordingly, NASD
Regulation is proposing that the list selection rule contain a single-round, two-list
selection process as set forth in greater detail below.

Notwithstanding, NASD Regulation’s proposed rule change implements the
fundamental aspect of Recommendation Onein that it sets forth alist selection process
that allows the parties to play the dominant role in selecting their arbitrators. In this
proposed rule filing, NASD Regulation is also implementing Recommendation Three by
placing arbitrators on arotating list. By implementing Recommendations One and Three,
the list selection process will function primarily through the operation of the NLSS,
supplemented by the actions and judgments of the Director, but only when required to
effect the appointment of a panel.

NASD Regulation is not implementing the Task Force's Recommendation Two
that NASD staff should have discretionary authority regarding the classification of an

arbitrator. Applying the explicit standards set forth in proposed paragraph (a), ODR will
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designate an arbitrator as either “public” or “non-public” (i.e., “industry”) based upon the
information provided about the person. At thistime, NASD Regulation believesthat it is
impracticable to grant to the Director or the ODR the discretion or flexibility to modify
the classification of an arbitrator based on information or criteria other than that which is
set forth in the defined terms of “public arbitrator” or “non-public” arbitrator.
Perceptions and expectations of participants about the backgrounds of potential
arbitrators indicate that the participants do not believe that this flexibility would enhance
the arbitrator selection process.™®

NASD Regulation believes that the proposed methodology for selecting
arbitrators will benefit investors, firms, associated persons, and other users of the
arbitration forum. First, proposed Rule 10308 and NL SS, the technology developed to
implement key parts of the proposed Rule, provide a system for selecting arbitrators that
allows parties to have the greatest impact in the composition of their arbitration panel.
Second, Proposed Rule 10308 is a more streamlined process than the process envisioned
in the Task Force's Recommendation One. Third, proposed Rule 10308, a single-round
process, will be less costly. Fourth, the proposed process borrows from the process used
successfully for some time by the American Association of Arbitration (*AAA”), the

largest domestic arbitration forum sponsor.

B However, the ODR will have authority to change the classification of an arbitrator already

classified in the NL SS based upon new information (e.g., an arbitrator changes his or her employment and, after
such change, the arbitrator fits the criteria for a non-public arbitrator, rather than the criteria for a public
arbitrator).
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(2) Description of Proposed Rule Change

The proposed rule change, which only governs the selection of arbitratorsin cases

involving public customers, is divided into five parts. Paragraph (a) contains definitions.
In paragraph (b), NASD Regulation specifies how the lists of public and non-public

arbitrators will be compiled and forwarded to the parties. Paragraph (c) specifies how the
partiesindicate their preferences by numerical rankings and how the Director reconciles
the preferences of the parties, selects the arbitrators, selects the chairperson if the parties
do not make the selection, and, if necessary, disqualifies an arbitrator before the arbitrator
isappointed. Paragraph (d) describes generally how parties and the Director may remove
aperson from serving as an arbitrator if the person has a conflict of interest or abias.
Paragraph (e) specifiesthat the Director has discretionary authority to resolve issues
arising in the administration of the list selection process.

There are several other rulesin the Rule 10000 Series that NASD Regulation must
amend in order to make the Rule Series 10000 consistent. The proposed amendments to
those rules are discussed at the end of the discussion of the proposed changesto Rule

10308. See Miscellaneous Related Proposed Rule Changes, infra. Finally, NASD

Regulation requests comments on the proposed rule change, including one important

specific topic set forth separately below. See Request for Comments on Specific Issue,

infra.

(A) Definitions -- Paragraph (a)

Paragraph (a) of the proposed rule change contains seven definitions: “day,”

“claimant,” “Neutral List Selection System,” “non-public arbitrator,” “public arbitrator,”
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“respondent” and “send.” “Public arbitrator,” “non-public arbitrator,” and “Neutral List
Selection System” are the three terms that are central to understanding how proposed
Rule 10308, the proposed list selection rule, will operate.

In proposed paragraph (8)(4), a“non-public arbitrator” is defined as a person who
is otherwise qualified to be an arbitrator and is employed in or retired from the securities
or commodities industry or in arelated position in the banking industry. Therule
includesin the definition a person who is a professional, such as alawyer or an
accountant, who has a substantial client base that is engaged in the securities or
commoditiesindustry, or in arelated banking activity described in therule. Specificaly,
for arbitrator classification purposes, a non-public arbitrator is a person who:

(A) is, or within the past three years, was:

(i) associated with a broker or adealer (including a government or
amunicipal securities broker or dedler);

(ii) registered under the Commodity Exchange Act;

(iif) amember of a commodities exchange or aregistered futures
association; or

(iv) associated with a person or firm registered under the
Commodity Exchange Act;
(B) isretired from engaging in any of the business activitieslisted in

subparagraph (4)(A);

(C) isan attorney, accountant, or other professional who has devoted 20

percent or more of his or her professiona work, in the last two years, to clients
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who are engaged in any of the business activities listed in subparagraph (4)(A); or

(D) isan employee of abank or other financial institution and effects
transactions in securities and commodities futures or options or supervises or
monitors the compliance with the securities and commodities laws of employees
who engage in such activities.

The definition largely retains the existing definition in the Rule 10000 Series (the
Code of Arbitration) of an arbitrator who is deemed to be “from the securities industry,”
but it adds to that defined term persons employed by banks and other financia institutions
who are engaged in securities activities or in the supervision of such activities.

The second key defined term, “public arbitrator,” is defined in paragraph (a)(5).
“Public arbitrator” generally means a person who is otherwise qualified to serve as an
arbitrator and is not engaged in the conduct of, or business activities that indicate an
affiliation with, the securities industry or the related industries. Thus, in order to be
classified as a public arbitrator one may not be engaged in any of the activities listed
under the definition of “non-public arbitrator” in paragraphs (a)(4)(A) through (D), set
forth above. The definition generally excludes. a person currently employed in the
securities or commodities industry or a person retired from such business activities; a
professional who devotes 20 percent or more of hisor her time to securities industry
clients; and an employee of abank or other financial institution who is engaged in
securities activities or in the supervision of such activities.

In addition, a spouse or an immediate family member of a current or retired

member of the securities or commodities industry, or a person engaged in any of the other
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types of business activities that require one to be classified as a“non-public arbitrator,” is
also excluded from being a“public arbitrator” because such persons economic interests
are too closely tied to those of the securities or commodities industry, even though such
spouses and immediate family members may not be directly involved in the relevant
business activities. “Immediate family member” is defined with reference to the person’s
familial or economic ties to the person associated with the securities or commodities
industry.™ Proposed Rule 10308(a)(5)(B). A person who has a close familial, personal,
or economically dependent relationship with an associated person may be viewed as
possessing abiasin favor of the securities or commodities industry even though he or she
is not involved directly with the identified industry.™

Thethird key defined term, “Neutral List Selection System,” defines the new
software program that will implement the proposed list selection rule. NASD Regulation

defines “Neutral List Selection System” as “the software that maintains the roster of

1 “|mmediate family member” means:

(i) afamily member who shares a home with a person engaged in the conduct or
activities described in paragraphs (a)(4)(A) through (D);
(if) a person who receives financial support of more than 50 percent of his or her
annual income from a person engaged in the conduct or activities described in paragraphs
(&(4)(A) through (D); or
(iii) a person who is claimed as a dependent for federal income tax purposes by a
person engaged in the conduct or activities described in paragraphs (a)(4)(A) through (D).
s A small group of persons will be excluded from serving as either public or non-public arbitrators
(e.g., spouses and immediate family members of registered representatives). Excluded by subparagraph (a)(5)
from serving as public arbitrators, such persons are also excluded from serving under subparagraph (a)(4) as
non-public arbitrators because a non-public arbitrator must have the professional securities experience (or the
related qualifications) listed in subparagraph (8)(4). For example, unless the spouse of a registered
representative was also employed in the securities or commodities industry (or engaged in one of the business
activities related to the securities industry), that person might not possess securities industry experience (or the
related qualifications) and therefore could not serve as a non-public arbitrator. In addition, because of the
marital relationship, the spouse would be excluded from serving as a public arbitrator.
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arbitrators and performs various functions relating to the selection of arbitrators.”
Proposed Rule 10308(a)(3). Among other things, NLSS will maintain the roster of
arbitrators, identify arbitrators as public or non-public, screen arbitrators for conflicts of
interest with parties, list arbitrators according to geographic hearing sites and, on
occasion, by expertise, and consolidate the numerical rankings that parties assign to listed
arbitrators.

Two other terms, “claimant” and “respondent,” are defined in paragraph (a) to
simplify certain aspects of the rule. Under proposed Rule 10308(a)(2), if one or more
persons files asingle claim they will be treated as one claimant. A parallel definitionis
proposed for respondents; one or more persons who file the same answer will be treated
as one respondent. Proposed Rule 10308(a)(6). The ODR views claimants who file one
claim or respondents who file one answer as generally having sufficiently similar interests
in the outcome of the proceeding to be considered as one party for purposes of the list
selection process.’® This approach will simplify consolidating the parties preferences for
arbitrators described below."

(B) Composition of Arbitration Panel; Compilation of Lists of

Under proposed Rule 10308(b)(1), the rule sets forth the number of arbitrators

that the Director should appoint to a panel, general panel composition requirements, and

The consolidation process in described in greater detail below. However, it should be noted that a

group of claimants that does not file a single claim, or, similarly, a group of respondents that does not file a
single answer, does hot obtain an advantage in the consolidation process or in the weighting of their preferences
for arbitrators. For example, if in a case there are two claimants who are not viewed as one claimant under the
rule, and one respondent, the two claimants’ arbitrator rankings will be weighted as only 50% of the total; the
one respondent’ s arbitrator rankings will be weighted as the other 50%.

17

Theterms*“day” and “send” are also defined in paragraph (a).
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exceptions to those requirements. |f the claim is $50,000 or less, the claim will be heard
by asingle public arbitrator, unless the parties agree otherwise. Proposed Rule 10308
(b)(L)(A)(i). If the claim is more than $50,000, a panel of two public arbitrators and one
non-public arbitrator will hear the dispute, unless the parties agree otherwise. Proposed
Rule 10308(b)(1)(A)(ii). Under proposed paragraph (b)(1)(B), a clamant with aclaim
valued greater than $25,000 and not more than $50,000 may request a three-person
arbitration panel.*® Whether for a one-person panel or a three-person panel, the
requirement that public arbitrators be empaneled is for the protection of investors, and
parties may agree to waive this compositional requirement.

When the parties agree to change the composition of an arbitration panel from that
set forth in proposed paragraph (b)(1)(A)(i) or (ii), references in the balance of theruleto
apanel must be interpreted according to the panel composition that the parties have
chosen. For example, if the parties agree to a panel composed of three public arbitrators,
under proposed paragraph (c)(1)(C) the parties would rank alist of public arbitrators only,
since the Director would not send the parties alist of non-public arbitrators. In addition,
parties should be aware that if the panel composition varies from that provided in
proposed paragraph (b)(1)(A)(i) or (ii), NLSS is not capable of processing all such
combinations. NLSS can generate the lists and consolidate the rankings for a one-person
panel of either public or non-public classification. For athree-person panel, NLSS can

generate the lists and consolidate the rankings for a panel composed of one non-public

18 Obtaining a three-person panel under this subparagraph then obligates the parties to pay hearing

session deposit fees for a three-person panel under Rule 10332.
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and two public arbitrators or three non-public arbitrators. NLSS cannot process requests
for apanel composed of one public arbitrator and two non-public arbitrators or three
public arbitrators.™

Under proposed paragraphs (b)(2) and (b)(3), the Director will send lists of names
of arbitrators for ranking to the claimant and the respondent. As noted above, by
operation of paragraph (@) of the proposed rule, a group of claimants who have filed one
complaint will be viewed as one claimant; the same treatment is accorded to respondents
who file asingle answer. Thus, when reviewing the lists and otherwise taking action
under the proposed rule, one or more persons viewed as one claimant must act jointly,
and one or more persons viewed as one respondent must act jointly.

When only one arbitrator will hear the proceeding, the Director will send to the
parties one list of public arbitrators. Proposed Rule 10308(b)(2). When three arbitrators
will hear the proceeding, the Director will send the parties two lists, one containing the
names of public arbitrators and the other containing the names of non-public arbitrators.

Proposed Rule 10308(b)(3).

(i) Director’s Minimum Numbersfor Lists
Proposed Rule 10308 is flexible, and although subparagraphs (b)(2)and (b)(3) do
not set afixed ratio of arbitrators or a minimum number of arbitrators that ODR must list,
ODR has established the following guidelines. For a panel of one arbitrator, the Director

intends to provide five names of public arbitrators whenever possible, but not less than

19 Although in theory the parties could agree to an arbitration panel composed of three public

arbitrators, experience indicates that a panel of this type for disputes involving customers is ailmost never
convened.
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three names. For apanel of three arbitrators, the Director intends to provide lists that
contain up to 10 public arbitrator names and five non-public arbitrator names; when that
is not possible, the Director will provide a public arbitrator list of not less than six names,
and anon-public arbitrator list of not less than three names. In addition, asillustrated by
the example of the minimum numbers set forth above, to the extent possible, for athree-
person panel, the list of public arbitrators will contain approximately twice as many
names as the list of non-public arbitrators. The Director’s ability to provide full lists of
names will vary and is dependent on the number of available arbitrators and the local
demands on the arbitrator roster. Circumstances may arise where asmall arbitrator roster
in aparticular hearing location (e.g., Richmond, Va., Norfolk, Va., Alaska, or Hawaii),
combined with a high demand for arbitrators, will prevent the Director from meeting the
objectives.

To address possible arbitrator shortages, the Director plans to combine arbitrators
from proximate hearing locations when necessary. For example, under proposed
paragraph (b)(2), the list to be sent to the parties should contain, at a minimum, three
names of public arbitrators. If, with one hearing location coded into NLSS, NL SS does
not generate the names of three public arbitrators, the Director will return to NLSS, add a
second hearing location code, and generate alist of public arbitrators that will include the
additional arbitrators. The second hearing location coded will be one that is
geographically proximate to the first hearing location code used (e.g., for a Richmond,
Va. hearing, the Richmond hearing location code will be used first, and then the Atlanta

or the Washington, D.C. hearing location code could be added). The additional process
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in NLSS will be performed at no additional cost to the parties. The same process will be
used to address any shortages in arbitrators under the lists prepared under proposed
paragraph (b)(3).

(if) NLSS Functions and Capabilities

Proposed paragraphs (b)(2), (3), and (4) together set forth the four factors which
are used by NLSS to generate the list or lists of arbitrators by “selecting” or “sorting” the
NLSS database. The four factors are arbitrator classification, hearing location code,
rotation, and identified conflicts of interests.

To generate alist, NLSS performs the following steps. NLSSfirst identifies the
subgroup of arbitrators by classification (public or non-public arbitrators). NLSS then
identifies those arbitrators in the same hearing location as the arbitration. Theresfter,

NL SS selects such public or non-public arbitrators who are located in the hearing location

in rotation from the NLSS database.® Finally, NLSS excludes from the selection an

% The NLSS rotation feature also may be described as a “first-in-first-out” feature. For a case that will be

heard by one public arbitrator, the following steps would apply. As an arbitrator’s name rises to the top of the
list of all arbitrators who are, for example, public arbitrators and found in one hearing location, the arbitrator’s
name will be generated by NLSS, absent an identified conflict of interest, on alist for ranking by parties to an
arbitration. Once the arbitrator’s name is sent to the parties, even if the arbitrator is later not appointed an
arbitrator for the panel, NLSS places such arbitrator at the bottom of the computerized NLSS list. Thus, an
arbitrator may be listed, and thereafter rotated to the bottom of the NLSS list even if: (1) the arbitrator recuses
him or herself; (2) the arbitrator is not ranked highly enough by the parties to be appointed or the arbitrator was
struck; or (3) the arbitrator is ranked highly enough to serve, is contacted, has no conflict of interest or bias that
would disqualify him, but is unavailable to serve.

