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INTEREST OF AMICI CURIAE1 

 Amici curiae are a Law Professor and the Uni-
versity of Pittsburgh School of Law Securities Arbi-
tration Clinic. The Securities Arbitration Clinic was 
created to assist investors of moderate means with 
small claims in securities arbitration through the 
Financial Industry Regulatory Authority (FINRA). 
Our interest in this case is in ensuring that the small 
investor will not be additionally burdened with the 
obligation to ascertain whether an arbitrator’s disclo-
sures are truthful, accurate and complete.  

----------------------------------------------------------------- 
 

SUMMARY OF THE ARGUMENT 

 The “actual bias” standard and the “knew or 
should have known” waiver standard adopted by the 
United States Court of Appeals for the Third Circuit 
in this case, place the investor-claimant in FINRA 
arbitrations at a significant disadvantage and are 
contrary to Congressional intent expressed in the 
passage of the Federal Arbitration Act (FAA) and the 
Maloney Act of 1938, as well as the continuing efforts 
of FINRA in leveling the arbitration playing field. 

 
 1 Pursuant to Rule 37.6, counsel for amici states that no 
counsel for a party authored this brief in whole or in part, and 
that no person other than amici, their members, or their counsel 
made a monetary contribution to the preparation or submission 
of this brief. Counsel for petitioner and respondent received 
timely notice of amici’s intent to file this brief and have consent-
ed to its filing in letters submitted with the filing of this brief. 
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Moreover, the Third Circuit’s holding in this case is 
contrary to the judicial recognition of the potential 
inequality of position in arbitration and the need to 
protect unsophisticated parties in mandatory arbitra-
tions. FINRA itself has acknowledged the inherent 
procedural unfairness in FINRA arbitration and has 
made efforts to create a process whereby investors 
can be reasonably assured that the system is fair and 
unbiased in the resolution of their claims. The Third 
Circuit’s decision in this case is contrary to the trend 
of investor protection and in fact increases inequality 
within FINRA arbitrations. 

 In a mandated securities arbitration process, 
such as the FINRA arbitration process, it is just as 
important to maintain the fairness and integrity of 
the system, as it is to preserve the finality of the 
arbitration process itself. In a mandatory arbitration 
process in which FINRA and the securities industry 
create the arbitration rules, select and train the 
arbitrators and mandate the disclosures required of 
the arbitrators, it is imperative that investors rea-
sonably believe that the system and the process are 
fair and unbiased in the resolution of their claims. 
The burden should be on FINRA and the Securities 
Industry to ensure adequacy and truthfulness of 
arbitrator’s disclosures rather than to place a burden 
on the investor to prove defects and deficiency in the 
arbitrator’s disclosure. 

----------------------------------------------------------------- 
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ARGUMENT 

I. The Third Circuit’s Decision is in Direct 
Conflict With Congressional and Judicial 
Efforts to Make Arbitration More Fair 

 In the trial court opinion, the court denied Mr. 
Stone’s petition to vacate the arbitration award on 
“evident partiality” grounds, and instead required 
that Mr. Stone prove “actual bias.” The court then 
concluded that Mr. Stone failed to establish “actual 
bias.” Stone v. Bear, Stearns & Co., Inc., 872 
F.Supp.2d 425 (E.D. Pa. 2012). The trial court further 
concluded Mr. Stone waived his right to challenge the 
award because either he knew or should have known 
of the conflict of interest. Id. The Third Circuit af-
firmed this decision and, finding the opinion to be 
“thorough” declined to offer any further explanation 
or commentary. Stone v. Bear, Stearns & Co., Inc., 538 
F.App’x 169, 170 (3d Cir.2013). The standards applied 
by the lower courts in this case are contrary to both 
the congressional intent evident in the enactment 
of the FAA, and in the repeated decisions reflect- 
ing judicial recognition of inequality within arbitra-
tions. 

 Congress enacted the FAA in 1925 recognizing 
the validity and enforceability of arbitration agree-
ments. Shelly Smith, Mandatory Arbitration Clauses 
in Consumer Contracts: Consumer Protection and 
the Circumvention of the Judicial System, 50 DePaul 
L. Rev. 1191, 1196 (2001). At that time, courts were 
hesitant and even hostile towards enforcing arbitra-
tion agreements and, therefore, Congress determined 
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that some federal action was necessary to legitimize 
these contracted provisions. Id., 1196-97. As recog-
nized in the House Report, arbitration agreements 
must be enforced in the same manner as any other 
contractual agreement while providing for the protec-
tion of the parties’ rights. Jodi Wilson, How the Su-
preme Court Thwarted the Purpose of the Federal 
Arbitration Act, 63 Case W. Res. L. Rev. 91, 100-01 
(2012).  

