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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON.DC. 20549

August 28, 1986

The Honorable John L. Dingell
Chajirman .
Committes on Bhnergy & Commerce
Foom 2125

Raypburn Bouse Dffice Bullding
Washington, ID.C, 20515

Dear Chairman Dingell:

In the absence of Chairman 5had, 1 am writing to you in further
response to your letter dated September 18, 1985, in which yon
requested that the Commission make an inguiry into a complaint
by Jean Hunt 8mith. In her letter te you dated August 30, 1985,
Ms. Smith raised guestions concerning the propriety of
arbitration proceedings conducted by the Chirago Board Options
Exchange and actions by Shearsen Lehman Brothers, Ihc. that
were at issue in the arbitration.

The results of the staff's review are set forth in the enclosed
-report, prepared by the staff of the Commission's Division of
Market Regulation, which I hope will prove useful to the
Committee. Please contact Richard Ketchom at 272-3000 or

Sarah Ackerson at 272-7471 if you reguire any further informa-
tion for your inguiry.

Sincerely,

Conte. C G

Charles ¢, Cox
Commiesioner

Encloaure




REPCRT OF THE DIVISION OF MARFET REGOLATION IM RESPONSE E TO
AN INQUIRY BY THE BONORABLE JOEN D. DINGELL, CHAIRMAN GF TH F THE
COMMITTEE CN ENERGY _AND CDHHERCE, CONCERNING A& COMPLAINT
BY JOAN HUNT SMITH.

John D, Dingell, Chairpan ¢of the Eouse Committee on Energy and
Commerce, reguested in a letter dated Eeptember 18, 1985, that

the Commission report to him with respect to allegations contained
in an August 30, 1985 letter of complaint eent to him by Joan

Hunt Smith {"Smith")., Smith complains in her letter both that

she and related parties received unfair treatment in arbitration
proceedings conducted by the Chiczago Board Optione Exchange
("CBOE") and that their accounte were mishandled while at the
brokerage firm, Shearson Lehmapn Brothers, Inc. ("Shearscn"). 1/

In order to regpond to Chairman Dingell's inguiry the staff first
diacussed the allegations made by Smith with the appropriate
Belf-regulatory erganizations ("SROs"™) and then, in letters dated
Cctober 31, 1985, reguested that the CBOE respond to Smith's
challenges to the fairness of her arbitration pruceeding ar the
exchange and that the New ¥York Stock Exchange ("NYSE") investigate
Smith's allegations concerning the epening and handling of her
account. _2/ In ensuing months, the staff collected from both
the SROs and Smith a full record relating both to the various
accounts at 1lssue in the dispute and the alleged defects in the
arbitraticon.

Various issues raised by Smith have already beep the subject of
several legal proceedings, each of which has been resalved

against her. The first proceeding, on November 13 and 14, 1984,
was an arbitration hearing administered by the CBOE in which Smith
and the related account holders sued EBhearson for its alleged
mishandling of the claimanta' acceounts, The claimants, after
losing the arbitration, filed a motion with the CBOE to vacate the
arbitration award. That motion was dismissed on Marech 25, 1965,
The secend proceeding was a confirmation hearing filed by Shearson
in the United Etates Distriect Court for the Northern District eof
Illinoia, Bastern Division, to confirm the arbitration award in
ita favor, B8mith appeared in that hearing, with ¢counsel, and on
April 19, 1585 the Court confirmed the award in Bhearson's faver.

_1/ Smith'a complaints related to her own account, an aAcCcount
ehe held in trust for her daughter, Mary Duke Emith, &nd the
account of a friend, George ¥. Hybert.

_2/ These letters are attached as Exhibit A.
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Bmith appealed that decision to the Covert of Appeals for the
Seventh Cireuvit, where the appeal was dismissed on February 4,
1986, _3/ The third proceeding was a separate complaint brought
in the United Statep District Court for the Northera Dietrict of
Illinois, Eastern Division, by Bmith and others alleqing viclation
of the Racketeer Influenced and Corrupt Organizations Act, or
RICO, as well as common law Iraud by Bhearson and one of its
employeea, On June 26, 1985 the RICO suit was also dismisaed.