When a three person panel will be appointed, generaly two public arbitrators and one non-public
arbitrator are needed. For the generation of the list of non-public arbitrators and the list of public arbitrators, the
same process would be used. For the selection of the non-public arbitrators, the first five non-public arbitrators
in the system will be rotated forward for the first arbitration case. However, if, for example, the case is against
Firm X and the first person that NLSS generates, Arbitrator A51000, is employed by Firm X, NLSS will not
select Arbitrator A51000 but will skip over him or her and will list the next person classified as a non-public
arbitrator. Arbitrator A51000 will remain at the top of the internal NL SS rotating list for non-public arbitrators,
and the NLSS will generate his or her name when next requested to produce the names of non-public arbitrators
for a case in the same hearing location. The process for obtaining the list of public arbitratorsis the same.
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arbitrator subject to aclear conflict of interest with one of the parties.?* Proposed Rule
10308(b)(4).

Although some who participated in devel oping the proposed rule suggested
selecting arbitrators on arandom basis, NASD Regulation selected the rotation method
instead. Among other things, random number selection algorithms in computer
programs are extremely difficult to design, and such algorithms ultimately do not produce
mathematically perfect randomness. If NASD Regulation used an imperfect random-
selection software program, over time, some arbitrators would be chosen more often than
others. Arbitrators chosen less often or not at all would be underutilized even though
they might be highly qualified. By using arotation method, al arbitrators on the roster
will be placed on a selection list with the same regularity.

Under proposed paragraph (b)(4)(B), the automated NL SS selection process that
generates the arbitrators may be altered in order to accommodate a fifth factor, expertise.
Expertise has three subcategories: (1) subject matter expertise (also known as a
controversy code); (2) security expertise (also known as a security code); and (3) case
expertise (al'so known as a qualification code).

Two of these types of expertise, subject matter expertise and security expertise, are
factors that may beincluded inthe NLSS' selection or sorting process at the option of a

party as provided in proposed paragraph (b)(4)(B). These are discussed in the following

2L NLSS can identify only obvious, disclosed conflicts of interest. For example, NLSS recognizes a

conflict of interest when the member firm that is the respondent is also the employer of an arbitrator rotating
forward in NLSS. NLSS would not list such a person on a non-public arbitrator list being generated for that
case.
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paragraphs. The third type of expertise, case expertise, will be afactor in the NLSS
selection process at the option of the Director or at the request of the parties; the category
isvery narrow and itsuse is primarily to aid in the administration of acase. Case
expertise contains only three subcategories: injunctive relief cases; employment law
cases, and large and complex cases. Only one of the subcategories, that identifying
expertise in large and complex cases, isrelevant for any customer arbitration and is very
infrequently utilized.”  When used, the NLSS will search for the names of arbitrators, if
such arbitrators exist, in the appropriate hearing location with expertise in large and
complex cases.

As noted above, the two types of expertise that may be factorsto be included in the
NLSS's selection or sorting process at the option of a party are subject matter expertise
and security expertise. First, aparty may request for listing arbitrators who possess
certain types of subject matter expertise.”® Thus, although NLSS will always “sort” or
“search” for arbitrators according to the four primary factors (arbitrator classification,
hearing location code, rotation, and identified conflicts of interest), when a party requests
that the lists include arbitrators with subject matter expertise, the NLSS will add the
additional factor and sort or select for placement on the lists some arbitrators having the
subject matter expertise identified. However, the Director is not obligated to provide a

list that contains one or more arbitrators having the requested subject matter expertise

2 The two other types of case expertise, expertise involving injunctive relief and employment issues,

are used only in intra-industry arbitrations.
= An arbitrator is deemed to have certain subject matter expertise if he or she represents on an
NASD arbitration intake form that he or she possessesit. ODR does not verify such representations.
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because (1) such arbitrators may not be available in the applicable hearing location; or,
(2) even if such persons exist in the hearing location, the NLSS or the Director may be
required to exclude them from the lists under another provision of the proposed rule (e.g.,
aconflict of interest identified by the ODR upon areview of the proposed arbitrator’s
Central Registration Depository (“*CRD”) record, discussed below). In addition, NLSS
currently islimited to those areas of subject matter expertise that have been coded for the
NLSS and, if not coded into the NLSS, ODR does not have the administrative capacity to
identify arbitrators who might possess in-depth knowledge in the desired subject (e.g.,
bankruptcy is not a category of expertise identified in the NLSS; “churning” and
“suitability” are subject matter categories that are identified.)*

The second subcategory of expertise, security expertise, is also added to the NLSS
selection process at the option of aparty. There are 22 security subcategories, listing
various types of securities or other financial instruments (e.g., common stock, municipal
bonds, stock index futures, Ginnie Maes, etc.) , and a party may indicate whether
expertise regarding a particular instrument is desired. The same procedure described
above regarding NL SS selection to accommodate the additional factor of subject matter
expertise will apply if aparty optsto include security expertise in the NLSS selection
process. If available in the hearing location, certain arbitrators may be added to the
arbitrator lists generated by NLSS. However, the Director is not obligated to provide a

list that contains one or more names having the requested security expertise.

2 The areas of subject matter expertise that are coded in NLSS are those that previously have been

identified in arbitrator disclosure forms. NASD Regulation plans in the future to update and to amend the
designated subject matter areas. At that time, NASD Regulation will make corollary changesto NLSS.
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(@iii)  Conflicts-of-Interest

During the preparation of the arbitrator lists, two types of conflict-of-interest checks
will occur. Thefirst isthe check for conflicts of interests between parties and potential
arbitrators that will be performed as part of the automated NL SS process that was noted
above.® The second process will be areview for conflicts of interest performed manually
by ODR.

The second review for conflicts of interest will occur after the NLSS creates alist of
arbitrators, but before the list isfinalized. ODR will perform areview based upon
information that each arbitrator discloses to ODR?® and, for non-public arbitrators,
additional information found in the CRD. After areview of available information, ODR
may remove an arbitrator based upon such disclosure.”” See also proposed amendments
to Rule 10312. ODR'’s screening for a conflict of interest will avoid limiting the parties
choiceslater. ODR will eliminate arbitrators from alist who would almost certainly be
disgualified at alater stage in the proceeding due to a conflict of interest. If arbitrators
are eliminated during this process, ODR will replace them by returning to NL SS so that
the minimum number of public arbitrators, and, if applicable, non-public arbitrators, are

on thelist or lists that will be mailed to the parties.

» See discussion regarding proposed Rule (b)(4)(A) and n. 21, supra.

% Under current Rule 10312, a person who wishes to be considered for appointment as an arbitrator
must make disclosures to the Director of certain financial, business, employment, and personal information for
the purpose of determining whether any interest, relationship or circumstances exists that might preclude a
person, if appointed to an arbitration panel, from rendering an objective and impartial decision. The obligation
to disclose isa continuing one. Rule 10312(c).

z At this stage of the arbitrator appointment process, ODR staff would not make telephone inquiries.
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After the parties receive the lists, the parties also will have the ability to review
information disclosed by the potential arbitrators to determine if a conflict of interest
exists. Under proposed paragraph (b)(6), for each arbitrator listed, the Director will
provide the parties with the arbitrator’ s employment history for the past 10 years and any
other information disclosed by the arbitrator under Rule 10312. This information may
disclose a conflict of interest between a party and the arbitrator listed and permits the
parties to make more informed decisions during the process of ranking and striking the
listed arbitrators. Under paragraph (b)(6), the parties may request additional information
from the arbitrators; any response by an arbitrator is forwarded to all parties. If a party
identifies a conflict of interest, the party’ s remedy isto strike the person from the list, in
the process described in greater detail below. Proposed Rule 10308 (¢)(1)(A).

(iv)  Transmittal to Parties

The Director shall send the liststo all parties approximately 30 days after the
respondent’s answer is due, or, if there are multiple respondents, approximately 30 days
after the last answer isdue. If thereisathird-party claim, the Director shall send the lists
approximately 30 days after the third-party respondent’ s answer isdue or, if there are
multiple third-party respondents, approximately 30 days after the last answer is due.
Proposed Rule 10308(b)(5). Under proposed paragraph (a)(7), “send” means to send by
first class mail, facsimile, or any other method available and convenient to the parties and
the Director, and the lists and all other transmissions between the parties and the Director

shall be sent using one of these methods.
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(C) Striking, Ranking, and Appointing Arbitrators -- Paragraph ()

Generally, paragraph (c) of the proposed rule sets forth the method by which a party
strikes and ranks arbitrators and the procedures ODR will use to consolidate the parties
preferences and appoint an arbitration panel. Under paragraph (c), the parties rank the
arbitrators on the list according to the parties’ preferences, and strike arbitrators to
remove them from consideration. Proposed paragraph (c) will implement the most
important feature of the list selection rule, that of allowing a party to exercise significant
influence over the composition of the party’ s arbitration panel.

() Striking and Ranking Arbitrators

Proposed paragraph (¢)(1) provides the basic structure for the parties to exercise
their influence in selecting arbitrators for their arbitration proceeding. First, each
claimant and each respondent strike any one or more arbitrators from the list (or lists, if
there are two lists) for any reason, including the party’ s concern that the arbitrator may
have a conflict of interest. Second, the party ranks each arbitrator remaining on the list by
assigning the arbitrator a different numerical ranking. A “1” rank indicates the party’s
first choice, a“2” indicates the party’ s second choice, and so on, until al the arbitrators
areranked. When a party receives onelist of public arbitrators and one list of non-public
arbitrators, the party must rank arbitrators on each list separately. Proposed Rule
10308(c) (1). Asnoted above, al claimants who file asingle claim are treated as one
claimant; and similar treatment is accorded to al respondents who file one answer. Thus,
frequently, persons must act jointly to determine which arbitratorsto strike and how to

rank the remaining arbitrators on the listsin order for persons who are parties to have
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their preferences for arbitrators weighed appropriately. Moreover, even when all
claimants do not file asingle claim (or all respondents do not file a single answer), the
party claimants (or the party respondents’) rankings will be consolidated prior to the
consolidation that occurs of claimant and respondent rankings, where the party claimants
(or party respondents) do not submit one set of rankings. See proposed Rule 10308
(©(D)(D).

Under proposed paragraph (c)(2), each party’ s lists of arbitrators reflecting the
party’s strikes and rankings must be returned to the Director not later than twenty days
after the Director’ s letter communicating the lists was sent. If a party does not timely
return the lists, the Director shall treat the party as having retained all the arbitrators on
the lists and as having no preferences. If the lists are returned but a party fails to rank an
arbitrator on alist, the Director will assign the arbitrator the next lower ranking after the
lowest-ranked arbitrator on that list. For example, if aparty ranks arbitratorson alist
containing ten public arbitrators by striking six arbitrators and ranking arbitrators A, B,
andC,as"“1,” “2,” and “3,” respectively, and fails to rank public arbitrator D, ODR will
assign arbitrator D aranking of “4.”

If aparty failsto rank more than one arbitrator on the same list or gives two or more
arbitrators on the same list the same numerical ranking, then the Director shall rank the
multiple, unranked arbitrators in the same order of preference that the list originally
generated by NL SS reflected and transmitted to the parties for their ranking. (When
NLSS generates a list, the person listed first is ranked as high or higher by NLSS

selection factors than the person listed second, third, and so on. Generally, this NLSS



Page 43 of 118

ranking is not relevant because the ranking by the partiesis the basis for appointing
arbitrators. NLSS “ranking” only becomes relevant when the parties fail to rank, or
improperly rank multiple arbitrators on alist.)®

(i1) Consolidating Parties Rankings

After the claimant and respondent have returned their lists to the Director, the
Director implements the parties’ preferences for arbitrator selection using the process
described in proposed paragraph (c)(3). Under proposed paragraph (c)(3), the Director,
using the NLSS, creates a consolidated list of the public arbitrators, and, if non-public
arbitrators are also ranked, a second consolidated list of non-public arbitrators, using a
one or two-step consolidation process.

Since generally all parties who file asingle claim are treated as one claimant and all
respondents who file one answer are treated as one respondent, in most cases, the
Director will consolidate the parties' preferences for arbitrators using a one-step process.
The Director will add the consolidated rankings of the claimant and the respondent to

produce a single consolidated list for the public arbitrators and, if necessary, a second

% In this process, when only the four factors are considered in the NLSS-list generation process (e.g.,

arbitrator classification, hearing location code, rotation, and no identified conflicts of interest), the person who
has taken part in the fewest list selection processes (i.e., having a higher rotation humber) would be placed
higher on the NLSS-generated list than a person who has participated in more list selection processes. (E.g., P,
a public arbitrator in Richmond, Virginia who has participated in the list selection process six times would be
listed more highly by NLSS than Z, a public arbitrator from Richmond, Virginia who has participated in the list
selection process seven times, if both were generated for the same list. Therefore, if a party failed to rank both P
and Z, the Director would refer to the original NLSS-generated list and rank P more highly than Z ). If
additional factors are introduced, such as subject matter expertise, those persons having the greatest cluster of
desired factors or characteristics would be listed most highly on the NLSS-generated lists and that ordering
would be used by the Director for the default “ranking” process that is used only when the parties fail to rank
multiple arbitrators.
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consolidated list for the non-public arbitrators. Proposed Rule 10308(c)(3). NLSS

performs the consolidation functions.

When there are multiple claimants or respondents, the Director will use atwo-step
consolidation process. First, the Director will consolidate all rankings of the multiple
claimants or respondents. For example, if there are two respondents, R #1 and R #2, the
rankings of R #1 and R #2 are added together, resulting in one consolidated respondent
ranking for each listed public arbitrator and a second consolidated respondent ranking for
each listed non-public arbitrator. Thisfirst step in the two-step consolidation process
may be avoided by cooperation. The parties may file alist to which the parties have
jointly agreed. Proposed Rule 10308(c)(1)(D). Thefirst step of the consolidation process,
consolidating all the preferences of multiple claimants and, separately, those of multiple
respondents, prevents numerous parties on one side of the case from unfairly affecting the
selection of the arbitrators. By consolidating the rankings of parties on the same side, the
process ensures that claimants’ and respondents’ choices will have the same weight in the
arbitrator selection process. Second, as previously described, the NLSS will consolidate
the rankings of the claimants and the respondents to produce a single consolidated list for
public arbitrators and, if necessary, a second list for non-public arbitrators.? (Proposed
Rule 10308(c)(3)).

In instances where the Director determines that the interests of a claimant or a

respondent (including a third party respondent) are so substantialy different from the

» The proposed rule also accommodates the interests of a party added to the case if the party is

added before the Director has consolidated the other parties’ rankings. Proposed Rule 10308(c)(6).
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interests of other claimants or respondents, the Director may determine not to consolidate
the numerical rankings of that party with the numerical rankings of the other claimants (or
with the other respondents, as the case may be). Proposed Rule 10308(c)(3)(B). In those
instances, NLSS will not have the capacity to create the consolidated list (or lists).
Instead, the consolidated list (or lists) will be created based upon calculations performed
manually by the ODR with each party’ s rankings having an equal weighting (e.g., where a
claimant, arespondent, and a third party respondent are recognized as having
substantially different interests, each of the parties rankings will have a33 _% weight in
the consolidated list or lists).

The following examples illustrate the consolidation process:

. If the dispute will be heard by one public arbitrator, the NLSS will produce
aconsolidated list that will contain the names of five public arbitrators,
ranked 1 through 5, based upon the consolidated rankings derived from the
parties’ rankings.