 The FAA promotes arbitration as a valid and 
enforceable means of dispute resolution, while recog-
nizing that the responsibilities and expectations of 
the parties involved in arbitration should mirror 
those of an individual in litigation. The parties in an 
arbitration proceeding, just as parties in litigation, 
should be able to expect and demand impartiality on 
the part of those deciding their case. Included in the 
FAA is a provision which authorizes a court to vacate 
an award in cases of “evident partiality or corruption 
in the arbitrators.” 9 U.S.C. §10(a)(2) (2002). Con-
gress recognized that a biased arbitrator would taint 
arbitration proceedings and thus Congress provided a 
remedy in such a situation. Id.  

 Although the FAA promotes arbitration as a form 
of alternative dispute resolution between two equally 
situated parties, often securities arbitration involves 
a small investor who has difficulty competing with a 
large corporate respondent due to a number of fac-
tors, including financial inequality, transactional 
inexperience, and limited resources. In other areas of 
dispute resolution, and in an attempt to equalize the 
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playing field, Congress has passed statutes to protect 
the consumer in their interactions with large corpora-
tions. Smith, 50 DePaul L. Rev. 1191, 1220 (2001). 
Statutes such as the Truth in Lending Act, the Mag-
nuson-Moss Warranty Act, and the Fair Debt Collec-
tion Practices Act were enacted, in part, to require 
corporations to engage in transactions with the 
consuming public in a manner that is both ethical 
and fair. Id. Unfortunately for the consumer, however, 
corporations often require customers to sign restric-
tive arbitration clauses which require that all dis-
putes be submitted to arbitration and which ensure 
that no other form of dispute resolution will be con-
tractually allowable. In most cases, consumers have 
no bargaining power to change these arbitration 
provisions, as they are almost always contracts of 
adhesion. In these cases, courts have attempted to 
provide some protection to consumers by considering 
the sophistication of the parties involved in a contract 
with a mandatory arbitration provision. Often, the 
sophistication of the party helps determine if proce-
dural unconscionability has occurred and therefore 
whether a provision should be enforced. Meredith R. 
Miller, Contract Law, Party Sophistication and the 
New Formalism, 75 Mo. L. Rev. 493, 515 (2010). 
Although courts have long recognized an imbalance 
of experience between contracting parties in con-
sumer cases, all investors, including small investors, 
are required to participate in the mandated FINRA 
arbitration process.  
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 The creation and development of FINRA also 
illustrates Congress’ intent to protect small investors 
from unethical securities market participants. Fol-
lowing the Great Stock Market Crash of 1929, Con-
gress determined that the nation’s capital markets 
required some form of federal supervision to create an 
ethically operating securities industry. Kenneth B. 
Orenbach, A New Twist to an On-Going Debate About 
Securities Self-Regulation: It’s Time to End FINRA’s 
Federal Income Tax Exemption, 31 Va. Tax Rev. 135, 
141-43 (2011). To limit self-dealing and market ma-
nipulation, the Securities Exchange Act of 1934 
(Exchange Act) was enacted. The Exchange Act 
created the Securities and Exchange Commission 
(SEC) and provided for the implementation of pri-
vately operated self-regulatory organizations (SRO). 
Id., 137. Although SROs were tasked with “regulating 
their members by adopting and enforcing rules re-
quiring fair and ethical business practices,” the power 
granted by the Exchange Act extended only to stock 
exchanges while failing to address regulation of 
the over-the-counter market. Id., 137-38. Congress 
responded to this deficiency by enacting the Maloney 
Act in 1938 as an amendment to the Exchange Act. 
The Maloney Act allows associations of broker-dealers 
to register as national securities associations if they 
are “designed to prevent fraudulent and manipulative 
acts and practices.” 15 U.S.C. §78o-3(6) (2006).  

 The National Association of Securities Dealers 
(NASD) was registered in 1939 to act as an SRO and 
to monitor the securities market. Often the NASD 
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supervision proved inadequate in that it failed to 
adequately monitor broker-dealer practices. Orenbach, 
31 Va. Tax Rev. 135, 144-47 (2011). Following decades 
of poor regulatory oversight, the NASD and the 
regulatory arm of the New York Stock Exchange 
(NYSE) were merged to form FINRA. Id., 148. FINRA 
requires its members to “observe high standards 
of commercial honor and just and equitable principles 
of trade.” Duties and Conflicts Rule 2000, FINRA 
Manual. FINRA Rules of Arbitration Procedure 
§2010. These Rules prescribe the responsibilities and 
duties expected of FINRA members to engage in 
ethical business practices, putting the interests of the 
customer above their own financial motivation.  

