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Introduction

Underthe FederalArbitration Act (the “FAA”), Americancourtshavehistorically favoredthe
useof pre-disputearbitrationclausesto compelarbitrationas an alternativedisputeresolution
mechanism. In the contextof securitieslaw, the U.S. SupremeCourt extendedthe favorable
treatmentof pre-disputearbitration clausesin Shearson/Americaixpress,inc. v. McMahon
482 U.S. 220 (1987). In McMahon the Court explainedthat the FAA generallymandates
enforcemenbf agreementso arbitratestatutoryclaimsin the contextof the SecuritiesExchange
Act of 1934,but alsoexplainedthat, aswith any statutorydirective,the FAA’'s mandatemay be
overridderby a contrarycongressionatommand:

Since McMahon the useof arbitrationhas continuedto governa variety of securities-related
disputes. A recentdevelopmentlongtheselines occurredin October2012,whenthe Financial
Industry RegulatoryAuthority (“FINRA”) announcedhat it had openedits disputeresolution
processto investmentadvisersnot registeredwith FINRA or subjectto FINRA jurisdiction?
Significantly,to useFINRA's arbitrationforum, the investmentadviserandinvestormustreach
a post-dispute agreemento use the forum and must also agreethat they will be subjectto
FINRA'’s arbitrationrules.

Congresshasrecentlyrecognizedthat pre-disputearbitration clausesmay not be in investors’
bestinterestsin some contexts. Section921(b) of the Dodd-FrankWall StreetReform and
ConsumeiProtectionAct (the“Dodd-FrankAct”) amendedhe InvestmentAdvisersAct of 1940
to provide the U. S. Securitiesand Exchange Commission (the “SEC”) with rulemaking
authority to prohibit or impose conditionsupon the use of mandatorypre-disputearbitration
clausesn investmentadvisorycontracts’ In a studyof investmentadvisersandbroker-dealers

! “The [FAA]...mandatesenforcemenbf agreementso arbitratestatutoryclaims. Like any statutorydirective,the
[FAA’s] mandatemay be overriddenby a contrarycongressionatommand. The burdenis on the party opposing
arbitration, however,to show that Congressntendedto precludea waiver of judicial remediesfor the statutory
rightsatissue. If Congresdlid intendto limit or prohibit waiver of a judicial forum for a particularclaim, suchan
intent will be deduciblefrom the statute’stext or legislative history...or from an inherent conflict between
arbitrationandthe statute’sunderlyingpurposes.” McMahon 482 U.S. at 226-27(internalccitationsand quotations
omitted).
2 Bruce Kelly, FINRA Opens Arb System to RIAs, Investment News, October 25, 2012,
http://www.investmentnews.com/article/20121025/FREE/121029965
3 Theentiretext of Section921(b)of the Dodd-FrankAct is as follows:
(b) AMENDMENT TO INVESTMENT ADVISERS ACT OF 1940.—Section205 of the Investment
AdvisersAct of 1940 (15 U.S.C. 80b—5) is amendedby addingat the end the following new
subsection:
“(f) AUTHORITY TO RESTRICT MANDATORY PRE-DISPUTE ARBITRATION.—The Commission,by
rule, may prohibit, or impose conditionsor limitations on the use of, agreementghat require
customerr clientsof anyinvestmentdviserto arbitrateany future disputebetweerthemarising
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pursuantto Section913 of the Dodd-FrankAct, the SEC touchedupon mandatorypre-dispute
arbitrationclausesn investmeniadvisorycontracts: The studynotedthat®...during the Dodd-
FrankAct legislativeprocessconcernsvereraisedregardingmandatory-pre-disputarbitration,
including costsandlimited groundsfor appeal amongothers,”but concludedhat®...it [did] not
recommendhatthe [SEC] takeanyactionrelatingarbitrationaspart of theserecommendations,
becaus&ection921 providesthe [SEC] the opportunityto review thisissuein greatemetail.”

Given thesedevelopmentsthe MassachusettSecuritiesDivision (the “Division”) of the Office
of the Secretaryof the CommonwealthVilliam FrancisGalvin recentlyconducteda voluntary
and anonymous survey of investment advisers registered with and operating in the
Commonwealth. Among other things, the purposeof the “Survey Regarding Content of
Investment Advisory Contracts” (the “Survey”) was to gather information on investment
advisers’useof pre-disputearbitrationclausesn their client contracts. The Division mailedthe
Surveyto 710 state-registerethvestmentadviserson WednesdayJanuary?2, 2013. Responses
wererequestedby Friday,Januaryl8,2013.

Findings

The Division hasreceived370returnedsurveysasof Februaryll, 2013, representing2.11%of
all state-registereshvestmentdviserdocatedin MassachusettsOf those370responses37.3%
(323) of investmentadvisersindicatedthat they usestandardizedvritten contractspertainingto
their investmentadvisoryservices. Copiesof the Surveyresultsfor questionsertainingto the
useof mandatorypre-disputearbitrationclausesareattachederetoat Exhibit 1.