. If the list of public arbitrators sent to both parties contained five names
and the claimant strikes one name, then the consolidated list will rank,
numerically, the four names remaining on thelist. If the claimant strikes
one name and the respondent strikes a second name, then the consolidated
list will contain only the names of the three public arbitrators that neither

party chose to strike.
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. A detailed exampleis set forth below:*
Original List
Arb# List Position Arb Name
A00001 1 Red
A00100 2 Orange
A01000 3 Yellow
A10000 4 Green
A10001 5 Blue
A00500 6 Indigo
A99999 7 Violet
A20000 8 Cyan
A00200 9 Magenta
A02200 10 Fuchsia
%0 The example illustrates the process that will be used for each list of arbitrators distributed to the

parties. Therefore, in cases where a panel of one non-public and two public arbitrators will be selected, this
process will be used to produce two consolidated arbitrator lists.

3 Each arbitrator in the NLSS is assigned an arbitrator identification number as he or she enters the
system. For example, a person who has been an NASD arbitrator since 1995 has a lower arbitration
identification number (e.g., A13888) than a person who has been an NASD arbitrator since 1997 (e.g., A17050).
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With Parties Rankings

Arb# List Arb Name | Consolidated | Consolidated Total Difference
Position Claimant Respondent
A00001 1 Red 1 6 7 5
A00100 2 Orange Strike 7 N/A N/A
A01000 3 Ydlow 2 1 3 1
A10000 4 Green 3 5 8 2
A10001 5 Blue 4 4 8 0
A00500 6 Indigo 5 3 8 2
A99999 7 Violet 6 2 8 4
A20000 8 Cyan 7 Strike Strike N/A
A00200 9 Magenta 8 8 16 0
A02200 10 Fuchsia 9 Strike Strike N/A
System Results
Arb# List Position Arb Name Consolidated Rank Notes
A00001 1 Red 2 Total is7
A00100 2 Orange Strike N/A
A01000 3 Yellow 1 Total is3
A10000 4 Green 4 Total is8
Differenceis 2
List Positionis4
A10001 5 Blue 3 Total is8
Differenceis0
List Positionis5
A00500 6 Indigo 5 Total is8
Differenceis 2
List Positionis 6
A99999 7 Violet 6 Total is8
Differenceis 4
List Positionis7
A20000 8 Cyan Strike N/A
A00200 9 Magenta 7 Total is16
A02200 10 Fuchsia Strike N/A
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Rearranged by Rank
Arb# Arb Name Consolidated Rank Notes
A01000 Yellow 1 Total is3
A00001 Red 2 Total is7
A10001 Blue 3 Total is8
DifferenceisO
List Positionis7
A10000 Green 4 Total is8
Differenceis 2
List Positionis4
A00500 Indigo 5 Total is8
Differenceis 2
List Positionis 6
A99999 Violet 6 Total is8
Differenceis 4
List Positionis7
A00200 Magenta 7 Total is16

Numerical ties between two or more arbitrators during consolidation will be broken
by NLSS by the following principles. First, NLSS will break atie during consolidation
by preferentialy ranking one arbitrator above another based upon which of the tied
arbitrators has a set of rankings, that, when compared, result in the smallest numerical
difference between the claimant ranking and the respondent ranking. For example, in the
tabular example above, the consolidated rankings of the consolidated claimant and the
consolidated respondent have resulted in four arbitrators, Green, Blue, Indigo, and Violet,
each receiving a consolidated ranking of 8, resulting in afour-way tie. (Seetable entitled
“With Parties Rankings.”) Of the four tied arbitrators, Blue will be assigned a ranking as
the most preferred arbitrator because the difference between Blue' s consolidated
claimant’ s ranking and Blue's consolidated respondent’sranking isO (i.e., 4 - 4=0);

conversely, Violet would be given the fourth (or lowest or |least preferred) ranking of the
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four arbitratorsin the four-way tie because of the largest difference in the rankings that
the consolidated claimant and the consolidated respondent gave Violet, compared to the
three others (i.e., the consolidated claimant ranked Violet 6 and the consolidated
respondent ranked Violet 2, resulting in adifference of 4 (i.e., 6 - 2 = 4), whereas the
differences in the rankings assigned Blue, Green, and Indigo are, respectively, 0, 2 and

2.) (Seetable entitled, “ Rearranged by Rank™).

A second principle that governs tie-breaking within NLSS is that, given an equal
difference in the consolidated ranking, an arbitrator who was listed higher (as more
preferred) on the list as originally generated by the NL SS and transmitted to the parties
will be given amore preferred or higher ranking in order to break this type of tie.
Referring to the same example, Green and Indigo both show consolidated rankings of 8,
resulting in the first type of tie discussed above. In addition, Green and Indigo each
received rankings from consolidated claimants and respondents that are different by only
2. Thefirst principle applied to break atie does not provide any assistance; the second
principle must be applied. Applying the second principle, during the consolidation
process NLSS will rank Green as more preferred (or higher) than Indigo because, on the
original list generated by NLSS, Green had alist position of 4, which was higher than
Indigo’slist position of 6. (See table entitled, “Rearranged by Rank,” and the column
entitled “Notes,” for the final NL SS consolidated rankings taking into account these two
tie-breaking principles, and the table entitled “ Original List” for the position of the

arbitrators on the list as originally generated by NLSS.)
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(iii) Appointing Arbitrators

Proposed Rule 10308(c)(4) sets forth the steps the Director will take to appoint
arbitrators after consolidation occurs. Assuming that the tabular example aboveisalist
of public arbitrators, if the arbitration is to be heard by one public arbitrator, the Director
contacts the public arbitrator ranked highest on the list. Thus, the Director would contact
Yellow first to determineif Yellow was available to serve and, if not disqualified, Y ellow
would be appointed. Using the tabular example above, if the Director were required to
appoint a three-person arbitration panel, the Director would contact Y ellow and Red to
determine if they were available to serve and, if not disqualified, would appoint them. If
necessary, due to the unavailability or disqualification of one of the two arbitrators, the
Director would then contact Blue, and invite Blue to serve. The Director would refer to a
second list, generated according to the same principles, to determine which non-public

arbitrator should be contacted first.

The contact isto determine if the arbitrator is available and, after being provided the
issues of the case and the names of the parties, if the arbitrator is aware of any conflicts of
interest or bias or other reason that may preclude the arbitrator from rendering an
objective and impartial decision. Based upon the information that the arbitrator has
previoudly provided under Rule 10312, and any information obtained from any other
source, the Director shall determineif the arbitrator should be disqualified. If the
Director determines that the arbitrator should not be disqualified and that the arbitrator is

available, the Director appoints the arbitrator. Proposed Rule 10308(c)(4).
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The Director will establish atime frame for ODR’s guidance if alisted arbitrator is
contacted but fails to respond to ODR'’ s inquiries regarding availability and
disqualification. For example, if an arbitrator istelephoned and fails to respond, ODR
will eliminate such arbitrator and contact the next listed arbitrator after an appropriate,
but relatively brief, period. ODR must exercise such discretion in fairness to all parties

who are waiting for their arbitration cases to be resolved.

(iv) Selecting a Chairperson

The Director notifies the parties of the appointments and requests that the parties
appoint a chairperson. The parties may jointly select one of the arbitrators (including the
non-public arbitrator) to be the chairperson of the panel. Proposed Rule 10308(c)(5). If
the parties fail to appoint a chairperson by mutual agreement within 15 days, the Director
will appoint the chairperson. If the Director appoints the chairperson, the chairperson
will be one of the public arbitrators, but one who is not an attorney or other professional
who has devoted 50% or more of his or her professional or business activities, within the
past two years, to representing or advising public customers in adversarial proceedings
concerning disputed securities or commodities transactions or related matters.* This
provision also excludes a person who is employed by a person engaged in the listed

professional activities from being appointed as chairperson.

2 Specifically, proposed paragraph (c)(5) prohibits the Director from appointing as the chairperson a

public arbitrator who:

(A) isan attorney, accountant, or other professional, and
(B) has devoted 50% or more of his or her professional or business activities,
within the last two years, to representing or advising public customers in matters
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(v) When the Consolidated List is Insufficient

Under proposed Rule 10308(c)(4), if the Director is not able to appoint the number
of arbitrators needed for the panel using the consolidated list, the Director may appoint
other arbitrators from the NLSS roster as necessary. If the Director is required to appoint
anon-public arbitrator, the Director may not appoint a non-public arbitrator who meets
the criteria set forth in paragraph (a)(4)(B) or (a)(4)(C), unless the parties otherwise agree.

A non-public arbitrator in proposed paragraph (a)(4)(B) isone who isretired from the
securities or commodities industry; proposed paragraph (a)(4)(C) describes a non-public
arbitrator who is a professional who devotes 20 percent or more of hisor her professional
time to clients who are engaged in any of the securities or commodities business activities
described in subparagraph (a)(4).>® When the Director appoints a non-public arbitrator in
this stage of the proceeding, the parties no longer have the ability to strike. Thus, therule
requires that the Director choose a non-public arbitrator who is active and fully involved

in the securities or commodities industry or related industry.

(D) Arbitrator Disclosures and Removing Arbitrators --

Paragraph (d)

An arbitrator has a continuing obligation under Rule 10312 of the Code to disclose

to the Director any circumstances that might preclude the arbitrator from rendering an

relating to disputed securities or commodities transactions or similar matters.
8 Although a party does not have the right to strike an arbitrator appointed under the process described in
proposed paragraph (c)(4)(B), a party retains the right to request that the Director consider disqualifying an
arbitrator appointed pursuant to proposed Rule 10308(c)(4)(B).
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objective and impartial determination in an arbitration including, adirect or indirect
financial or personal interest in the outcome of the arbitration, or any existing or past
financial, business, professional, family or social relationships with a party, counsel, or
representative (or, when later identified, a witness) that might affect impartiality or might
reasonably create an appearance of partiality or bias. The ODR, in turn, must discloseto
the parties any information the arbitrators provide. As noted previously, under proposed
Rule 10308(c), ODR forwards to the parties the information disclosed to the Director

under Rule 10312.

If the parties believe that the information forwarded to them from ODR or
information from any other source suggests that the arbitrator may not be impartial
regarding the issues or the case, and if such information is received before the party has
returned the arbitrator lists to the Director, a party may ssimply strike the arbitrator under
proposed Rule 10308(c). Thus, prior to sending in the party’ s preferences to the Director
for consolidation, a party has an unlimited right to strike any potential arbitrator asto

whom the party suspects bias.

Proposed paragraph (d)(1) provides for disqualification after an arbitrator has been
appointed by the Director under paragraph (c)(4).>* Under proposed Rule 10308(d)(1), a
party or the Director may raise adisqualification issue. However, the decision to

disqualify an arbitrator already selected under proposed Rule 10308(c)(4) lies solely with

# As noted above, disqualification issues that arise after the Director, using NLSS, has begun

consolidating parties preferred arbitrators, may be addressed by the Director directly as part of the appointment
process described in paragraph (c)(4).
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the Director. The Director may not make any decision to disqualify an arbitrator,
however, after the commencement of the earlier of two events: (i) the first prehearing
conference or (ii) thefirst hearing. Proposed Rule 10308(d)(2). At that point or
thereafter, if aparty believes that an arbitrator should be disqualified, the matter must be
raised before the arbitration panel. Vacancies created as aresult of adisqualification
under proposed paragraph (d)(1) are filled by the Director by referring to the appropriate
consolidated list from which the panelists were originally obtained (proposed Rule
10308(d)(3)) or, if there are no persons remaining on the consolidated list, by a person the

Director selects under proposed Rule 10308(c)(5).

(E) Discretionary Authority -- Paragraph (€)

Under paragraph (e), the Director’ s authority to exercise discretionary authority is
stated explicitly. In paragraph (€), the Director has authority to resolve a problem that
arises relating to the appointment of arbitrators or any other procedure under the ruleif (i)
the rule does not have an applicable provision, or (ii) the application of a specific
provision in the rule would not result in aresolution of the underlying problem because

the facts and circumstances are unanticipated or unusual.

(3) Miscellaneous Related Proposed Rule Changes

(A) Proposed Conforming Amendments

NASD Regulation is proposing conforming amendments to Rules 10104, 10309,

10310, 10311, 10312, and 10313.
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NASD proposes to make parallel amendments to Rule 10104 and Rule 10309.

NASD Regulation proposes to amend Rule 10104 to reflect that the specific provisions of
proposed Rule 10308, rather than the genera provisions of Rule 10104, regarding the
composition and appointment of arbitration panels, will apply to arbitrations involving
public customers. Rule 10104 would not apply to a question regarding the composition
and appointment of such arbitration panels unless none of the specific provisionsin
proposed Rule 10308 would be applicable.®** NASD Regulation proposes the same type
of amendment to Rule 10309, asimilarly genera provision relating to the composition of

arbitration panels.

NASD Regulation proposes to amend Rule 10310 and 10311 to make both of them
inapplicable to proceedings subject to Rule 10308. Under Rule 10310, NASD Regulation
notifies parties of arbitrators appointed, and under Rule 10311, parties have theright to a
peremptory challenge of an arbitrator. Because proposed Rule 10308 deals with both
types of procedures, NASD Regulation proposes to amend Rules 10310 and Rule 10311

so that neither will apply to arbitration proceedings involving public customers.

NASD Regulation is proposing to amend Rule 10312 to make it consistent with
proposed Rule 10308. Both Rules contain provisions regarding an arbitrator’ s obligation
to disclose information to the Director and disqualification based upon such disclosure.

The proposed changes to Rule 10312 state explicitly when the Director’ s authority to

® Rule 10104 and certain other rules in the Rule 10000 Series may be amended further or rescinded when

alist selection rule applicable to intra-industry arbitration proceedingsis approved. NASD Regulation plansto file a
rule shortly so that NLSS may be used for panel selection in intra-industry arbitrations, as well as in customer
arbitrations.



Page 56 of 118

disgualify an arbitrator terminates, and provide an arbitrator the option to withdraw from
an arbitration panel prior to disclosure of arbitrator information to the parties. A fina
change in Rule 10312 makes the timing of a disclosure consistent with the parallel

provision in proposed Rule 10308.

The proposed changes to Rule 10313 are necessary because Rule 10313
incorporates by reference certain proceduresin Rule 10311, and that rule, if amended,
will not apply to arbitrations involving public customers. Specifically, NASD Regulation
proposes to amend the last sentence of current Rule 10313 so that, for arbitration
proceedings involving public customers, a party may exercise the right to challenge a
replacement arbitrator within the time remaining prior to the next scheduled hearing
session by notifying the Director in writing of the challenged arbitrator’ s name and the

basis for such challenge.

(B) Proposed Amendments to Rule 10315

In the past, the first formal meeting of the arbitration panel and the parties generally
was the first hearing. Asthe arbitration process has evolved, NASD Regulation has
encouraged most arbitration panels to hold prehearing conferences. For most arbitrations
currently, the first formal meeting of the arbitration panel and the partiesis a prehearing
telephone conference. NASD Regulation proposes to amend Rule 10315 regarding the

scheduling of the first meeting to reflect the current practice.

NASD Regulation also proposes to amend from eight business daysto 15 business

days the period that NASD has for giving notice of the first meeting to the parties and the
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arbitrators. The period isbeing amended to conform to the 15 business day period set
forth in Rule 10310, which formerly also was a period of only eight business days.

(C) Proposed Amendments to Various Rules to Correctly Identify

Committee Name

The committee of NASD Regulation that addresses arbitration mattersis the
National Arbitration and Mediation Committee. NASD Regulation proposes to amend
each rule in which the outdated term “National Arbitration Committee” is used by
replacing the outdated term with the current committee name, the “National Arbitration
and Mediation Committee.” (See, e.g., Rule 10102, Rule 10103, Rule 10104 referenced

specifically above, Rule 10301, and Rule 10401).