Thie report will address Smith's request that the Commisaion review
her challenges to the arbitration preoceedings administered by the
CBOE and then the testimony regarding the opening ané handling of
her account by Shearson. _4/

1. Commission Review of Arbitration Proceedinge Condocted by
the CBOE

A. CBOE Arbitration Prnceeding

The CBOE adminiaters arbitrations hetween its members and
their customers pursovant to a set of rules, the "Uniform Code of

_3/ As Smith has ﬁninteﬂ vut, the grounds for appealing an

arbirration award are guite limited. This is governed,
however, by the Federal Arbitration Act. 9 D.5.C. §1 et

seq. 'That Act generally upholds the validity of arbitration
contracts and establishes narrow grounds for overturning an
arbitration avard, An arbitration award may be vacated
where: (a) the award was procurred by corruption, fraud, or
gndue means; {b} there was evident partiality or cerruptien
in the arbitrators, or either of them; (c) the arbitrators
were guilty of misconduoct in refusing to postpone the hearing,
upon sufficient cause shown, or in refusing to hear evidence
pertinent and material tc the controversy: or of any other
misbehavioer by which the rights of any party have been
prejudiced; {(d) the arbitrators exceeded their powers, or Eo
imperfectly execoted them that a mutual, final, and definite
avard upon the acbject matter submitted was not made; or (e)
an award is vacated and the time within which the agreement
required the award to be made has net expired, the court may,
in its discretion, direct a rehearing by the arbitratcrs.

9 U.5.C. §10.

_4/ fThe file assembled by the staff in this matter includes &

number of observations by Smith that fall generally into
these two categories.
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Arbitration,™ that is common to all of the secuarities industry
EROs., The develcpment of these rules had as its genesis a 1976
Commission release _5/ that sgolicited comment from interested
persons on the feasibiliry of developing a “"uniform system of
dispute grievance procedure for the adjodicatien of small claims.”
That release lead in the fellowing years to public hearings and
the formation of a Secoerities Industry Conference on Arbitration
(*Conference® or "SICA") composed of representatives of the 5ROs,
the public and the securities industry. The work of the Conference
resulted in the Dniform Colde of Arbitration (“"Code®™) which lays
out arbitration procedure=s for the resolution of both amall and
other grievances between members of SR0Os and their customers,

Each of the SROs adoepted the Code as part of its own rules during
1579 and 1980, The Code was submitted at that time to the
Commission for approval as required under the Securities Exchange
Act of 1934 ("Aet"), &/

B. Commiesicn Review

The Commission has no authority to review a gpecific arbitration
to assure either compliance with the procedural regquirements of
the Code or accurate interpretations of underlying federal
Becurities law or other claims by the arbitraters. The Commiseion
has no authority to overturn an arbitration sward, just as it
cannot deo B0 in other private dispute resoluticns, such as civil
lJitigaticon. Nevertheless, pursuant to your reguest the staff
reviewed all of the documents submitted for evidence indicating
whether the claimants had a fair opportenity to present their
case, to challenge the selection of arbitrators and other indicia
of fairness or unfairness aevident in the files.

_5/ BSecurities Exchange Act Release No. 12528 {June 9, 1576).
_6/ See generally §19{b} of the Becurities Exchﬁnge Art of 1934,

The arbitration rules lay out generally the procedures for
submitting cleims feor reasolution at the forum, timetables

for pleadings, exchange of decuments, selection of arbltrators
and fee schedales. The rules are further supported by
explanatory pamphiets published by SICA that explain somewhat
mote fully the BROs’' administration of the Code, Although
the pamphlets are not incorporated into the BROs' rules, all
SICA membere, including the CBOE, participate in their
preparation. BRO procedures requlre that copies ¢f both the
Code and appropriate pamphlets {attached as Exhibitr B) be
given to all investers prior to their submission of claims
for resolution under the Code,
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C. Bmith's Objections te the Arbitration 7/

Smith's principal okjection to the arbitration preceedinge arises
~out of her assertion that the arbitrators who served in her case
may have been biased againet her because of past bualnese dealings
they allegedly had with one ancther or with Bhearson, &he has
alec complained that the CBOE arbitration staff did not fully
disclope the arbitravoers' backgrounds.