Of the 323 investmentadvisory firms that indicated they had written contracts,nearly half

confirmedthat thosecontractscontaineda mandatorypre-disputearbitrationclause. Of those
advisersthat havea pre-disputearbitrationclausein their contracts62.59%indicatedthat their

clausedesignate specificarbitratorto hearthe dispute’ and53.06%(78) of thosewith clauses
confirmedthat their clausesdesignatea specificlocationor jurisdiction in which the arbitration
musttakeplace®

The 92 investmentadvisoryfirms whosecontractsdesignatea specific arbitratoridentified that
arbitratorasfollows:

- 65.22%(60) designatehe AmericanArbitration Association(*AAA”);
- 16.3%(15) designatd-INRA,;

under the Federalsecuritieslaws, the rules and regulationsthereunderor the rules of a self-
regulatoryorganizationf it finds thatsuchprohibition,impositionof conditions,or limitationsare
in the publicinterestandfor the protectionof investors.”.
* Thefull textof the SEC Studycanbefoundat http://www.sec.gov/news/studies/2011/913studyfinal.pdf
® SEC Studypp. 134-35.
® Basedon the written explanationgprovidedby a numberof respondentsthe Division believesthat a significant
numberof the 12.7%(47) of investmentadviserswho indicatedthatthey did not usestandardizedvritten contracts
did sobecauseheyactonly asfirms thatsolicit businesdor otherinvestmentdvisoryfirms anddo not provideany
otherinvestmentdvisoryservices.
’ Alternatively,37.41%(55) of investmentdvisoryfirms haveclauseghatdo not designate specificarbitrator.
8 Similarly, 45.58%(67) of investmeniadvisoryfirms with arbitrationclausesn their contractsexplainedthattheir
clausedo not specifyarequirediocationor jurisdictionfor the arbitration.

2


http://www.sec.gov/news/studies/2011/913studyfinal.pdf

15.22%(14) statedthat their contractsdesignatedan arbitrator, but did not specifically
identify thearbitrator;

1.09%(1) designatd=-INRA and/orAAA;

1.09%(1) designatdendisputeand

1.09%(1) designatehe MassachusettSecuritiesDivision.

The 78 investmentadvisoryfirms whosecontractsdesignatea specificlocationor jurisdictionin
whichthearbitrationmusttakeplaceidentifiedthe arbitration’slocationasfollows:

47.44%(37) statedMassachusetasthe specificlocationor jurisdiction;

24.36%(19) statedBoston,Massachusetts;

15.38% (12) confirmed that their arbitration clausedesignateda location, but did not
specificallyidentify thelocation;

7.69%(6) statedanotherdocationin Massachusettsind

5.13%(4) statedothernon-Massachusettscations.

Conclusion

As demonstratedy the Division survey, nearly half of investmentadvisershave pre-dispute
mandatoryarbitrationclausesn their advisorycontracts. The SEC hasnot takena positionon

pre-disputearbitration clausessince the enactmentof Dodd-Frank. Meanwhile, FINRA has
openedits arbitration forum to investmentadvisers— a forum that a significant number of

advisershavealreadychoserto designate.

While the Division recognizegshatarbitrationmay be appropriatdan selectedsituations,a clause
binding an investorto arbitratea disputebeforeits circumstancesre establishednay not be in

that client’s bestinterests,nor may such a requirementbe consistentwith the fiduciary duty
owed to the client by the investmentadviser. Accordingly, the Division urgesthat the SEC
conductan in-depthreview of the useof theseclausesin the advisorycontextand enactsuch
rulesasarenecessargndappropriatdor the protectionof investors.

® Interestingly,althoughFINRA requiresan agreemenbetweenthe partiesto arbitratepost-dispute, a significant
numberof Massachusettimvestmentadvisersmaintainpre-dispute arbitrationclausesn their contractsdesignating
FINRA as thearbitrator.



Exhibit 1

Does your investment advisory firm use a
standard written contract?

47,12.70%

M Yes

H No

Does your investment advisory firm's
contract contain a mandatory pre-dispute
arbitration clause?

HYes EMNo mBlank

2,0.62%




Does the mandatory pre-dispute arbitration
clause designate a particular arbitrator?

B Yes HMNo

Which organization does the mandatory pre-
dispute arbitration clause designate as the
arbitrator?

Endispute
FINRA and/or AAA

MSD

Blank

FINRA

AAA




Does the mandatory pre-dispute arbitration
clause designate a particular location or
jurisdiction for the arbitration?

2,1.36%

HYes

H No
m Blank
Which location or jurisdiction does the
mandatory pre-dispute arbitration clause
designate?
Non-MA Location 4
MA Location 6
Blank 12
Boston 19
Massachusetts 37