(4) Request for Comments on Specific Topic

NASD Regulation proposesto allow parties to have the right to strike an unlimited
number of arbitrators from lists under proposed Rule 10308(c)(1)(A). NASD Regulation
specifically requests comment on whether parties should have an unlimited number of
strikes, or whether the right to strike should be limited. If aclaimant, for example, strikes
every arbitrator listed, all the listed arbitrators are ineligible, the respondent’ s preferences
are nullified, and the Director appoints arbitrators who are not listed. Thus, the unlimited

right to strike may be too broad to accomplish the purposes intended by the rule proposal.

b. Statutory Basis

NASD Regulation believes that the proposed rule change is consistent with the

provisions of Section 15A (b)(6) of the Act, which requires, among other things, that the
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Association’s rules must be designed to prevent fraudulent and manipulative acts and
practices, to promote just and equitable principles of trade, and, in general, to protect

investors and the public interest.

4. Sdf-Requlatory Organization's Statement on Burden on Compsetition

NASD Regulation does not believe that the proposed rule change will result in any
burden on competition that is not necessary or appropriate in furtherance of the purposes

of the Act, as amended.

5.  Sdf-Regulatory Organization's Statement on Comments on the Proposed Rule

Change Received from Members, Participants, or Others

Written comments were neither solicited nor received.

6. Extension of Time Period for Commission Action

NASD Regulation does not consent at this time to an extension of the time period

for Commission action specified in Section 19(b)(2) of the Act.

7. Basisfor Summary Effectiveness Pursuant to Section 19(b)(3) or for Accelerated

Effectiveness Pursuant to Section 19(b)(2)

Not applicable.

8. Proposed Rule Change Based on Rules of Another Self-Requlatory Organization or

of the Commission

Not applicable.
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9. Exhibits

1. Completed notice of proposed rule change for publication in the Federal
Reqgister.

Pursuant to the requirements of the Securities Exchange Act of 1934, NASD
Regulation has duly caused thisfiling to be signed on its behalf by the undersigned

hereunto duly authorized.

NASD REGULATION, INC.

BY:

Joan C. Conley, Secretary
Date: July 10, 1998
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EXHIBIT 1

SECURITIES AND EXCHANGE COMMISSION

(Release No. 34- ; File No. SR-NASD-98-48)

Self-Regulatory Organizations; Notice of Filing of Proposed Rule Change by National
Association of Securities Dedlers, Inc. Relating to The Selection of Arbitratorsin
Arbitrations Involving Public Customers

Pursuant to Section 19(b)(1) of the Securities Exchange Act of 1934 ("Act"), 15
U.S.C. 78s(b)(1), notice is hereby given that on , NASD
Regulation, Inc. ("NASD Regulation") filed with the Securities and Exchange
Commission ("SEC") the proposed rule change as described in Items|, 11, and 111 below,
which Items have been prepared by NASD Regulation. The Commission is publishing

this notice to solicit comments on the proposed rule change from interested persons.

SELF-REGULATORY ORGANIZATION'SSTATEMENT OF THE TERMS OF
SUBSTANCE OF THE PROPOSED RULE CHANGE

NASD Regulation is proposing to amend Rule 10308 of the Rules of the National
Association of Securities Dedlers, Inc. ("NASD" or "Association"), to set forth new
procedures to be used to select arbitrators for arbitrations involving public customers.*
Under the new procedures, NASD Regulation will alow the parties to an arbitration to

rank arbitrators from lists generated primarily using an automated process, providing

! NASD Regulation also intends to file a proposed rule change to use a similar list selection process for intra-
industry arbitrations.
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parties with a substantial role in determining the composition of their arbitration panels.
NASD Regulation is proposing conforming changes to Rules 10104, 10309, 10310,
10311, 10312, and 10313. In addition, NASD Regulation proposes to amend Rule 10315
concerning the scheduling of the first meeting of the parties and the arbitration panel to
reflect that such meetings usually occur prior to the first hearing of an arbitration
proceeding. Finally, NASD Regulation proposes to correctly state in the Rule 10000
Series and any other Rules the name of the NASD Regulation committee that addresses

arbitration and related matters, the National Arbitration and Mediation Committee.

Below isthetext of the proposed rule change. Proposed new languageis

underlined; proposed deletions are in brackets.

10104. Composition and Appointment of Panels

Except as otherwise specifically provided in Rule 10308, t[ T]he Director [of

Arbitration] shall compose and appoint panels of arbitrators from the existing pool of
arbitrators of the Association to conduct the arbitration of any matter which shall be
eligible for submission under this Code. [The Director of Arbitration may request that the
Executive Committee of the National Arbitration Committee undertake the composition
and appointment of a panel or undertake consultation with the Executive Committee
regarding the composition and appointment of a panel in any circumstance where he

determines such action to be appropriate.]
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* % %

10308. [Designation of Number of Arbitrators] Selection of Arbitratorsin

Customer Disputes

[(a) Except as otherwise provided in Rule 10302, in al arbitration matters
involving public customers and where the amount in controversy does not exceed
$30,000, the Director of Arbitration shall appoint a single public arbitrator
knowledgeable in but who is not from the securities industry to decide the dispute, claim
or controversy. Upon the request of aparty initsinitia filing or the arbitrator, the
Director of Arbitration shall appoint a panel of three (3) arbitrators which shall decide the
matter in controversy. At least amgjority of the arbitrators appointed shall not be from the
securities industry, unless the public customer requests a panel consisting of at least a

majority from the securities industry.

(b) In arbitration matters involving public customers and where the amount in
controversy exceeds $50,000, exclusive of attendant costs and interest, or where the
matter in controversy does not involve or disclose amoney claim, the Director of
Arbitration shall appoint a panel of three (3) arbitrators, at least amgority of whom shall
not be from the securities industry, unless the public customer requests a panel consisting

of at least amajority from the securitiesindustry.

(c) Anarbitrator will be deemed as being from the securities industry if he or she:

(1) isaperson associated with a member or other broker/dealer, municipal

securities dealer, government securities broker, or government securities dedler, or
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(2) has been associated with any of the above within the past three (3) years,

or

(3) isretired from any of the above, or

(4) isan attorney, accountant, or other professional who has devoted twenty
(20) percent or more of hisor her professional work effort to securities industry clients

within the last two years, or

(5) isanindividua who isregistered under the Commaodity Exchange Act or
isamember of aregistered futures association or any commodities exchange or is

associated with any such person(s).

(d) An arbitrator who is not from the securities industry shall be deemed a public
arbitrator. A person will not be classified as a public arbitrator if he or she has a spouse or
other member of the household who is a person who is associated with a member or other
broker/dealer, municipal securities dealer, government securities broker, or government

securities dealer.]

This rule specifies how parties may select or reject arbitrators, and who can be a public

arbitrator in arbitration proceedings involving a customer.

(a) Definitions

1) “day”

For purposes of thisrule, the term “day” means calendar day.
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(2) “ claimant”

For purposes of thisrule, the term “claimant” means one or more persons

who fileasingle claim.

(3) “Neutral List Selection System”

Theterm “Neutral List Selection System” means the software that

maintains the roster of arbitrators and performs various functions relating to the

selection of arbitrators.

(4) “ non-public arbitrator”

The term “non-public arbitrator” means a person who is otherwise

qualified to serve as an arbitrator and:

(A) is, or within the past three years, was:

(i) associated with a broker or adealer (including a

government or a municipal securities broker or dealer);

(i) registered under the Commodity Exchange Act;

(iii) amember of a commodities exchange or aregistered

futures association; or

(iv) associated with a person or firm registered under the

Commodity Exchange Act;
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(B) isretired from engaging in any of the business activities listed

in subparagraph (4)(A);

(C) is an attorney, accountant, or other professional who has

devoted 20 percent or more of his or her professional work, in the last two

years, to clients who are engaged in any of the business activitieslisted in

subparagraph (4)(A); or

(D) is an employee of abank or other financial institution and

effects transactions in securities and commodities futures or options or

supervises or monitors the compliance with the securities and commodities

laws of employees who engage in such activities.

(5) “ public arbitrator”

(A) Theterm “public arbitrator” means a person who is otherwise

qualified to serve as an arbitrator and is not:

(i) engaged in the conduct or activities described in

paragraphs (a)(4)(A) through (D); or

(ii) the spouse or an immediate family member of a person

who is engaged in the conduct or activities described in paragraphs

(a)(4)(A) through (D).

(B) For the purpose of this rule, the term “immediate family

member’ means:
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(i) afamily member who shares a home with a person

engaged in the conduct or activities described in paragraphs

(a)(4)(A) through (D);

(ii) aperson who receives financial support of more than

50 percent of his or her annual income from a person engaged in

the conduct or activities described in paragraphs (a)(4)(A) through

(D); or

(iii) a person who is claimed as a dependent for federal

income tax purposes by a person engaged in the conduct or

activities described in paragraphs (a)(4)(A) through (D).

(6) “respondent”

For purposes of thisrule, the term “respondent” means one or more

persons who individually or jointly file an answer to a complaint.

7) “send”

For purposes of thisrule, the term “send” means to send by first class mail,

facsimile, or any other method available and convenient to the parties and the

Director.

(b) Composition of Arbitration Panel: Preparation of Listsfor Mailing to

Parties
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(1) Composition of Arbitration Panel

(A) General Rule Regarding Panel Composition

(i) If the amount of aclaim is $50,000 or less, the Director

shall appoint an arbitration panel composed of one public

arbitrator, unless the parties agree otherwise.

(ii) If the amount of aclaim is more than $50,000, the

Director shall appoint an arbitration panel composed of one non-

public arbitrator and two public arbitrators, unless the parties agree

otherwise.

(B) Specia Request

If the amount of aclaim is greater than $25,000 and not more than

$50,000 and the claimant requests that a panel of three arbitrators be

appointed, the Director shall appoint an arbitration panel composed of one

non-public arbitrator and two public arbitrators, unless the parties agree

otherwise.

(2) OnelList for Pand of One Arbitrator

If one arbitrator will serve as the arbitration panel, the Director shall send

to the parties one list of public arbitrators, unless the parties agree otherwise.
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(3) Two Listsfor Pand of Three Arbitrators

If three arbitrators will serve as the arbitration panel, the Director shall

send two lists to the parties, one with the names of public arbitrators and one with

the names of non-public arbitrators. Thelists shall contain numbers of public and

non-public arbitrators, in aratio of approximately two to one, respectively, to the

extent possible, based on the roster of available arbitrators.

(4) Preparation of Lists

(A) Except as provided in subparagraph (B) below, the Neutral List

Selection System shall generate the lists of public and non-public

arbitrators on arotating basis within a designated geographic hearing site

and shall exclude arbitrators based upon conflicts of interest.

(B) If aparty requests that the lists include arbitrators with

expertise classified in the Neutral List Selection System, the lists may

include some arbitrators having the designated expertise.

(5) Sending of Liststo Parties

The Director shall send the lists of arbitratorsto all parties at the same

time approximately 30 days after the last answer is due.

(6) Information About Arbitrators

The Director shall send to the parties employment history for each listed

arbitrator for the past 10 years and any information disclosed by the arbitrator
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under Rule 10312 relating to personal or financial interests or the existence of a

relationship that gives rise to an appearance of a conflict of interest or bias. If a

party requests additional information about an arbitrator, the Director shall send

such reguest to the arbitrator, and shall send the arbitrator’ s response to al parties

at the same time. When a party requests additional information, the Director may,

but is not required to, toll the time for the parties to return the ranked lists under

paragraph (c)(2).

(c) Striking, Ranking, and Appointing Arbitratorson Lists

(1) Striking and Ranking Arbitrators

(A) Striking An Arbitrator

A party may strike one or more of the arbitrators from each list for

any reason.

(B) Ranking - Panel of One Arbitrator

Each party shall rank all of the arbitrators remaining on thelist by

assigning each arbitrator a different, sequential, numerical ranking.

(C) Ranking - Panel of Three Arbitrators

Each party shall rank all of the public arbitrators remaining on the

list by assigning each arbitrator a different, sequential, numerical ranking,

and separately shall rank all of the non-public arbitrators remaining on the

list, using the same procedure.
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(D) Joint Action Permitted

All claimants may act jointly and all respondents, including third-

party respondents, may act jointly to file asingle list that reflects their

unanimous agreement as to the striking and ranking of arbitrators. If

multiple claimants or respondents do not act jointly, the rankings of

multiple claimants or respondents will be consolidated as described in

subparagraph (b)(3)(A).

(2) Period for Ranking Arbitrators; Failureto Timely Strike and

Rank

A party must return to the Director the list or lists with the rankings not

later than 20 days after the Director sent the lists to the parties, unless the Director

has extended the period. If aparty does not timely return thelist or lists, the

Director shall treat the party as having retained all the arbitrators on the list or lists

and as having no preferences.

(3) Process of Consolidating Parties Rankings

(A) General Rule

The Director shall prepare one or two consolidated lists of

arbitrators, as appropriate under subparagraph (b)(2) or (b)(3), based upon

the parties numerical rankings. The arbitrators shall be ranked by adding

the rankings of al claimants together and all respondents together,

including third-party respondents, to produce separate consolidated
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rankings of the claimants and the respondents. The Director shall then

rank the arbitrators by adding the consolidated rankings of the claimants,

the respondents, including third party respondents, and any other party

together, to produce a single consolidated ranking number, excluding

arbitrators who were stricken by any party.

(B) Exception

If the Director determines that the interests of a party are

sufficiently different from the interests of other claimants or respondents,

the Director may determine not to consolidate the rankings of that party

with the rankings of the other claimants or respondents.

(4) Appointment of Arbitrators

(A) Appointment of Listed Arbitrators

The Director shall appoint arbitrators to serve on the arbitration

panel based on the order of rankings on the consolidated list or lists,

subject to availability and disqualification.

(B) Discretion to Appoint Arbitrators Not on List

If the number of arbitrators available to serve from the

consolidated list is not sufficient to fill a panel, the Director shall appoint

one or more arbitrators to complete the arbitration panel; provided,
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however, unless the parties agree otherwise, the Director may not appoint

anon-public arbitrator under paragraphs (a)(4)(B) or (2)(4)(C).

(5) Selecting a Chairperson for the Panel

The parties shall have 15 days from the date the Director sends notice of

the names of the arbitrators to select a chairperson. If the parties cannot agree, the

Director shall appoint one of the public arbitrators as the chairperson. Unless all

parties agree otherwise, the Director shall not appoint as the chairperson a public

arbitrator who:

(A) is an attorney, accountant, or other professional, and

(B) has devoted 50% or more of his or her professiona or business

activities, within the last two years, to representing or advising public customers

in matters relating to disputed securities or commaodities transactions or Similar

matters.

(6) Additional Parties

If aparty is added to an arbitration proceeding before the Director has

consolidated the other parties' rankings, the Director shall send to that party the

list or lists of arbitrators and permit the party to strike and rank the arbitrators.

The party must return to the Director the list or lists with numerical rankings not

later than 20 days after the Director sent the lists to the party. The Director shall

then consolidate the rankings as specified in this paragraph (c).
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(d) Disqualification and Removal of Arbitrator Dueto Conflict of Interest or

(1) Disgualification By Director

After the appointment of an arbitrator and prior to the commencement of

the earlier of (i) thefirst prehearing conference or (ii) thefirst hearing, if the

Director or a party objects to the continued service of the arbitrator, the Director

shall determine if the arbitrator should be disqualified. If the Director sends a

notice to the parties that the arbitrator shall be disqualified, the arbitrator will be

disqualified unless the parties unanimously agree otherwise in writing and notify

the Director not later than 15 days after the Director sent the notice.