Bowever, in papers filed both in the confirmation proceeding in
front of Judge Plunkett in the Nerthern District of Illincis,
Baptern Divieion, and the appeal of the confirmation in the
Seventh Circuit before Judge Eagterbrook, Smith falled to present
any persuasive evidence that backgrounds of the arbitrators were
such as would create eilther an actual bias or an appearance of
bias againat her.

Purther, it appears that Smith's coonsel had ample copportunity to
make inguiry concerning the background of the arbitraters but did
not avajil nhimself of that opportunity. The CBOE's rules provide
that the exchange's Director of Arbitration must notify parties

cof the names and business affillations of the arbitraters at

least eight days prior to the arbitration. _B/ 1In addition, the
explanatory booklet dietributed to parties states *"[aldditional
information concerning a particuolar arbitrator may be obtained by
a party or a party's attorney upen reguest directed to the Directer
of Arbitration prior to the commencement of the hearing...." _9/

The recerd indicates that Smith's counsel was first informed of

the arbitrators on the panel on Pebruary 21, 1984 almost a meonth
prior tc the firet hearing on May 17, 1984 to resplve Shearaon's
{unsuccessful ) metion to sever the claims of Smith and the other

_1/ Attached as Exhibit C 18 a copy of the CBOE's response to
Emith's charges, without attachments, which addresses Smith's
letter on a point by point basis and should be helpful to
the Committes, In addition, the staff hag available for
review in its fileg affidavits submitted in the litigation
that followed this arbitration by vwarious persons claimed by
Smith to have tainted the arbitration proceedings,

_8/ CBOE Rule 18.112.

_9/ Arbitration Procedures, p. 3.
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¢claimants, 10/ The substantive hearings took place six months
later, on November 13 and 14, 19B4. It would have been the
reaponsibility of Bmith's counsel to explore the backgrounds of
arbitrators and raise any objections prior to that time.

Purthermore, the Code requires arbitrators to disclose to the
Direcror of Arbitration any circumstances that they believe
pight preclode them from rendering an objective and impartial
determination. 11/ In this caese the arbitrators did not disclose
anything f{n reaponse t¢ that reguirerent and nothing presented in
subsequent litigation on this lmssue persuaded & court that the
arbitrators had not fulfilled their obligations.

Emith has also stated that the arbitrators asked a disproportion-
ately greater number of guestions of the eclaimants and their
witnesseg than they did of the respondents and their witnesses.

The staff notes that while the arbitratore did ask more guestions
of the claimants and their witnesses than of the respondents, the
questions appeared relevant and revealing. Forther, moch of the
claimants case was more elaborate than that offered by respondents,
perhaps explaining the "imbalance® in questioning.

Smith alsc guestioned the fairness of the chairman of the
arbitration panel on the basis of several comments that he made
during the hearinpgs. Two principal strajins of comments to which
gehe objected concerned the secrecy of the proceedings and the
need te expedite the proceedings,

Arbitrations have histcrically been considered to be private
dispute rescluticn forums. They have not been open te the public,
arbitrators generally 8o not provide written opinions explaining
their awarde and the awarde are generally not known to the pubklic
unless disclosed by the partiea. Bence, the panel chalrman's
comments concerning the private nature of the forum alone do not
appear to be prejndicial.

With respect to Smith's clajims that her counsel was rushed in his
presentation ¢f claimants case, the ptaff would first observe
that it ie not uncommon for triers of fact to encourage parties
to proceed erxpaditiously with thejir case, Nevertheless, the
staff's examination of the record does indicate that there was &
consistent pattern of comments from the panel chajirman that could

10/ See CBOE letter at pp. 6~7. The parties were {nformed on
May B, 1984 that one of this proposed panel of arbitrators
wap replaced.