 
II. FINRA Has Acknowledged Inherent Pro-

cedural Unfairness in Arbitration 

 The mandatory nature of the FINRA arbitration 
process raises questions of fairness, despite the 
numerous rule changes and other developments in 
favor of improved investor confidence. See Arbitration 
Fairness Act of 2007: Hearing on S.1782 Before the 
Subcomm. on the Constitution of the S. Comm. on the 
Judiciary, 110th Cong. (2007). While the securities 
industry contends that arbitration is more economical 
than litigation and equally fair to all parties, con-
sumer rights activists criticize the mandatory nature 
of the pre-dispute arbitration provisions, as well as 
the fairness to consumers of the securities arbitration 
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process itself. Benjamin J. Warach, Mandatory Secu-
rities Arbitration After FINRA Rule 123403(D): The 
Debate Remains the Same, 18 PIABA B.J. 109 at n.5 
(2011). The conclusions drawn from these studies 
highlight a need to provide investors with additional 
assurances that the process is neutral and impartial. 
Constantine N. Katsoris, Securities Arbitrators Do 
Not Grow on Trees, 14 Fordham J. Corp. & Fin. L. 49, 
59-60 (2008). Since it is often difficult to measure the 
substantive impartiality of an arbitration award 
because awards are often without opinion or other 
explanation, it is imperative that the arbitration 
process appear to an investor to be impartial and 
without bias. Jill I. Gross and Barbara Black, When 
Perception Changes Reality: An Empirical Study of 
Investors’ Views of the Fairness of Securities Arbitra-
tion, 2008 J. Disp. Resol. 349, 355-56. An investor’s 
perception of the substantive fairness of an arbitra-
tion award may be developed through the cultivation 
of investors’ perceptions of the procedural fairness 
of the arbitration process. Id., 356. For instance, it 
has been determined that the composition of an 
arbitration panel, which typically includes one mem-
ber of the three-member panel with direct securities 
industry ties, has significantly contributed to investor 
perception that the process is biased. Thus, changes 
were made to improve investors’ standing throughout 
the arbitration process. See Notice of Proposed Rule 
Change, Securities Exchange Act Release No. 69762, 
2013 WL 2951026, 6 (June 13, 2013).  
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A. Changes Leading to Adoption of All 
Public Panels 

 The enforcement of pre-dispute arbitration agree-
ments in customer security contracts has not always 
been a foregone conclusion following the adoption of 
the FAA, despite the strong legislative inference in 
support of the policy. In Wilco, this Court expressed 
skepticism toward arbitration in securities contracts 
and found such agreements in violation of the anti-
waiver provisions of the Securities Act of 1933. Wilco 
v. Swan, 346 U.S. 427 (1953). For many years, federal 
courts followed this lead. However, this Court subse-
quently recognized that assumptions towards arbitra-
tion procedures had changed since the Wilco decision 
and in Shearson, determined that the power delegated 
to the SEC was “sufficient statutory authority” to 
ensure the arbitration process, carried out in regard 
to securities cases, was adequate to protect the con-
sumers under the Securities Act. Shearson/American 
Express, Inc. v. McMahon, 482 U.S. 220, 234-38 
(1987). The SEC has supported this conclusion and 
through its oversight of FINRA has done so with the 
intent of promoting investor protection. 

 The SEC has also exercised its statutory authori-
ty by requiring FINRA to address investor dissatis-
faction and perceived bias in the arbitration process. 
Thus, in 2008, FINRA adopted a pilot program which 
allowed investor complainants to select an all-public 
arbitration panel (with no panel member with indus-
try ties) as distinguished from the previously mandated 
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majority public panel (with one panel member with 
industry ties and two members without such ties). 
See Amendment to Panel Composition Rule, Securi-
ties Exchange Act Release No. 34-63799, 2011 WL 
4527715 (January 31, 2011). The data collection from 
the pilot program further confirmed suspicions as to 
the source of the perceived industry bias. While 96% 
of participating brokerage firms opted to accept a 
non-public panel member, only 29% of customers 
were willing to do so. Philip M. Aidikoff et al., Mis-
classified: Looking Back to Move Forward, 18 PIABA 
B.J. 1, 6 (2011). This is consistent with previous 
survey results, where the majority of claimants found 
FINRA arbitration biased and unfair. Id., 7-8. Ap-
proximately one third of all claimants believed the 
non-public arbitrator was biased toward a Respon-
dent party. Id., 8. Positive feedback from the pilot 
program prompted FINRA to adopt the all-public 
panel option in 2011, open to all customers in arbitra-
tion and requiring an election to this effect within 
35 days of the statement of claim. See Amendment 
to Panel Composition Rule, Securities Exchange Act 
Release No. 34-63799, 2011 WL 4527715 (January 31, 
2011). In March of 2013, 66% of customer claims 
had all-public panels, which found in favor of the 
investor Claimant 49% of the time, as opposed to a 
34% investor success rate for majority public panels. 
It should also be noted that customers submitting to 
a majority panel do so by default 77% of the time. 
This extremely high percentage in favor of the default 
majority panel may stem, in large part, from the 
inexperience of pro se claimants or the inexperience 
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of counsel for claimants. See Notice of Proposed Rule 
Change, Securities Exchange Act Release No. 69762, 
2013 WL 2951026 (June 13, 2013). 