(2) Authority of Director to Disgualify Ceases

After the commencement of the earlier of (i) thefirst prehearing

conference or (ii) the first hearing, the Director’ s authority to remove an arbitrator

from an arbitration panel ceases.

(3) Vacancies Created by Disqualification or Resignation

If an arbitrator appointed to an arbitration pandl is disqualified or resigns

from an arbitration panel, the Director shall appoint from the consolidated list of

arbitrators the arbitrator who is the most highly ranked available arbitrator of the

proper classification remaining on thelist. If there are no available arbitrators of

the proper classification on the consolidated list, the Director shall appoint an
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arbitrator of the proper classification subject to the limitation set forth in

paragraph (c)(4)(B).

(e) Discretionary Authority

The Director may exercise discretionary authority and make any decision that is

consistent with the purposes of this rule and the Rule 10000 Series to facilitate the

appointment of arbitration panels and the resolution of arbitration disputes.

Rule 10309. Composition of Panels

Except as otherwise specifically provided in Rule 10308, t[ T]he individuals who

shall serve on aparticular arbitration panel shall be determined by the Director [of

Arbitration]. Except as otherwise specifically provided in Rule 10308, t[T]he Director

[of Arbitration] may name the chairman of the panel.

Rule 10310. Notice of Selection of Arbitrators

(a) The Director shall inform the parties of the arbitrators names and employment
histories for the past 10 years, as well as information disclosed pursuant to Rule 10312, at
least 15 business days prior to the date fixed for the first hearing session. A party may
make further inquiry of the Director [of Arbitration] concerning an arbitrator’s
background. In the event that, prior to the first hearing session, any arbitrator should
become disgualified, resign, die, refuse or otherwise be unable to perform as an arbitrator,
the Director shall appoint a replacement arbitrator to fill the vacancy on the panel. The
Director shall inform the parties as soon as possible of the name and employment history

of the replacement arbitrator for the past 10 years, as well asinformation disclosed
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pursuant to Rule 10312. A party may make further inquiry of the Director [of
Arbitration] concerning the replacement arbitrator’ s background and within the time
remaining prior to the first hearing session or the 10 day period provided under Rule
10311, whichever is shorter, may exercise its right to challenge the replacement arbitrator

as provided in Rule 10311.

(b) Thisrule shall not apply to arbitration proceedings that are subject to Rule

10308.

Rule 10311. Peremptory Challenge

(@) Inan[y] arbitration proceeding, each party shall have the right to one [(1)]
peremptory challenge. In arbitrations where there are multiple Claimants, Respondents,
and/or Third-Party Respondents, the Claimants shall have one [(1)] peremptory challenge,
the Respondents shall have one [(1)] peremptory challenge, and the Third-Party
Respondents shall have one [(1)] peremptory challenge. The Director [of Arbitration]
may in the interests of justice award additional peremptory challenges to any party to an
arbitration proceeding. Unless extended by the Director [of Arbitration], a party wishing
to exercise a peremptory challenge must do so by notifying the Director [of Arbitration]
in writing within 10 business days of notification of the identity of the person(s) named
under Rule 10310 or Rule 10321(d) or (e), whichever comesfirst. There shall be

unlimited challenges for cause.

(b) Thisrule shall not apply to arbitration proceedings that are subject to Rule

10308.
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Rule 10312. Disclosures Required of Arbitratorsand Director’s Authority To

Disgualify

(@) through (c) No change

(d) The Director shall inform the parties to an arbitration proceeding of any

information disclosed to the Director under this Rule unless the arbitrator who disclosed

the information withdraws from being considered for appointment voluntarily and

immediately after the arbitrator learns of any interest or relationship described in

paragraph (a) that might preclude the arbitrator from rendering an objective and impartia

determination in the proceeding.

([d]€e) [Prior to the commencement of the first hearing session] Prior to the

commencement of the earlier of (i) thefirst prehearing conference or (ii) the first hearing,

the Director [of Arbitration] may remove an arbitrator based on information disclosed
pursuant to this Rule. [The Director of Arbitration shall also inform the parties of any
information disclosed pursuant to this Ruleif the arbitrator who disclosed the information

IS not removed.]

(f) After the commencement of the earlier of (i) the first prehearing conference

or (ii) thefirst hearing, the Director’ s authority to remove an arbitrator from an arbitration

panel ceases.
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Rule 10313. Disqualification or Other Disability of Arbitrators

In the event that any arbitrator, after the commencement of the first hearing
session but prior to the rendition of the award, should become disqualified, resign, die,
refuse or otherwise be unable to perform as an arbitrator, the remaining arbitrator(s) shall
continue with the hearing and determination of the controversy, unless such continuation
is objected to by any party within 5 days of notification of the vacancy on the panel.

Upon objection, the Director [of Arbitration] shall appoint a replacement arbitrator to fill
the vacancy and the hearing shall continue. The Director [of Arbitration] shall inform the
parties as soon as possible of the name and employment history of the replacement
arbitrator for the past 10 years, aswell asinformation disclosed pursuant to Rule 10312.
A party may make further inquiry of the Director [of Arbitration] concerning the

replacement arbitrator’ s background. |f the arbitration proceeding is subject to Rule

10308, the party may exercise his or her right to challenge the replacement arbitrator

within the time remaining prior to the next scheduled hearing session by notifying the

Director in writing of the name of the arbitrator challenged and the basis for such

challenge. If the arbitration proceeding is not subject to Rule 10308, [and] within the

time remaining prior to the next scheduled hearing session or the 5 day period provided
under Rule 10311, whichever is shorter, a party may exercise the party’ s[its] right to

challenge the replacement arbitrator as provided in Rule 10311.
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Rule 10315. Designation of Time and Place of First M eeting [Hearing]

The Director shall determine [T]the time and place of the first meeting of the

arbitration panel and the parties, whether the first meeting is a pre-hearing conference or a

hearing, [initial hearing shall be determined by the Director of Arbitration and each
hearing thereafter by the arbitrators.] and shall give [N]notice of the time and place [for
theinitial hearing shall be given] at least [eight (8)] 15 business days prior to the date
fixed for the first meeting [hearing] by personal service, registered or certified mail to
each of the parties unless the parties shal, by their mutual consent, waive the notice

provisions under this Rule. The arbitrators shall determine the time and place for all

subsequent meetings, whether the meetings are pre-hearing conferences, hearings, or any

other type of meetings, and shall give [N]notice [for each hearing thereafter shall be

given| asthe arbitrators may determine. Attendance at a meeting [hearing] waives notice

thereof.

1. SELF-REGULATORY ORGANIZATION'S STATEMENT OF THE PURPOSE

OF, AND STATUTORY BASIS FOR, THE PROPOSED RULE CHANGE

In itsfiling with the Commission, NASD Regulation included statements
concerning the purpose of and basis for the proposed rule change and discussed any
comments it received on the proposed rule change. The text of these statements may be

examined at the places specified in Item IV below. NASD Regulation has prepared



Page 79 of 118

summaries, set forth in Sections (A), (B), and (C) below, of the most significant aspects

of such statements.

(A)  Sdf-Regulatory Organization's Statement of the Purpose of, and Statutory

Basis for, the Proposed Rule Change

@ Purpose

(1) Background

(A) Recommendeations of the Task Force

The Arbitration Policy Task Force (“Task Force”) in Securities Arbitration

Reform: Report of the Arbitration Policy Task Force To the Board of Governors of

NASD (“Task Force Report”), published in January 1996, made fourteen broad

recommendations to the NASD Board to improve the securities arbitration process
administered by the NASD. Recommendation No. 8 provided: “Arbitrator selection,
quality, training, and performance should be improved by various means, including
adoption of alist selection method, earlier appointment of arbitrators, enhancement of

arbitrator training, and increased [arbitrator] compensation.”?

The Task Force recommended that the NASD adopt “avariant of the AAA’s
method of selecting arbitrators’ (“Recommendation One”).®> Under the system proposed

by the Task Force:

2 Task Force Report at 2.

3 Task Force Report at 94.
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the parties would be provided with three lists of candidates:
(i) alist of public arbitrators qualified to be panel chairsto
contain no fewer than three names, (ii) alist of other public
arbitrators, to contain no fewer than five names; and (iii) a
list of industry arbitrators, to contain no fewer than five
names. Each party could strike names from any of the lists
and would then rank the remaining names on each list in
order of preference. If mutually agreeable arbitrators are not
selected, new lists would be provided for each category in
which agreement was not reached. This process would
continue for no more than three rounds. If, at the end of
three rounds, an industry and two public arbitrators, one
qualified as a panel chair, had not been chosen, the NASD
Arbitration Department would appoint the remaining
arbitrator or arbitrators. Arbitrators selected by the staff

could be challenged only for cause. (Footnotes omitted)”

The Task Force also made two other recommendations to implement
improvements in the selection of arbitrators. The Task Force recommended that the
appropriate NASD staff (now NASD Regulation’s Office of Dispute Resolution

(“ODR)) should be able to exercise flexibility in designating arbitrators as either

4 Task Force Report at 94-95.
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“public”or “industry” (“Recommendation Two”).> In addition, the Task Force
recommended that arbitrators be placed on the selection lists on arotating basis to
promote more frequent selection of arbitrators who complete an arbitrator training

program (“ Recommendation Three”).°

(B) Parties Consulted In Development of Rule

NASD Regulation considered the Task Force' s recommendations at length.
NASD Regulation also consulted with its National Arbitration and Mediation Committee
(“NAMC"),” the Securities Industry Conference on Arbitration (“SICA”),® PIABA, the
staff of the SEC, and others about the efficacy of the proposals. All persons consulted
favored the selection of arbitrators by the parties using some form of list selection. In
addition, most were in favor of developing a system featuring the capability, when
appropriate and as technologically feasible, to generate the arbitrator lists from a
computer programmed to incorporate relevant selecting factors, such as geographic
proximity of an arbitrator to the proposed site of the hearing, subject matter expertise, and

classification of an arbitrator as a public arbitrator® or a non-public arbitrator,' rather

® Task Force Report at 96.

® Task Force Report at 97.

"The NAMC is a balanced committee of NASD Regulation. Committee members are individuals with broad and

diverse experience in securities arbitration and mediation as representatives of investors, firms, firm employees, and

neutrals (arbitrators and mediators).

8 The membership of SICA is diverse and includes persons representing the interests of public customers

(including members of the Public Investors Arbitration Bar Association (“PIABA”)), representatives from the self-

regulatory organizations, and the Securities Industry Association (“SIA”).

® The term “public arbitrator” is defined in proposed Rule 10308(a)(5).
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than developing a system in which the lists of arbitrators to be forwarded to parties for

ranking would be generated solely on the basis of ODR’ s judgment.

(C) Genera Principles Underlying Proposed Rule Change

NASD Regulation recommends as a general principle that partiesin arbitration be
given more input into the selection of arbitrators. In furtherance of this principle, NASD
Regulation has developed arule providing that, in a one-arbitrator panel case, the parties
to the arbitration will be provided alist of public arbitrators, and, in athree-arbitrator
panel case, the parties will be provided alist of public and alist of non-public
arbitrators.™* The parties will use the lists to express numerical preferences for the
arbitrators listed and those rankings will determine the outcome of the arbitrator selection
process, unless al ranked arbitrators decline to serve because they are unavailable, recuse

themselves, or are disqualified because of conflicts of interest.

Thelist or lists of arbitrators will be generated from an arbitrator database by a
computer to further fairness and neutrality. This automated system is the Neutral List
Selection System (“NLSS’).*> However, to preserve the exercise of discretion and
judgment when appropriate and to act on behalf of a party’ s request, when a party or

parties express a request for a process that may legitimately be considered in the selection

10 The term “non-public arbitrator” is defined in proposed Rule 10308(a)(4).

n In this rule filing, for ease of reference the discussion of the process of selecting an arbitration panel
focuses more on the selection of a three-person arbitration panel than a one-person panel because the process of

selecting one arbitrator is simpler and much less frequently employed.

12 The term “Neutral List Selection System” is defined in proposed Rule 10308(a)(3).
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of an arbitration panel but that NLSS is not capable of performing, or request an
arbitration panel that may not be “selected” or “sorted” using the NLSS, the Director of

Arbitration (“Director”) may supplement the NL SS process.

In developing an arbitrator list selection rule to implement the Task Force's
Recommendation One, NASD Regulation concluded that there were not enough
arbitrators on the arbitrator roster of the ODR to provide sufficient names for three
selection rounds. In addition, athough NASD Regulation aso initially considered a two-
round, two-list selection method, NASD Regulation concluded that the operational
burdens of administering such a process, especialy given the limited number of
arbitrators relative to the large caseload, would be too great. Also, NASD Regulation was
concerned that a two-round, two-list selection method would make the process of
appointing arbitrators too lengthy and would be too costly. Accordingly, NASD
Regulation is proposing that the list selection rule contain a single-round, two-list

selection process as set forth in greater detail below.

Notwithstanding, NASD Regulation’s proposed rule change implements the
fundamental aspect of Recommendation Onein that it sets forth alist selection process
that allows the parties to play the dominant role in selecting their arbitrators. In this
proposed rule filing, NASD Regulation is also implementing Recommendation Three by
placing arbitrators on arotating list. By implementing Recommendations One and Three,
the list selection process will function primarily through the operation of the NLSS,
supplemented by the actions and judgments of the Director, but only when required to

effect the appointment of a panel.
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NASD Regulation is not implementing the Task Force's Recommendation Two
that NASD staff should have discretionary authority regarding the classification of an
arbitrator. Applying the explicit standards set forth in proposed paragraph (a), ODR will
designate an arbitrator as either “public” or “non-public” (i.e., “industry”) based upon the
information provided about the person. At thistime, NASD Regulation believesthat it is
impracticable to grant to the Director or the ODR the discretion or flexibility to modify
the classification of an arbitrator based on information or criteria other than that which is
set forth in the defined terms of “public arbitrator” or “non-public” arbitrator.
Perceptions and expectations of participants about the backgrounds of potential
arbitrators indicate that the participants do not believe that this flexibility would enhance

the arbitrator selection process.™®

NASD Regulation believes that the proposed methodology for selecting
arbitrators will benefit investors, firms, associated persons, and other users of the
arbitration forum. First, proposed Rule 10308 and NL SS, the technology developed to
implement key parts of the proposed Rule, provide a system for selecting arbitrators that
allows parties to have the greatest impact in the composition of their arbitration panel.
Second, Proposed Rule 10308 is a more streamlined process than the process envisioned
in the Task Force's Recommendation One. Third, proposed Rule 10308, a single-round

process, will be less costly. Fourth, the proposed process borrows from the process used

B However, the ODR will have authority to change the classification of an arbitrator aready classified

in the NL SS based upon new information (e.g., an arbitrator changes his or her employment and, after such change,
the arbitrator fits the criteriafor a non-public arbitrator, rather than the criteria for a public arbitrator).
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successfully for some time by the American Association of Arbitration (*AAA”), the

largest domestic arbitration forum sponsor.

(2) Description of Proposed Rule Change

The proposed rule change, which only governs the selection of arbitratorsin cases
involving public customers, is divided into five parts. Paragraph (a) contains definitions.
In paragraph (b), NASD Regulation specifies how the lists of public and non-public
arbitrators will be compiled and forwarded to the parties. Paragraph (c) specifies how the
partiesindicate their preferences by numerical rankings and how the Director reconciles
the preferences of the parties, selects the arbitrators, selects the chairperson if the parties
do not make the selection, and, if necessary, disqualifies an arbitrator before the arbitrator
isappointed. Paragraph (d) describes generally how parties and the Director may remove
aperson from serving as an arbitrator if the person has a conflict of interest or abias.
Paragraph (e) specifiesthat the Director has discretionary authority to resolve issues

arising in the administration of the list selection process.