- -
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See CBOE RBule 1B.13.




undermine the parties' confidence in the system. He consistently
made reference to the late hour or the neeé for speed. BSmith's
counsel, however, was able to cross~examine all eof the respondents
witnesses and otherwise present hieg c¢lients' case. Forther, the
record does not indicate that he made any motion for additional
time to present hies case.

Finally, the ataff reviewed the record to determine whether
claimants were hampered in the preparation of their cases by an
inakility to obtain necessary docoments from Shearaon. Discovery
under the Code, and arbitration generally, tends to be less formal
and less extensive than in the coarts. The record indicates that
the CBOE staff actively facilitated discovery disputes by forwarding
them to the chairmar of the panel for resolution prior to the
hearing. The staff has foend nothing in the record to demenstrate
that significant diascovery disputes remained cutstanding prior to
the hearing. Also, the staff notes that much of claimante' case
includes statistical infermation, which presumably came from
Eheargon's recerds, and was obtained prior to the hearing.

In summary, the staff 1ig of the view that Emith has not sub-
stantiated her claim that the arbitration proceedings were wnfair.
It may be that it is the lesses that resulted from the investment
gtrategies nsed in the accounts —— both the suitability and control
of which were the subject af sharp differences between the parties
during the arbitration —— rather than the proceedings themselves
that produced Smith's complaint.

11. Shearson's Opening and Handling of Emith'e and Related
Accounts

A. Commiession Review

Emith's and the other claimants' case involved allegations of
churning, wnsuitability and inadeguate supervision by Shearson.
Ultimately, the arbitrators had to rest their decision upon a
resolution of sharply differing testimony regarding the extent of
claimants control over and underatanding of the speculative
uncovered options trading in thelr accounts, The staff has no
autheority to second guess the arbitrators' judgement as to whether
the claimanta adequately supported their claims of churning oy
unsuitability., BHowaver, the staff's review determined that the
testimony at the hearing could reasonably support a deciainn
adverse to the claimants.

Finally, Bmith alleges that the procedures employed by Shearson

to open and approve her account for vnoovered optione trading

were dafective. The staff is of the view that even if the account
was improperly appreved for uncovered options trading under the
firm's internal rules, it would net necessarily Le unreasonable
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for the arbitration panel to conclude, if such in fact was the
case, that Smith's subseguent participation in the trading of the
account superceded thig defect and that she in effect ratified
the account by permitting this trading.

B. NYSE Review

By letter dated ODcteber 31, 1985, the staff regquested that the
NY¥SE investigate Shearson's actions with respect toc the opening
of Bmith's account,

By letter dated April 18&, 1986, the NYSE acknowledged that it was
reviewing the opening of Bmith's acceount at Bhearson and that the
exchange would visit the Shearaocn branch office in Chicaqo where
Smith had her atccunt as a part of the exchange's regular sales
practices examination of the firm.

Later, the NYSE aent the staff two ahort internal reports dated
Juene 3 and June 13, 1986 discussing its revlew of SBhearson's
records. At this time, the etaff understands that the NYSE

ia reviewing its findipgs in order teo determine whether Shearson
may have vwiolated certajin NYSE rules in connection with Smith's
account. In the event that the exchange institutes any formal
proceedings against the firm, the staff will inform the Committee,

Conclusion

The estaff would not recommend that the Commission take any acticen
against either the CBQOE or Sheareon on the basis of Smith's com-
plaint, 12/ Chairman Dingell's September 18, 1985 letter refers
to a marked increase in arbitration related complaints received
by the Committee. The staff is not aware of those complainte but
would welcome the recelipt of any additicnal information that
could aid in ite oversight role.

12/ The staff has not formed any opinion with respect to Smith's
observaticns that her attorneyl[s] may not always have done
as she wished.