 
B. Comprehensive Disclosure Leads to 

Fairness 

 FINRA Rule 12403(d) has increased the percep-
tion of fairness to investors in the arbitration process. 
However, the current definition of “public arbitrator” 
as well as the optional nature of an all-public panel 
has led to continuing problems with the system’s 
substantive fairness. Warach, supra at 129-30, 137. 
The fairness of the arbitration process can only be 
achieved through greater disclosure and transparency 
by arbitrators and by allowing parties to better deal 
with the tradeoffs between expertise and impartiality. 
See Merits Ins. Co. v. Leatherby Ins. Co., 714 F.2d 673, 
679 (7th Cir.1983).  

 The FINRA Code of Arbitration Procedure lays 
out the definitions of public and non-public arbitra-
tors. A non-public arbitrator or industry arbitrator is 
deemed non-public due to his ties to the securities in-
dustry. FINRA Code of Arbitration Procedure §§12100(p)-
12405. A public arbitrator must not be personally en-
gaged in specific activities that would fall under the 
non-public classification, nor have immediate family 
members engaged in such activities. FINRA Code 
of Arbitration Procedure §12100(u). The distinctions 
between the two subsets of arbitrators were created 
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to preserve perceptions of fairness, but there is grow-
ing support for the argument that the definition of 
“public arbitrator” does not adequately filter industry 
affiliates from the public pool. See Amendment of 
Public Arbitrator Definition, Securities Exchange Act 
Release No. 57492, 92 SEC Docket 2252 (March 13, 
2008). A general argument put forth against the 
current definition of “public arbitrator” is that such 
status is given to individuals affiliated with firms 
that receive up to 10% of their last two years annual 
compensation, from financial industry sources. 
FINRA Code of Arbitration Procedure §12100(u)(4). 
In the eyes of many critics the status of public arbi-
trator should only be given to those individuals who 
do not receive any compensation from the financial 
industry. Warach, supra at 136-37. However, even if 
an agreement can be made on proper definitions to 
distinguish the two categories of arbitrators, the 
definitions become irrelevant without proper disclo-
sure throughout the process. 

 FINRA Rule 12405 identifies the disclosures 
required of arbitrators, and mandates that each 
potential arbitrator make a reasonable effort to learn 
of, and disclose, any circumstances which might 
preclude the arbitrator from rendering an objective 
and impartial determination in the proceeding. 
FINRA Code of Arbitration Procedure §12405(a). This 
duty to disclose is a continuing duty throughout the 
entire arbitration process. FINRA Code of Arbitration 
Procedure §12405(b). Arbitrators must update their 
disclosure reports and, when selected to serve on a 
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case, must complete a checklist and take an oath 
confirming the arbitrator’s disclosures continue to be 
true and complete. See Amendment of Public Arbitra-
tor Definition, Securities Exchange Act Release No. 
57492, 92 SEC Docket 2552 (March 13, 2008). In the 
case at bar, the arbitrator in question was assigned as 
a “public arbitrator.” However, the arbitrator had a 
direct familial connection, through her husband, to 
the financial industry; a connection which is strictly 
forbidden under the definition. FINRA Code of Arbi-
tration Procedure §12100(u)(6).  