There are several other rulesin the Rule 10000 Series that NASD Regulation must
amend in order to make the Rule Series 10000 consistent. The proposed amendments to
those rules are discussed at the end of the discussion of the proposed changesto Rule

10308. See Miscellaneous Related Proposed Rule Changes, infra. Finally, NASD

Regulation requests comments on the proposed rule change, including one important

specific topic set forth separately below. See Request for Comments on Specific Issue,

infra.
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(A) Definitions -- Paragraph (a)

Paragraph (a) of the proposed rule change contains seven definitions. “day,”
“claimant,” “Neutral List Selection System,” “non-public arbitrator,” “public arbitrator,”
“respondent” and “send.” “Public arbitrator,” “non-public arbitrator,” and “Neutral List
Selection System” are the three terms that are central to understanding how proposed

Rule 10308, the proposed list selection rule, will operate.

In proposed paragraph (8)(4), a“non-public arbitrator” is defined as a person who
is otherwise qualified to be an arbitrator and is employed in or retired from the securities
or commodities industry or in arelated position in the banking industry. Therule
includesin the definition a person who is a professional, such as alawyer or an
accountant, who has a substantial client base that is engaged in the securities or
commodities industry, or in arelated banking activity described in therule. Specificaly,

for arbitrator classification purposes, a non-public arbitrator is a person who:

(A) is, or within the past three years, was:

(i) associated with a broker or adealer (including a government or

amunicipal securities broker or dedler);

(ii) registered under the Commodity Exchange Act;

(iif) amember of a commodities exchange or aregistered futures
association; or

(iv) associated with a person or firm registered under the

Commodity Exchange Act;
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(B) isretired from engaging in any of the business activitieslisted in
subparagraph (4)(A);

(C) isan attorney, accountant, or other professional who has devoted 20
percent or more of his or her professiona work, in the last two years, to clients
who are engaged in any of the business activities listed in subparagraph (4)(A); or

(D) isan employee of abank or other financial institution and effects
transactions in securities and commodities futures or options or supervises or
monitors the compliance with the securities and commodities laws of employees

who engage in such activities.

The definition largely retains the existing definition in the Rule 10000 Series (the
Code of Arbitration) of an arbitrator who is deemed to be “from the securities industry,”
but it adds to that defined term persons employed by banks and other financial institutions

who are engaged in securities activities or in the supervision of such activities.

The second key defined term, “public arbitrator,” is defined in paragraph (a)(5).
“Public arbitrator” generally means a person who is otherwise qualified to serve as an
arbitrator and is not engaged in the conduct of, or business activities that indicate an
affiliation with, the securities industry or the related industries. Thus, in order to be
classified as a public arbitrator one may not be engaged in any of the activities listed
under the definition of “non-public arbitrator” in paragraphs (a)(4)(A) through (D), set
forth above. The definition generally excludes: aperson currently employed in the

securities or commodities industry or a person retired from such business activities; a
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professional who devotes 20 percent or more of hisor her time to securities industry
clients; and an employee of abank or other financial institution who is engaged in

securities activities or in the supervision of such activities.

In addition, a spouse or an immediate family member of a current or retired
member of the securities or commodities industry, or a person engaged in any of the other
types of business activities that require one to be classified as a“non-public arbitrator,” is
also excluded from being a“public arbitrator” because such persons economic interests
are too closely tied to those of the securities or commodities industry, even though such
spouses and immediate family members may not be directly involved in the relevant
business activities. “Immediate family member” is defined with reference to the person’s
familial or economic ties to the person associated with the securities or commodities
industry.™ Proposed Rule 10308(a)(5)(B). A person who has a close familial, personal,
or economically dependent relationship with an associated person may be viewed as
possessing a biasin favor of the securities or commodities industry even though he or she

is not involved directly with the identified industry.™

1 “|mmediate family member” means:

(i) a family member who shares a home with a person engaged in the conduct or
activities described in paragraphs (a)(4)(A) through (D);
(if) aperson who receives financia support of more than 50 percent of his or her annual
income from a person engaged in the conduct or activities described in paragraphs (a)(4)(A)
through (D); or
(iii) a person who is claimed as a dependent for federal income tax purposes by a person
engaged in the conduct or activities described in paragraphs (a)(4)(A) through (D).
s A small group of persons will be excluded from serving as either public or non-public arbitrators (e.g.,
spouses and immediate family members of registered representatives). Excluded by subparagraph (a)(5) from
serving as public arbitrators, such persons are also excluded from serving under subparagraph (a)(4) as non-public
arbitrators because a non-public arbitrator must have the professional securities experience (or the related
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Thethird key defined term, “Neutral List Selection System,” defines the new

software program that will implement the proposed list selection rule. NASD Regulation
defines “Neutral List Selection System” as “the software that maintains the roster of
arbitrators and performs various functions relating to the selection of arbitrators.”
Proposed Rule 10308(a)(3). Among other things, NLSS will maintain the roster of
arbitrators, identify arbitrators as public or non-public, screen arbitrators for conflicts of
interest with parties, list arbitrators according to geographic hearing sites and, on
occasion, by expertise, and consolidate the numerical rankings that parties assign to listed

arbitrators.

Two other terms, “claimant” and “respondent,” are defined in paragraph (a) to
simplify certain aspects of the rule. Under proposed Rule 10308(a)(2), if one or more
persons files asingle claim they will be treated as one claimant. A parallel definitionis
proposed for respondents; one or more persons who file the same answer will be treated
as one respondent. Proposed Rule 10308(a)(6). The ODR views claimants who file one
claim or respondents who file one answer as generally having sufficiently similar interests

in the outcome of the proceeding to be considered as one party for purposes of the list

qualifications) listed in subparagraph (a)(4). For example, unless the spouse of a registered representative was also
employed in the securities or commodities industry (or engaged in one of the business activities related to the
securities industry), that person might not possess securities industry experience (or the related qualifications) and
therefore could not serve as a non-public arbitrator.  In addition, because of the marital relationship, the spouse
would be excluded from serving as a public arbitrator.
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selection process.’® This approach will simplify consolidating the parties’ preferences for
arbitrators described below.’
(B) Composition of Arbitration Panel; Compilation of Lists of

Arbitrators for Parties’ Selection -- Paragraph (b)
Under proposed Rule 10308(b)(1), the rule sets forth the number of arbitrators

that the Director should appoint to a panel, general panel composition requirements, and
exceptions to those requirements. |If the claim is $50,000 or less, the claim will be heard
by asingle public arbitrator, unless the parties agree otherwise. Proposed Rule 10308
(b)(L)(A)(i). If the claim is more than $50,000, a panel of two public arbitrators and one
non-public arbitrator will hear the dispute, unless the parties agree otherwise. Proposed
Rule 10308(b)(1)(A)(ii). Under proposed paragraph (b)(1)(B), a clamant with aclaim
valued greater than $25,000 and not more than $50,000 may request a three-person
arbitration panel.*® Whether for a one-person panel or a three-person panel, the
requirement that public arbitrators be empaneled is for the protection of investors, and

parties may agree to waive this compositional requirement.

When the parties agree to change the composition of an arbitration panel from that

set forth in proposed paragraph (b)(1)(A)(i) or (ii), references in the balance of theruleto

16 The consolidation process in described in greater detail below. However, it should be noted that a

group of claimants that does not file a single claim, or, similarly, a group of respondents that does not file a single
answer, does not obtain an advantage in the consolidation process or in the weighting of their preferences for
arbitrators. For example, if in a case there are two claimants who are not viewed as one claimant under the rule, and
one respondent, the two claimants' arbitrator rankings will be weighted as only 50% of the total; the one
respondent’ s arbitrator rankings will be weighted as the other 50%.

v Theterms“day” and “send” are also defined in paragraph (a).

18 Obtaining a three-person panel under this subparagraph then obligates the parties to pay hearing session

deposit fees for a three-person panel under Rule 10332
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apanel must be interpreted according to the panel composition that the parties have
chosen. For example, if the parties agree to a panel composed of three public arbitrators,
under proposed paragraph (c)(1)(C) the parties would rank alist of public arbitrators only,
since the Director would not send the parties alist of non-public arbitrators. In addition,
parties should be aware that if the panel composition varies from that provided in
proposed paragraph (b)(1)(A)(i) or (i), NLSS is not capable of processing all such
combinations. NLSS can generate the lists and consolidate the rankings for a one-person
panel of either public or non-public classification. For athree-person panel, NLSS can
generate the lists and consolidate the rankings for a panel composed of one non-public
and two public arbitrators or three non-public arbitrators. NLSS cannot process requests
for apanel composed of one public arbitrator and two non-public arbitrators or three

public arbitrators.™

Under proposed paragraphs (b)(2) and (b)(3), the Director will send lists of names
of arbitrators for ranking to the claimant and the respondent. As noted above, by
operation of paragraph (@) of the proposed rule, a group of claimants who have filed one
complaint will be viewed as one claimant; the same treatment is accorded to respondents
who file asingle answer. Thus, when reviewing the lists and otherwise taking action
under the proposed rule, one or more persons viewed as one claimant must act jointly,

and one or more persons viewed as one respondent must act jointly.

19 Although in theory the parties could agree to an arbitration panel composed of three public arbitrators,

experience indicates that a panel of thistype for disputesinvolving customersis almost never convened.
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When only one arbitrator will hear the proceeding, the Director will send to the
parties one list of public arbitrators. Proposed Rule 10308(b)(2). When three arbitrators
will hear the proceeding, the Director will send the parties two lists, one containing the
names of public arbitrators and the other containing the names of non-public arbitrators.

Proposed Rule 10308(b)(3).

(i) Director’s Minimum Numbersfor Lists

Proposed Rule 10308 is flexible, and although subparagraphs (b)(2)and (b)(3) do
not set afixed ratio of arbitrators or a minimum number of arbitrators that ODR must list,
ODR has established the following guidelines. For a panel of one arbitrator, the Director
intends to provide five names of public arbitrators whenever possible, but not less than
three names. For apanel of three arbitrators, the Director intends to provide lists that
contain up to 10 public arbitrator names and five non-public arbitrator names; when that
is not possible, the Director will provide a public arbitrator list of not less than six names,
and a non-public arbitrator list of not less than three names. In addition, as illustrated by
the example of the minimum numbers set forth above, to the extent possible, for athree-
person panel, the list of public arbitrators will contain approximately twice as many
names as the list of non-public arbitrators. The Director’s ability to provide full lists of
names will vary and is dependent on the number of available arbitrators and the local
demands on the arbitrator roster. Circumstances may arise where asmall arbitrator roster
in aparticular hearing location (e.g., Richmond, Va., Norfolk, Va., Alaska, or Hawaii),
combined with a high demand for arbitrators, will prevent the Director from meeting the

objectives.
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To address possible arbitrator shortages, the Director plans to combine arbitrators
from proximate hearing locations when necessary. For example, under proposed
paragraph (b)(2), the list to be sent to the parties should contain, at a minimum, three
names of public arbitrators. If, with one hearing location coded into NLSS, NL SS does
not generate the names of three public arbitrators, the Director will return to NLSS, add a
second hearing location code, and generate alist of public arbitrators that will include the
additional arbitrators. The second hearing location coded will be one that is
geographically proximate to the first hearing location code used (e.g., for a Richmond,
Va. hearing, the Richmond hearing location code will be used first, and then the Atlanta
or the Washington, D.C. hearing location code could be added). The additional process
in NLSS will be performed at no additional cost to the parties. The same process will be

used to address any shortages in arbitrators under the lists prepared under proposed
paragraph (b)(3).

(if) NLSS Functions and Capabilities

Proposed paragraphs (b)(2), (3), and (4) together set forth the four factors which
are used by NLSSto generate thelist or lists of arbitrators by “selecting” or “sorting” the
NLSS database. The four factors are arbitrator classification, hearing location code,

rotation, and identified conflicts of interests.

To generate alist, NLSS performs the following steps. NLSSfirst identifies the
subgroup of arbitrators by classification (public or non-public arbitrators). NLSS then

identifies those arbitrators in the same hearing location as the arbitration. Theresfter,
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NL SS selects such public or non-public arbitrators who are located in the hearing location
in rotation from the NLSS database.® Finally, NLSS excludes from the selection an
arbitrator subject to aclear conflict of interest with one of the parties.?* Proposed Rule

10308(b)(4).

Although some who participated in devel oping the proposed rule suggested
selecting arbitrators on arandom basis, NASD Regulation selected the rotation method
instead. Among other things, random number selection algorithms in computer
programs are extremely difficult to design, and such algorithms ultimately do not produce
mathematically perfect randomness. If NASD Regulation used an imperfect random-
selection software program, over time, some arbitrators would be chosen more often than

others. Arbitrators chosen less often or not at all would be underutilized even though

% The NLSS rotation feature also may be described as a “first-in-first-out” feature. For a case that will be
heard by one public arbitrator, the following steps would apply. As an arbitrator’ s name rises to the top of the list of
all arbitrators who are, for example, public arbitrators and found in one hearing location, the arbitrator’s name will
be generated by NLSS, absent an identified conflict of interest, on a list for ranking by parties to an arbitration.
Once the arbitrator’s name is sent to the parties, even if the arbitrator is later not appointed an arbitrator for the
panel, NLSS places such arbitrator at the bottom of the computerized NLSS list. Thus, an arbitrator may be listed,
and thereafter rotated to the bottom of the NLSS list even if: (1) the arbitrator recuses him or herself; (2) the
arbitrator is not ranked highly enough by the parties to be appointed or the arbitrator was struck; or (3) the arbitrator
is ranked highly enough to serve, is contacted, has no conflict of interest or bias that would disqualify him, but is
unavailable to serve.

When a three person panel will be appointed, generally two public arbitrators and one non-public arbitrator
are needed. For the generation of the list of non-public arbitrators and the list of public arbitrators, the same process
would be used. For the selection of the non-public arbitrators, the first five non-public arbitrators in the system will
be rotated forward for the first arbitration case. However, if, for example, the case is against Firm X and the first
person that NL SS generates, Arbitrator A51000, is employed by Firm X, NLSS will not select Arbitrator A51000 but
will skip over him or her and will list the next person classified as a non-public arbitrator. Arbitrator A51000 will
remain at the top of the internal NLSS rotating list for non-public arbitrators, and the NLSS will generate his or her
name when next requested to produce the names of non-public arbitrators for a case in the same hearing location.
The process for obtaining the list of public arbitratorsis the same.

2L NLSS can identify only obvious, disclosed conflicts of interest. For example, NLSS recognizes a conflict
of interest when the member firm that is the respondent is also the employer of an arbitrator rotating forward in
NLSS. NLSSwould not list such a person on a non-public arbitrator list being generated for that case.
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they might be highly qualified. By using arotation method, al arbitrators on the roster

will be placed on a selection list with the same regularity.

Under proposed paragraph (b)(4)(B), the automated NL SS selection process that
generates the arbitrators may be altered in order to accommodate a fifth factor, expertise.
Expertise has three subcategories: (1) subject matter expertise (also known as a
controversy code); (2) security expertise (also known as a security code); and (3) case

expertise (al'so known as a qualification code).

Two of these types of expertise, subject matter expertise and security expertise, are
factors that may beincluded inthe NLSS' selection or sorting process at the option of a
party as provided in proposed paragraph (b)(4)(B). These are discussed in the following
paragraphs. The third type of expertise, case expertise, will be afactor in the NLSS
selection process at the option of the Director or at the request of the parties; the category
isvery narrow and itsuse is primarily to aid in the administration of acase. Case
expertise contains only three subcategories: injunctive relief cases; employment law
cases, and large and complex cases. Only one of the subcategories, that identifying
expertise in large and complex cases, isrelevant for any customer arbitration and is very
infrequently utilized.”* When used, the NLSS will search for the names of arbitrators, if
such arbitrators exist, in the appropriate hearing location with expertise in large and

complex cases.

2 The two other types of case expertise, expertise involving injunctive relief and employment issues, are

used only in intra-industry arbitrations.
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As noted above, the two types of expertise that may be factorsto be included in the
NLSS's selection or sorting process at the option of a party are subject matter expertise
and security expertise. First, a party may request for listing arbitrators who possess
certain types of subject matter expertise.”® Thus, although NLSS will always “sort” or
“search” for arbitrators according to the four primary factors (arbitrator classification,
hearing location code, rotation, and identified conflicts of interest), when a party requests
that the lists include arbitrators with subject matter expertise, the NLSS will add the
additional factor and sort or select for placement on the lists some arbitrators having the
subject matter expertise identified. However, the Director is not obligated to provide a
list that contains one or more arbitrators having the requested subject matter expertise
because (1) such arbitrators may not be available in the applicable hearing location; or,
(2) even if such persons exist in the hearing location, the NLSS or the Director may be
required to exclude them from the lists under another provision of the proposed rule (e.g.,
aconflict of interest identified by the ODR upon areview of the proposed arbitrator’s
Central Registration Depository (“*CRD”) record, discussed below). In addition, NLSS
currently islimited to those areas of subject matter expertise that have been coded for the
NLSS and, if not coded into the NLSS, ODR does not have the administrative capacity to

identify arbitrators who might possess in-depth knowledge in the desired subject (e.g.,

= An arbitrator is deemed to have certain subject matter expertise if he or she represents on an NASD

arbitration intake form that he or she possessesit. ODR does not verify such representations.
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bankruptcy is not a category of expertise identified in the NLSS; “churning” and

“suitability” are subject matter categories that are identified.)*

The second subcategory of expertise, security expertise, is also added to the NLSS
selection process at the option of aparty. There are 22 security subcategories, listing
various types of securities or other financial instruments (e.g., common stock, municipal
bonds, stock index futures, Ginnie Maes, etc.) , and a party may indicate whether
expertise regarding a particular instrument is desired. The same procedure described
above regarding NLSS selection to accommodate the additional factor of subject matter
expertise will apply if aparty optsto include security expertise in the NLSS selection
process. If available in the hearing location, certain arbitrators may be added to the
arbitrator lists generated by NLSS. However, the Director is not obligated to provide a

list that contains one or more names having the requested security expertise.

(@iii)  Conflicts-of-Interest

During the preparation of the arbitrator lists, two types of conflict-of-interest checks
will occur. Thefirst isthe check for conflicts of interests between parties and potential
arbitrators that will be performed as part of the automated NL SS process that was noted
above.® The second process will be areview for conflicts of interest performed manually

by ODR.

2 The areas of subject matter expertise that are coded in NLSS are those that previously have been

identified in arbitrator disclosure forms. NASD Regulation plans in the future to update and to amend the designated
subject matter areas. At that time, NASD Regulation will make corollary changesto NLSS.

» See discussion regarding proposed Rule (b)(4)(A) and n. 21, supra.
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The second review for conflicts of interest will occur after the NLSS creates alist of
arbitrators, but before the list isfinalized. ODR will perform areview based upon
information that each arbitrator discloses to ODR?® and, for non-public arbitrators,
additional information found in the CRD. After areview of available information, ODR
may remove an arbitrator based upon such disclosure.”” See also proposed amendments
to Rule 10312. ODR's screening for a conflict of interest will avoid limiting the parties
choiceslater. ODR will eliminate arbitrators from alist who would almost certainly be
disgualified at alater stage in the proceeding due to a conflict of interest. If arbitrators
are eliminated during this process, ODR will replace them by returning to NL SS so that
the minimum number of public arbitrators, and, if applicable, non-public arbitrators, are

on thelist or lists that will be mailed to the parties.

After the parties receive the lists, the parties also will have the ability to review
information disclosed by the potential arbitrators to determine if a conflict of interest
exists. Under proposed paragraph (b)(6), for each arbitrator listed, the Director will
provide the parties with the arbitrator’ s employment history for the past 10 years and any
other information disclosed by the arbitrator under Rule 10312. This information may
disclose a conflict of interest between a party and the arbitrator listed and permits the

parties to make more informed decisions during the process of ranking and striking the

% Under current Rule 10312, a person who wishes to be considered for appointment as an arbitrator must

make disclosures to the Director of certain financial, business, employment, and personal information for the purpose

of determining whether any interest, relationship or circumstances exists that might preclude a person, if appointed to
an arbitration panel, from rendering an objective and impartial decision. The obligation to disclose is a continuing

one. Rule 10312(c).

z At this stage of the arbitrator appointment process, ODR staff would not make telephone inquiries.
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listed arbitrators. Under paragraph (b)(6), the parties may request additional information

from the arbitrators; any response by an arbitrator is forwarded to all parties. If aparty
identifies a conflict of interest, the party’ s remedy isto strike the person from the list, in

the process described in greater detail below. Proposed Rule 10308 (¢)(1)(A).

(iv)  Transmittal to Parties

The Director shall send the liststo all parties approximately 30 days after the
respondent’s answer is due, or, if there are multiple respondents, approximately 30 days
after the last answer isdue. If thereisathird-party claim, the Director shall send the lists
approximately 30 days after the third-party respondent’ s answer isdue or, if there are
multiple third-party respondents, approximately 30 days after the last answer is due.
Proposed Rule 10308(b)(5). Under proposed paragraph (a)(7), “send” means to send by
first class mail, facsimile, or any other method available and convenient to the parties and
the Director, and the lists and all other transmissions between the parties and the Director

shall be sent using one of these methods.

(C) Striking, Ranking, and Appointing Arbitrators -- Paragraph ()

Generally, paragraph (c) of the proposed rule sets forth the method by which a party
strikes and ranks arbitrators and the procedures ODR will use to consolidate the parties
preferences and appoint an arbitration panel. Under paragraph (c), the parties rank the
arbitrators on the list according to the parties’ preferences, and strike arbitrators to

remove them from consideration. Proposed paragraph (c) will implement the most
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important feature of the list selection rule, that of allowing a party to exercise significant

influence over the composition of the party’s arbitration panel.

() Striking and Ranking Arbitrators

Proposed paragraph (c)(1) provides the basic structure for the parties to exercise
their influence in selecting arbitrators for their arbitration proceeding. First, each
claimant and each respondent strike any one or more arbitrators from the list (or lists, if
there are two lists) for any reason, including the party’ s concern that the arbitrator may
have a conflict of interest. Second, the party ranks each arbitrator remaining on the list by
assigning the arbitrator a different numerical ranking. A “1” rank indicates the party’s
first choice, a“2” indicates the party’ s second choice, and so on, until al the arbitrators
areranked. When a party receives onelist of public arbitrators and one list of non-public
arbitrators, the party must rank arbitrators on each list separately. Proposed Rule
10308(c) (1). Asnoted above, al claimants who file asingle claim are treated as one
claimant; and similar treatment is accorded to al respondents who file one answer. Thus,
frequently, persons must act jointly to determine which arbitratorsto strike and how to
rank the remaining arbitrators on the listsin order for persons who are parties to have
their preferences for arbitrators weighed appropriately. Moreover, even when all
claimants do not file asingle claim (or all respondents do not file a single answer), the
party claimants’ (or the party respondents’) rankings will be consolidated prior to the
consolidation that occurs of claimant and respondent rankings, where the party claimants

(or party respondents) do not submit one set of rankings. See proposed Rule 10308

©(@)(D).
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Under proposed paragraph (c)(2), each party’s lists of arbitrators reflecting the

party’ s strikes and rankings must be returned to the Director not later than twenty days
after the Director’ s letter communicating the lists was sent. If a party does not timely
return the lists, the Director shall treat the party as having retained all the arbitrators on
the lists and as having no preferences. If the lists are returned but a party fails to rank an
arbitrator on alist, the Director will assign the arbitrator the next lower ranking after the
lowest-ranked arbitrator on that list. For example, if aparty ranks arbitratorson alist
containing ten public arbitrators by striking six arbitrators and ranking arbitrators A, B,
andC,as"“1,” “2,” and “3,” respectively, and fails to rank public arbitrator D, ODR will

assign arbitrator D aranking of “4.”

If aparty failsto rank more than one arbitrator on the same list or gives two or more
arbitrators on the same list the same numerical ranking, then the Director shall rank the
multiple, unranked arbitrators in the same order of preference that the list originally
generated by NL SS reflected and transmitted to the parties for their ranking. (When
NLSS generates alist, the person listed first is ranked as high or higher by NLSS
selection factors than the person listed second, third, and so on. Generally, this NLSS
ranking is not relevant because the ranking by the partiesis the basis for appointing
arbitrators. NLSS “ranking” only becomes relevant when the parties fail to rank, or

improperly rank multiple arbitrators on alist.)®

% In this process, when only the four factors are considered in the NLSS-list generation process (e.g.,

arbitrator classification, hearing location code, rotation, and no identified conflicts of interest), the person who has
taken part in the fewest list selection processes (i.e., having a higher rotation number) would be placed higher on the
NL SS-generated list than a person who has participated in more list selection processes. (E.g., P, a public arbitrator
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(i1) Consolidating Parties Rankings

After the claimant and respondent have returned their lists to the Director, the
Director implements the parties’ preferences for arbitrator selection using the process
described in proposed paragraph (c)(3). Under proposed paragraph (c)(3), the Director,
using the NLSS, creates a consolidated list of the public arbitrators, and, if non-public
arbitrators are also ranked, a second consolidated list of non-public arbitrators, using a

one or two-step consolidation process.

Since generally all partieswho file asingle clam are treated as one claimant and all
respondents who file one answer are treated as one respondent, in most cases, the
Director will consolidate the parties' preferences for arbitrators using a one-step process.
The Director will add the consolidated rankings of the claimant and the respondent to
produce a single consolidated list for the public arbitrators and, if necessary, a second
consolidated list for the non-public arbitrators. Proposed Rule 10308(c)(3). NLSS

performs the consolidation functions.

When there are multiple claimants or respondents, the Director will use atwo-step
consolidation process. First, the Director will consolidate all rankings of the multiple
claimants or respondents. For example, if there are two respondents, R #1 and R #2, the

rankings of R #1 and R #2 are added together, resulting in one consolidated respondent

in Richmond, Virginia who has participated in the list selection process six times would be listed more highly by
NLSS than Z, a public arbitrator from Richmond, Virginia who has participated in the list selection process seven
times, if both were generated for the same list. Therefore, if a party failed to rank both P and Z, the Director would
refer to the original NL SS-generated list and rank P more highly than Z ).  If additional factors are introduced, such
as subject matter expertise, those persons having the greatest cluster of desired factors or characteristics would be
listed most highly on the NLSS-generated lists and that ordering would be used by the Director for the default
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ranking for each listed public arbitrator and a second consolidated respondent ranking for
each listed non-public arbitrator. Thisfirst step in the two-step consolidation process
may be avoided by cooperation. The parties may file alist to which the parties have
jointly agreed. Proposed Rule 10308(c)(1)(D). Thefirst step of the consolidation process,
consolidating all the preferences of multiple claimants and, separately, those of multiple
respondents, prevents numerous parties on one side of the case from unfairly affecting the
selection of the arbitrators. By consolidating the rankings of parties on the same side, the
process ensures that claimants’ and respondents’ choices will have the same weight in the
arbitrator selection process. Second, as previously described, the NLSS will consolidate
the rankings of the claimants and the respondents to produce a single consolidated list for
public arbitrators and, if necessary, a second list for non-public arbitrators.? (Proposed

Rule 10308(c)(3)).

In instances where the Director determines that the interests of a claimant or a
respondent (including athird party respondent) are so substantially different from the
interests of other claimants or respondents, the Director may determine not to consolidate
the numerical rankings of that party with the numerical rankings of the other claimants (or
with the other respondents, as the case may be). Proposed Rule 10308(c)(3)(B). In those
instances, NLSS will not have the capacity to create the consolidated list (or lists).

Instead, the consolidated list (or lists) will be created based upon calculations performed

“ranking” process that is used only when the parties fail to rank multiple arbitrators.

» The proposed rule also accommodates the interests of a party added to the case if the party is added

before the Director has consolidated the other parties' rankings. Proposed Rule 10308(c)(6).
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manually by the ODR with each party’ s rankings having an equal weighting (e.g., wherea
claimant, arespondent, and a third party respondent are recognized as having
substantialy different interests, each of the parties rankings will have a33 _% weight in

the consolidated list or lists).
The following examples illustrate the consolidation process:

. If the dispute will be heard by one public arbitrator, the NLSS will produce
aconsolidated list that will contain the names of five public arbitrators,
ranked 1 through 5, based upon the consolidated rankings derived from the

parties’ rankings.

. If the list of public arbitrators sent to both parties contained five names
and the claimant strikes one name, then the consolidated list will rank,
numerically, the four names remaining on thelist. If the claimant strikes
one name and the respondent strikes a second name, then the consolidated
list will contain only the names of the three public arbitrators that neither

party chose to strike.

« A detailed example s set forth below:*

%0 The example illustrates the process that will be used for each list of arbitrators distributed to the parties.

Therefore, in cases where a panel of one non-public and two public arbitrators will be selected, this process will be
used to produce two consolidated arbitrator lists.
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Original List
Arb# List Position Arb Name
A00001 1 Red
A00100 2 Orange
A01000 3 Yelow
A10000 4 Green
A10001 5 Blue
A00500 6 Indigo
A99999 7 Violet
A20000 8 Cyan
A00200 9 Magenta
A02200 10 Fuchsia

With Parties' Rankings

Arb# List Arb Name | Consolidated | Consolidated Total Difference
Position Claimant Respondent
A00001 1 Red 1 6 7 5
A00100 2 Orange Strike 7 N/A N/A
A01000 3 Y ellow 2 1 3 1
A10000 4 Green 3 5 8 2
A10001 5 Blue 4 4 8 0
A00500 6 Indigo 5 3 8 2
A99999 7 Violet 6 2 8 4
A20000 8 Cyan 7 Strike Strike N/A
A00200 9 Magenta 8 8 16 0
A02200 10 Fuchsia 9 Strike Strike N/A

3 Each arbitrator in the NLSS is assigned an arbitrator identification number as he or she enters the

system. For example, a person who has been an NASD arbitrator since 1995 has a lower arbitration identification
number (e.g., A13888) than a person who has been an NASD arbitrator since 1997 (e.g., A17050).
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System Results
Arb# List Position Arb Name Consolidated Rank Notes
A00001 1 Red 2 Total is7
A00100 2 Orange Strike N/A
A01000 3 Yellow 1 Total is3
A10000 4 Green 4 Total is8
Differenceis 2
List Position is 4
A10001 5 Blue 3 Total is8
DifferenceisO
List Positionis5
A00500 6 Indigo 5 Total is8
Differenceis 2
List Position is 6
A99999 7 Violet 6 Total is8
Differenceis4
List Positionis7
A 20000 8 Cyan Strike N/A
A00200 9 Magenta 7 Total is16
A02200 10 Fuchsia Strike N/A
Rearranged by Rank
Arb# Arb Name Consolidated Rank Notes
A01000 Yellow 1 Total is3
A00001 Red 2 Total is7
A10001 Blue 3 Total is8
DifferenceisO
List Positionis7
A10000 Green 4 Total is8
Differenceis2
List Positionis4
A00500 Indigo 5 Total is8
Differenceis 2
List Positionis 6
A99999 Violet 6 Total is8
Differenceis 4
List Positionis7
A00200 Magenta 7 Total is16
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Numerical ties between two or more arbitrators during consolidation will be broken
by NLSS by the following principles. First, NLSS will break atie during consolidation
by preferentialy ranking one arbitrator above another based upon which of the tied
arbitrators has a set of rankings, that, when compared, result in the smallest numerical
difference between the claimant ranking and the respondent ranking. For example, in the
tabular example above, the consolidated rankings of the consolidated claimant and the
consolidated respondent have resulted in four arbitrators, Green, Blue, Indigo, and Violet,
each receiving a consolidated ranking of 8, resulting in afour-way tie. (Seetable entitled
“With Parties Rankings.”) Of the four tied arbitrators, Blue will be assigned a ranking as
the most preferred arbitrator because the difference between Blue' s consolidated
claimant’ s ranking and Blue's consolidated respondent’sranking isO (i.e., 4 - 4=0);
conversely, Violet would be given the fourth (or lowest or |least preferred) ranking of the
four arbitratorsin the four-way tie because of the largest difference in the rankings that
the consolidated claimant and the consolidated respondent gave Violet, compared to the
three others (i.e., the consolidated claimant ranked Violet 6 and the consolidated
respondent ranked Violet 2, resulting in adifference of 4 (i.e., 6 - 2 = 4), whereas the
differences in the rankings assigned Blue, Green, and Indigo are, respectively, 0, 2 and

2.) (Seetable entitled, “ Rearranged by Rank™).