 It is very important to recognize that although an 
individual claimant investor may participate in 
FINRA arbitration only once in a lifetime, industry 
respondents often participate in FINRA arbitrations 
on a regular and on-going basis. Industry respon-
dents, through their respective counsel are well 
versed in the process, are familiar with the Rules, the 
individual arbitrators and the arbitrators publicly 
available awards and disclosures. Often an individual 
investor, whether pro se or not, does not have access 
to the same information accumulated by counsel for 
industry respondents through years of arbitration 
proceedings. To place an additional cost and burden 
on an investor to ascertain whether an arbitrator’s 
disclosures are truthful, accurate and complete is an 
unreasonable burden and unfair to an investor, given 
the often-small dollar amount of damages sought by 
individual investors. 
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III. The Third Circuit’s Decision Reverses the 
Trend of Investor Protection and Increases 
Inequality in FINRA Arbitrations 

 In the instant case the Third Circuit’s decision 
adopting the “actual bias” standard unfairly places 
the burden on an investor to investigate the back-
ground of an assigned arbitrator beyond the proffered 
disclosure statement, or to forever waive their right 
to later challenge an award if those disclosure state-
ments prove to be false. The Third Circuit’s approach 
requires the challenging party to show that “a rea-
sonable person would have to conclude that the 
arbitrator was partial.” Stone, 872 F.Supp.2d at 446, 
quoting Kaplan v. First Options of Chicago, Inc., 19 
F.3d 1503 (3d Cir.1994). Stone, 872 F.Supp.2d at 435, 
443. The Third Circuit’s rationale focuses on ensuring 
the finality of the arbitration process rather than on 
the fairness of the process and in preventing the 
“quintessential sore loser [from] improperly seeking a 
second bite at the apple.” Stone, 872 F.Supp.2d at 
447. This is the approach first introduced in Justice 
White’s concurrence in Commonwealth Coatings 
Corp. v. Cont’l Cas. Co., 393 U.S. 145 (1968). The 
First, Second, Fourth, Sixth and Seventh Circuits 
have applied a similar “actual bias” standard. The 
Fifth, Eighth, Ninth, Tenth and Eleventh Circuits 
have adopted the “appearance of bias” standard, 
which requires the challenging party to present a 
“reasonable impression of bias.” Schmitz v. Zilveti, 20 
F.2d 1043 (9th Cir.1994). The “appearance of bias” 
standard is met if the challenging party is able to 
show that the arbitrator has failed to disclose any 
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potential conflict of interest that “might create an 
impression of possible bias.” Commonwealth Coatings 
Corp., 393 U.S. at 149.  

 In addition to heightening the evidentiary bur-
den and requiring investors to disprove arbitrator 
impartiality, the Third Circuit further imposed a 
waiver for investors who “should have known” of the 
arbitrator’s bias. Stone, 872 F.Supp.2d at 455. This 
broad waiver limitation prohibits a party from chal-
lenging an award, if the party knew or should have 
known of the arbitrator’s bias. Id., 455. Applying 
this “should have known” limitation, the Third Cir-
cuit held that Stone waived his §10(a)(2) right to 
challenge the adverse award because “he failed to 
investigate the arbitrators as diligently before the 
arbitration as he did after he lost.” Stone, 872 
F.Supp.2d at 454. The Second, Fourth and Ninth 
Circuits have also adopted this standard. The First, 
Sixth and Eleventh Circuits have adopted what the 
Third Circuit refers to as the “actual knowledge 
approach.” This approach limits a waiver of the right 
to challenge an award only if the party had actual 
knowledge of the facts before the arbitration, and 
despite that knowledge, did not object until after an 
adverse award. Id., 455. The “actual knowledge 
approach” would not place a burden on an investor-
claimant to investigate more than an arbitrator’s 
publicly disclosed conflicts in an arbitrator disclosure 
report (ADR) supplied through FINRA. 

 The Third Circuit adopted the “should have 
known approach” because of a federal policy favoring 
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finality in arbitration awards. Stone, 872 F.Supp.2d 
at 456. The court states the “should have known” 
approach does not place a burden on the parties to an 
arbitration. Id. Rather, “[p]arties simply need to 
exercise as much diligence and tenacity in ferreting 
out potential conflicts ex ante as they do ex post.” Id., 
457. The Third Circuit’s adoption of the “actual bias” 
burden of proof and “should have known” waiver 
doctrine places an undue burden on a claimant and is 
inherently unfair to small investors. The rule of law 
articulated in Stone would prevent an aggrieved 
investor from seeking recourse for faults not his own, 
and in essence contradicts the Stone court’s acknowl-
edgment of the FINRA requirement that “public 
arbitrators should not be too closely tied to the securi-
ties industry.” Id., 439.  