A second principle that governs tie-breaking within NLSS is that, given an equal
difference in the consolidated ranking, an arbitrator who was listed higher (as more
preferred) on the list as originaly generated by the NL SS and transmitted to the parties

will be given amore preferred or higher ranking in order to break this type of tie.
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Referring to the same example, Green and Indigo both show consolidated rankings of 8,
resulting in the first type of tie discussed above. In addition, Green and Indigo each
received rankings from consolidated claimants and respondents that are different by only
2. Thefirst principle applied to break atie does not provide any assistance; the second
principle must be applied. Applying the second principle, during the consolidation
process NLSS will rank Green as more preferred (or higher) than Indigo because, on the
original list generated by NLSS, Green had alist position of 4, which was higher than
Indigo’slist position of 6. (See table entitled, “Rearranged by Rank,” and the column
entitled “Notes,” for the final NL SS consolidated rankings taking into account these two
tie-breaking principles, and the table entitled “Original List” for the position of the

arbitrators on the list as originally generated by NLSS.)

(iii) Appointing Arbitrators

Proposed Rule 10308(c)(4) sets forth the steps the Director will take to appoint
arbitrators after consolidation occurs. Assuming that the tabular example aboveisalist
of public arbitrators, if the arbitration is to be heard by one public arbitrator, the Director
contacts the public arbitrator ranked highest on the list. Thus, the Director would contact
Yellow first to determineif Yellow was available to serve and, if not disqualified, Yellow
would be appointed. Using the tabular example above, if the Director were required to
appoint a three-person arbitration panel, the Director would contact Y ellow and Red to
determine if they were available to serve and, if not disqualified, would appoint them. If
necessary, due to the unavailability or disqualification of one of the two arbitrators, the

Director would then contact Blue, and invite Blue to serve. The Director would refer to a



Page 109 of 118

second list, generated according to the same principles, to determine which non-public

arbitrator should be contacted first.

The contact isto determine if the arbitrator is available and, after being provided the
issues of the case and the names of the parties, if the arbitrator is aware of any conflicts of
interest or bias or other reason that may preclude the arbitrator from rendering an
objective and impartial decision. Based upon the information that the arbitrator has
previoudy provided under Rule 10312, and any information obtained from any other
source, the Director shall determineif the arbitrator should be disqualified. If the
Director determines that the arbitrator should not be disqualified and that the arbitrator is

available, the Director appoints the arbitrator. Proposed Rule 10308(c)(4).

The Director will establish atime frame for ODR’s guidance if alisted arbitrator is
contacted but fails to respond to ODR'’ s inquiries regarding availability and
disqualification. For example, if an arbitrator istelephoned and fails to respond, ODR
will eliminate such arbitrator and contact the next listed arbitrator after an appropriate,
but relatively brief, period. ODR must exercise such discretion in fairness to all parties

who are waiting for their arbitration cases to be resolved.

(iv) Selecting a Chairperson

The Director notifies the parties of the appointments and requests that the parties
appoint a chairperson. The parties may jointly select one of the arbitrators (including the
non-public arbitrator) to be the chairperson of the panel. Proposed Rule 10308(c)(5). If

the parties fail to appoint a chairperson by mutual agreement within 15 days, the Director
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will appoint the chairperson. If the Director appoints the chairperson, the chairperson
will be one of the public arbitrators, but one who is not an attorney or other professional
who has devoted 50% or more of his or her professional or business activities, within the
past two years, to representing or advising public customers in adversarial proceedings
concerning disputed securities or commodities transactions or related matters.* This
provision also excludes a person who is employed by a person engaged in the listed

professional activities from being appointed as chairperson.

(v) When the Consolidated List is Insufficient

Under proposed Rule 10308(c)(4), if the Director is not able to appoint the number
of arbitrators needed for the panel using the consolidated list, the Director may appoint
other arbitrators from the NLSS roster as necessary. If the Director is required to appoint
anon-public arbitrator, the Director may not appoint a non-public arbitrator who meets
the criteria set forth in paragraph (a)(4)(B) or (a)(4)(C), unless the parties otherwise agree.

A non-public arbitrator in proposed paragraph (8)(4)(B) is one who isretired from the
securities or commodities industry; proposed paragraph (a)(4)(C) describes a non-public
arbitrator who is a professional who devotes 20 percent or more of hisor her professional

time to clients who are engaged in any of the securities or commodities business activities

2 Specifically, proposed paragraph (c)(5) prohibits the Director from appointing as the chairperson a

public arbitrator who:

(A) isan attorney, accountant, or other professional, and

(B) has devoted 50% or more of his or her professional or business activities,
within the last two years, to representing or advising public customers in matters
relating to disputed securities or commodities transactions or similar matters.
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described in subparagraph (a)(4).>® When the Director appoints a non-public arbitrator in
this stage of the proceeding, the parties no longer have the ability to strike. Thus, the rule
requires that the Director choose a non-public arbitrator who is active and fully involved

in the securities or commodities industry or related industry.

(D) Arbitrator Disclosures and Removing Arbitrators --

Paragraph (d

An arbitrator has a continuing obligation under Rule 10312 of the Code to disclose
to the Director any circumstances that might preclude the arbitrator from rendering an
objective and impartial determination in an arbitration including, adirect or indirect
financial or personal interest in the outcome of the arbitration, or any existing or past
financial, business, professional, family or social relationships with a party, counsel, or
representative (or, when later identified, awitness) that might affect impartiality or might
reasonably create an appearance of partiality or bias. The ODR, in turn, must discloseto
the parties any information the arbitrators provide. As noted previously, under proposed
Rule 10308(c), ODR forwards to the parties the information disclosed to the Director

under Rule 10312.

If the parties believe that the information forwarded to them from ODR or
information from any other source suggests that the arbitrator may not be impartial

regarding the issues or the case, and if such information is received before the party has

8 Although a party does not have the right to strike an arbitrator appointed under the process described in

proposed paragraph (c)(4)(B), a party retains the right to request that the Director consider disqualifying an
arbitrator appointed pursuant to proposed Rule 10308(c)(4)(B).
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returned the arbitrator lists to the Director, a party may simply strike the arbitrator under
proposed Rule 10308(c). Thus, prior to sending in the party’ s preferences to the Director
for consolidation, a party has an unlimited right to strike any potential arbitrator asto

whom the party suspects bias.

Proposed paragraph (d)(1) provides for disqualification after an arbitrator has been
appointed by the Director under paragraph (c)(4).>* Under proposed Rule 10308(d)(1), a
party or the Director may raise adisqualification issue. However, the decision to
disgualify an arbitrator already selected under proposed Rule 10308(c)(4) lies solely with
the Director. The Director may not make any decision to disqualify an arbitrator,
however, after the commencement of the earlier of two events: (i) the first prehearing
conference or (ii) thefirst hearing. Proposed Rule 10308(d)(2). At that point or
thereafter, if aparty believes that an arbitrator should be disqualified, the matter must be
raised before the arbitration panel. Vacancies created as aresult of adisqualification
under proposed paragraph (d)(1) are filled by the Director by referring to the appropriate
consolidated list from which the panelists were originally obtained (proposed Rule
10308(d)(3)) or, if there are no persons remaining on the consolidated list, by a person the

Director selects under proposed Rule 10308(c)(5).

# As noted above, disqualification issues that arise after the Director, using NLSS, has begun

consolidating parties preferred arbitrators, may be addressed by the Director directly as part of the appointment
process described in paragraph (c)(4).
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(E) Discretionary Authority -- Paragraph (€)

Under paragraph (e), the Director’ s authority to exercise discretionary authority is
stated explicitly. In paragraph (€), the Director has authority to resolve a problem that
arises relating to the appointment of arbitrators or any other procedure under the ruleif (i)
the rule does not have an applicable provision, or (ii) the application of a specific
provision in the rule would not result in aresolution of the underlying problem because

the facts and circumstances are unanticipated or unusual.

(3) Miscellaneous Related Proposed Rule Changes

(A) Proposed Conforming Amendments

NASD Regulation is proposing conforming amendments to Rules 10104, 10309,

10310, 10311, 10312, and 10313.

NASD proposes to make parallel amendments to Rule 10104 and Rule 10309.
NASD Regulation proposes to amend Rule 10104 to reflect that the specific provisions of
proposed Rule 10308, rather than the genera provisions of Rule 10104, regarding the
composition and appointment of arbitration panels, will apply to arbitrations involving
public customers. Rule 10104 would not apply to a question regarding the composition
and appointment of such arbitration panels unless none of the specific provisionsin

proposed Rule 10308 would be applicable.®*® NASD Regulation proposes the same type

® Rule 10104 and certain other rules in the Rule 10000 Series may be amended further or rescinded when
alist selection rule applicable to intra-industry arbitration proceedingsis approved. NASD Regulation plansto file a
rule shortly so that NLSS may be used for panel selection in intra-industry arbitrations, as well as in customer
arbitrations.



Page 114 of 118

of amendment to Rule 10309, asimilarly genera provision relating to the composition of

arbitration panels.

NASD Regulation proposes to amend Rule 10310 and 10311 to make both of them
inapplicable to proceedings subject to Rule 10308. Under Rule 10310, NASD Regulation
notifies parties of arbitrators appointed, and under Rule 10311, parties have theright to a
peremptory challenge of an arbitrator. Because proposed Rule 10308 deals with both
types of procedures, NASD Regulation proposes to amend Rules 10310 and Rule 10311

so that neither will apply to arbitration proceedings involving public customers.

NASD Regulation is proposing to amend Rule 10312 to make it consistent with
proposed Rule 10308. Both Rules contain provisions regarding an arbitrator’ s obligation
to disclose information to the Director and disqualification based upon such disclosure.
The proposed changes to Rule 10312 state explicitly when the Director’ s authority to
disqualify an arbitrator terminates, and provide an arbitrator the option to withdraw from
an arbitration panel prior to disclosure of arbitrator information to the parties. A fina
change in Rule 10312 makes the timing of a disclosure consistent with the parallel

provision in proposed Rule 10308.

The proposed changes to Rule 10313 are necessary because Rule 10313
incorporates by reference certain proceduresin Rule 10311, and that rule, if amended,
will not apply to arbitrations involving public customers. Specifically, NASD Regulation
proposes to amend the last sentence of current Rule 10313 so that, for arbitration

proceedings involving public customers, a party may exercise the right to challenge a
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replacement arbitrator within the time remaining prior to the next scheduled hearing
session by notifying the Director in writing of the challenged arbitrator’ s name and the

basis for such challenge.

(B) Proposed Amendments to Rule 10315

In the past, the first formal meeting of the arbitration panel and the parties generally
was the first hearing. Asthe arbitration process has evolved, NASD Regulation has
encouraged most arbitration panels to hold prehearing conferences. For most arbitrations
currently, the first formal meeting of the arbitration panel and the partiesis a prehearing
telephone conference. NASD Regulation proposes to amend Rule 10315 regarding the

scheduling of the first meeting to reflect the current practice.

NASD Regulation also proposes to amend from eight business daysto 15 business
days the period that NASD has for giving notice of the first meeting to the parties and the
arbitrators. The period is being amended to conform to the 15 business day period set
forth in Rule 10310, which formerly also was a period of only eight business days.

(C) Proposed Amendments to Various Rules to Correctly Identify

Committee Name

The committee of NASD Regulation that addresses arbitration mattersis the
National Arbitration and Mediation Committee. NASD Regulation proposes to amend
each rule in which the outdated term “National Arbitration Committee” is used by

replacing the outdated term with the current committee name, the “National Arbitration
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and Mediation Committee.” (See, e.g., Rule 10102, Rule 10103, Rule 10104 referenced

specifically above, Rule 10301, and Rule 10401).

(4) Request for Comments on Specific Topic

NASD Regulation proposesto allow parties to have the right to strike an unlimited
number of arbitrators from lists under proposed Rule 10308(c)(1)(A). NASD Regulation
specifically requests comment on whether parties should have an unlimited number of
strikes, or whether the right to strike should be limited. If aclaimant, for example, strikes
every arbitrator listed, all the listed arbitrators are ineligible, the respondent’ s preferences
are nullified, and the Director appoints arbitrators who are not listed. Thus, the unlimited

right to strike may be too broad to accomplish the purposes intended by the rule proposal.

NASD Regulation is requesting that the proposed rule change be effective within 45

days of SEC approval.

(b) NASD Regulation believes that the proposed rule change is consistent with the
provisions of Section 15A (b)(6) of the Act,* which requires, among other things, that the
Association’s rules must be designed to prevent fraudulent and manipulative acts and
practices, to promote just and equitable principles of trade, and, in general, to protect

investors and the public interest.

% 15 U.S.C § 780-3.
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(B) Self-Regulatory Organization's Statement on Burden on Competition

NASD Regulation does not believe that the proposed rule change will result in any
burden on competition that is not necessary or appropriate in furtherance of the purposes

of the Act, as amended.

© Self-Regulatory Organization's Statement on Comments on the Proposed

Rule Change Received from Members, Participants, or Others

Written comments were neither solicited nor received.

1. DATE OF EFFECTIVENESS OF THE PROPOSED RULE CHANGE AND
TIMING FOR COMMISSION ACTION

Within 35 days of the date of publication of this notice in the Federal Register or

within such longer period (i) as the Commission may designate up to 90 days of such date
if it finds such longer period to be appropriate and publishesits reasons for so finding or

(i) asto which the self-regulatory organization consents, the Commission will:

A. by order approve such proposed rule change, or
B. institute proceedings to determine whether the proposed rule change
should be disapproved.

V. SOLICITATION OF COMMENTS

Interested persons are invited to submit written data, views, and arguments
concerning the foregoing. Persons making written submissions should file six copies

thereof with the Secretary, Securities and Exchange Commission, 450 Fifth Street, N.W.,
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Washington, D.C. 20549. Copies of the submission, all subsequent amendments, all

written statements with respect to the proposed rule change that are filed with the
Commission, and all written communications relating to the proposed rule change
between the Commission and any person, other than those that may be withheld from the
public in accordance with the provisions of 5 U.S.C. 552, will be available for inspection
and copying in the Commission's Public Reference Room. Copies of such filing will also
be available for inspection and copying at the principal office of the NASD. All
submissions should refer to the file number in the caption above and should be submitted

by [insert date 21 days from the date of publication].

For the Commission, by the Division of Market Regulation, pursuant to delegated

authority, 17 CFR 200.30-3(a)(12).

Jonathan G. Katz

Secretary