 The facts of this case also illustrate the unfair-
ness of the Third Circuit’s “actual bias” standard and 
“should have known” waiver standard. Arbitrator 
Marston was purportedly a public arbitrator. Al-
though her husband had significant ties to the securi-
ties industry generally, and with J.P. Morgan 
specifically, her arbitrator disclosure report (ADR) 
only indicated, “Family Member has a relationship 
with [the] University of Pennsylvania.” Id., 440. 
There was no indication that this obscure disclosure 
actually referred to her husband who was a finance 
professor at the Wharton School of Business who 
“regularly lectures to brokerage firms, insurance 
companies, banks and investors.” In addition, Arbi-
trator Marston failed to disclose that her husband 
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served as a paid keynote speaker at a J.P. Morgan 
Chase Asset Management Conference. There was no 
mention in the ADR that this relationship was relat-
ed to the financial industry, nor is there any reason to 
logically infer that such a relationship might exist. 
Yet, the court criticized Petitioner for not conducting 
independent research on the arbitrators at the begin-
ning of the arbitration process based on the available 
ADR. Id. The Third Circuit now requires investors to 
treat such obscure statements as a red flag in the 
search for an arbitrator and then penalizes investors 
for failing to do so. There is essentially no successful 
way for an investor to bring an “evident partiality” 
challenge case under the Third Circuit’s rationale, 
since any discovery of bias after the award would 
automatically be evidence of a failure to discover such 
facts prior to the hearing.  

 Potential unfairness in the arbitration process 
has also been addressed in other jurisdictions and by 
other organizations. The Supreme Court of Montana 
in Kloss and Zigrang recognized that brokerage 
agreements may represent adhesion contracts.  “Con-
tracts of adhesion arise when a party possessing 
superior bargaining power presents a standardized 
form of agreement to a party whose choice remains 
to either accept or reject the contract without the 
opportunity to negotiate its terms.” Zigrang v. U.S. 
Cancorp Piper Jaffray, Inc., 123 P.3d 237 (Mont. 
2005). Securities arbitration provisions are an indus-
try-wide practice and the investor would have been 
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excluded from the securities market unless they 
accepted the agreement to arbitrate. Kloss v. Edward 
D. Jones & Co., 54 P.3d 1 (Mont. 2002). In the instant 
case, Mr. Stone, as well as small investors in the 
securities markets, have no choice but to agree to the 
mandatory arbitration provision. 

 Small investors should not be forced to spend 
time and money, after paying the not insignificant 
arbitration fees, to explore undisclosed facts that are 
difficult, if not impossible to discover. This is especial-
ly the case where investors reasonably anticipate that 
arbitrators will themselves make complete, honest 
and accurate disclosures. Most importantly, a majori-
ty of the small claims in FINRA arbitrations are by 
“pro se” claimants who are unsuspecting of the arbi-
trator’s potential partiality. In the interest of public 
policy, the duty to disclose lies with the arbitrator. 
Sara Rosenberg, Toward a Functional Alternative to 
Courtroom Adjudication: The Federal Arbitration Act 
and Third Party Document Discovery, 79 Fordham L. 
Rev. 1333, 1341-42 (2010). It is arbitrators who must 
comply with rules regulating arbitrations. It is arbi-
trators who have an affirmative duty to disclose. 
Middlesex Mut. Ins. Co. v. Levine, 675 F.2d 1197 (11th 
Cir.1982). The burden of determining and disclosing 
an arbitrator’s bias should not be shifted from the 
arbitrator (and the process itself) to the challenging 
party. Id., 1204. Arbitrators are better equipped to 
disclose potentially conflicting relationships. It is 
unfair to penalize parties for failing to unearth in-
formation that should have been presented to them. 
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The need for a diligent “ex ante” or “ex post” search by 
the parties would not exist if arbitrators adhered to 
the required standard of neutrality and accurately 
disclosed conflicts of interest. “For the arbitration 
process to work successfully, the onus must be placed 
on the arbitrator to reveal potential bias.” Id., 1197. 
A “second bite at the apple” would be unnecessary if 
investors had a fair bite the first time. 

 The American Arbitration Association applies the 
“actual knowledge” waiver standard. Merrick T. 
Rossein and Jennifer Hope, Disclosure and Disquali-
fication Standards for Neutral Arbitrators: How Far 
to Cast the Net and What is Sufficient to Vacate 
Award, 81 St. John’s L. Rev. 203 (2007). The Ameri-
can Arbitration Association’s Commercial Arbitration 
Rule 41 states, “Any party who proceeds with the 
arbitration after knowledge that any provision or 
requirement of these rules has not been complied 
with and who fails to state an objection in writing 
shall be deemed to have waived the right to object.” 
This approach protects the integrity of the arbitration 
process itself, without unduly burdening a party.  

 
IV. The Ninth Circuit and Oracle Establish 

that Protection of Small Investors is Best 
Served by Elimination of Arbitrators Who 
Share “Material Affiliation” With a Party 

 In Commonwealth Coatings Corp., this Court 
addressed whether elementary requirements of im-
partiality, taken for granted in every judicial proceed-
ing, are suspended when the parties agree to resolve 
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a dispute through arbitration. Mr. Justice Black, 
referring to §18 of the Rules of the American Arbitra-
tion Association, delivered the opinion of the court 
and stated: 

 “This rule of arbitration and this canon 
of judicial ethics rest on the premise that any 
tribunal permitted by law to try cases and 
controversies not only must be unbiased but 
also must avoid even the appearance of bias. 
We cannot believe that it was the purpose of 
Congress to authorize litigants to submit 
their cases and controversies to arbitration 
boards that might reasonably be thought bi-
ased against one litigant and favorable to 
another.” 

Commonwealth Coatings, 393 U.S. at 150. 

 It is important to note that while Justice White’s 
concurrence in the opinion does not require arbitra-
tors to comport to the standards of Article III, he does 
recognize the importance of impartiality and disclo-
sure on the part of the arbitrators:  

 “The arbitration process functions best 
when an amicable and trusting atmosphere 
is preserved and there is voluntary com-
pliance with the decree, without need for 
judicial enforcement. . . . If arbitrators err 
on the side of disclosure, as they should, it 
will not be difficult for courts to identify 
those undisclosed relationships which are too 
insubstantial to warrant vacating an award.” 

Id., 151. 



21 

 Both Justice Black’s holding and Justice White’s 
concurrence note the importance of both impartiality 
and effective disclosures by impartial arbitrators. Yet, 
the holding in Commonwealth Coatings has led to the 
application of differing standards among the Circuits 
regarding what an arbitrator is required to disclose. 
Some of the Circuits have followed the “evident partial-
ity” standard articulated by the Second Circuit in the 
case Morelite Construction Corp. v. New York City 
District Council Carpenters Benefit Funds, 748 F.2d 
79 (2d Cir.1984). Others have adopted the “appear-
ance of bias” standard, which is articulated by the 
Ninth Circuit in Schmitz v. Zilveti.  

 The Second Circuit, in Morelite, found that the 
selection of the standard under which an arbitrator’s 
award may be vacated pursuant to Section 10 of the 
United States Arbitration Act, 9 U.S.C. §10 (1982), 
must be decided by weighing conflicting interests of 
parties to arbitration. There exists both a clear inter-
est in upholding the integrity and impartiality of 
arbitrators, as well as a preference of parties to have 
an arbitrator who is familiar with the discipline from 
which the case arises. The court states:  

 “Familiarity with a discipline often 
comes at the expense of complete impartiali-
ty. Some commercial fields are quite narrow, 
and a given expert may be expected to have 
formed strong views on certain topics, pub-
lished articles in the field and so forth. 
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Moreover, specific areas tend to breed tightly 
knit professional communities. Key members 
are known to one another, and in fact may 
work with, or for, one another, from time to 
time. As this Court has noted, ‘[e]xpertise in 
an industry is accompanied by exposure, in 
ways large and small, to those engaged in 
it. . . .’ ” 

Morelite Construction Corp., 748 F.2d, supra citing 
Andros Compania Maritima, S.A. v. Marc Rich & Co., 
579 F.2d 691, 701 (2d Cir.1978). 

 The Second Circuit then concludes that it would 
be “impossible, in some circumstances,” to find a 
knowledgeable enough arbitrator that is wholly 
impartial. Morelite Construction Corp. v. New York 
City District Council Carpenters Benefit Funds, 748 
F.2d 79 (2d Cir.1984). Although it may be true that 
familiarity with a discipline often comes at the ex-
pense of complete impartiality, it is also true that 
when a desire for expertise and familiarity is over-
emphasized, it often comes at the expense of impar-
tiality. And impartiality is crucial in proceedings such 
as mandated securities arbitrations.  

 The Second Circuit also ignores the many other 
reasons that lead parties to agree to arbitration. 
Arbitration is, for instance, often less expensive and 
more expeditious than the judicial system; and the 
Second Circuit’s assertion that the arbitrator’s exper-
tise is the only consideration a party has when choosing 
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arbitration exaggerates the importance of topical 
familiarity. Topical familiarity also favors financial 
institutions that have been in the industry practice 
area or discipline for a longer time and thus often 
have more business and social connections with 
individuals who have the expertise necessary to 
qualify as arbitrators.  

 The Second Circuit acknowledges that proof of 
“actual bias” is too onerous of a standard: 

 Bias is always difficult, and indeed often 
impossible, to “prove.” Unless an arbitrator 
publicly announces his partiality, or is over-
heard in a moment of private admission, it is 
difficult to imagine how “proof ” would be ob-
tained.  

 If the standard of “appearance of bias” is 
too low for the invocation of Section 10, and 
“proof of actual bias” too high, with what are 
we left? Profoundly aware of the competing 
forces that have already been discussed, we 
hold that “evident partiality” within the 
meaning of 9 U.S.C. Sec. 10 will be found 
where a reasonable person would have to 
conclude that an arbitrator was partial to 
one party to the arbitration. Morelite Con-
struction Corp. v. New York City District 
Council Carpenters Benefit Funds, 748 F.2d 
79 (2d Cir.1984) (emphasis supplied). 

 The language requiring proof: that “a reasonable 
person would have to conclude that an arbitrator was 
partial” articulated in Morelite incorrectly interprets 
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the intent and practicality of the holding of Com-
monwealth Coatings, and thus sets a far higher 
standard than was intended. The language and 
standard adopted by the Second Circuit is perhaps as 
close to requiring “proof of actual bias” as the English 
language may permit.  

 The Ninth Circuit’s “appearance of bias” stan-
dard in Schmitz, more accurately interprets the 
holding of Commonwealth Coatings. The Schmitz 
court observes: “finding a ‘reasonable impression’ of 
partiality is not equivalent to, nor does it imply, a 
finding of actual bias. Thus, a claimant need not 
prove “actual bias.” Otherwise, the Commonwealth 
Coatings court could not have held that a reasonable 
impression of partiality was present when no actual 
bias was shown.” Schmitz v. Zilveti, supra. The 
Commonwealth Coatings court reversed precisely 
because the arbitrator’s business relationship with 
one of the parties reasonably created an “appearance 
of bias.” Commonwealth Coatings, supra.  

 In a similar business and securities context, the 
Delaware courts, long recognized for their business 
acumen nationwide, have held that any “appearance 
of bias” in shareholder derivative litigation disquali-
fies members of a Special Litigation Committee (SLC) 
from rendering judgments on behalf of the Board of 
Directors. In one such case, In re Oracle Corp. De-
rivative Litigation, the court found that a special 
litigation committee, which was formed in response to 
a shareholder derivative complaint against board 
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members, was not sufficiently independent due to ties 
the SLC members had with various members of the 
Oracle board who were also defendants in the deriva-
tive action. In re Oracle Corp. Derivative Litig., 824 
A.2d 917, 920 (Del. Ch. 2003). 

 While the parallels between litigation commit-
tees in derivative suits and investor arbitration are 
not absolute, the requirement for SLC member inde-
pendence set forth by the Supreme Court of Delaware 
in Zapata Corp. v. Maldonado, 430 A.2d 779 (Del. 
1981) follows the same rationale that the Ninth 
Circuit set forth when they ruled on the investor 
arbitration in Schmitz. Because courts give broad 
discretion to a SLC in a motion seeking the dismissal 
of a shareholder derivative suit, it is imperative that 
the composition of the SLC be made up of “independ-
ent and disinterested” individuals. The court in 
Oracle found that there need be no evidence of actual 
bias to find that a committee member is not inde-
pendent. Rather, the Oracle court found “that persons 
of integrity and reputation can be compromised in 
their ability to act without bias when they must make 
a decision adverse to others with whom they share 
material affiliations.” In re Oracle Corp. Derivative 
Litig., 824 A.2d 917, 947 (Del. Ch. 2003). 

 FINRA arbitrators should be held to just as 
rigorous a standard of independence as members of a 
SLC. And given the desire for finality in arbitration 
awards, coupled with the current ruling of the Third 
Circuit, it is virtually impossible for an investor to 
challenge an arbitrator’s independence post-hearing. 
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Since an investor is required to participate in the 
arbitration process, it is imperative that the adjudi-
cating party be free from bias. In derivative suits 
Special Litigation Committees have the power to seek 
the dismissal of a lawsuit if they find the action is not 
in the best interest of the corporation. That finding of 
the SLC is only respected if the corporation can 
establish that the SLC was composed of independent 
and disinterested members. In FINRA arbitrations, 
investors subject to the arbitration requirement 
deserve the same protection that is currently provid-
ed only by those Circuits following the “appearance of 
bias” standard proffered by the Ninth Circuit. It is 
fundamental fairness to require that an arbitrator 
selected from FINRA’s pool not be predisposed toward 
any party. Arbitrators should be required to disclose 
any material affiliations that give any “appearance of 
bias” or risk voiding the arbitration award if they fail 
to so comply.  

----------------------------------------------------------------- 
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CONCLUSION 

 For the foregoing reasons, the petition for writ of 
certiorari should be granted. 
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