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Introduction


Learning from the real-life mistakes, successes and creativity of others can often have a lasting impact on the way you practice law. That is the hope of this article, which starts with a view from the trenches of mediation and  then focuses on six constructive war stories.

Most arbitrators do not want to accept the possibility that the broker is a “bad guy” or that the customer is not telling the truth. The truth, many arbitrators believe, lies somewhere in between. If those are arbitrator perceptions, it may make sense to try to resolve the case in mediation, before presenting it to a an arbitration panel. But to do so, the parties must have the proper mindset - namely, that a mediated settlement is a settlement and is not a win for one side.

Attorneys should be sensitive to the fact that in mediation, they are assuming two roles: advocate and advisor. If the attorney does not want his client to believe he has lost faith in the case (i.e., that he is less of an advocate than he should be), the attorney must rely on the mediator to provide an objective assessment or evaluation of the case. Such attorneys prefer the client to hear that assessment from the mediator rather than from the attorney.

It has been my experience that brokerage firms will often be motivated to settle if defense counsel honestly believes the following:

1. That the arbitrators could conclude that the customer’s reliance on the broker’s representations was reasonable, based on the customer’s prior investment experience (if any);

2. That there will be a problem with the broker as a witness. For example, defense counsel will be concerned if it is likely the arbitrators will conclude that the broker’s investment model for all his customers - no matter their unique circumstances - was that “one size fits all”; and, 

3. That eventually, Claimant’s counsel will figure out – if it is true – that the branch manager failed to reasonably and diligently supervise the broker.

There are many variations on these three factors. What follows are actual mediations - three which settled and three which did not - in which at least one of these three factors played a part. They are offered with the hope that you, my PIABA colleagues, will benefit from the hits and misses of others. After each case presentation, there is a “lesson learned.”


Successful Mediations

1. Alaska in December

It was alleged that before Broker X (a Respondent in the arbitration) left Brokerage Firm Y to join another firm, he took with him customer records of Broker Z (the Claimant in the arbitration, who worked with Broker X at Brokerage Firm Y). Thereafter, at his new brokerage firm (the other Respondent in the arbitration), it was alleged that Broker X solicited business from Broker Z’s customers.  Broker X denied participating in the purloining of Broker Z’s customer records but a former sales assistant at the first brokerage firm told Broker Z’s attorney that he and Broker X were involved in the misconduct.  There was no documentary proof (e.g., office entry records, security video tapes, telephone records) to confirm what the former sales assistant asserted and Broker X vehemently denied engaging in the theft of Broker Z’s customer records. He had a clean CRD.

A day before the mediation (conducted in Alaska in the winter), the mediator met separately with both brokers, as well as the former sales assistant.  Based on those interviews, the mediator was able to uncover corroborating evidence that the arbitrators, eventually, would probably conclude that Broker X had participated in the theft of Broker Z’s records. The mediator got the wife of the sales assistant to tell him how her husband and Broker X had gone to the office (of his former firm) late one night to obtain the records.

The attorney for the Respondent brokerage firm (where Broker X went to work) believed in Broker X’s veracity, however.  Therefore, after the first day of mediation, the mediator asked that defense counsel to speak directly with the corroborating witness (the sales assistant’s wife). Thankfully, defense counsel had kept an open mind throughout the process and was willing to speak with the sales assistant’s wife, despite his belief in Broker X’s honesty. Defense counel came to the conclusion, on his own, that the sales assistant’s wife was probably telling the truth and would be a formidable witness against Broker X, and, thus, against the attorney’s brokerage firm client.  Outside of the mediator’s presence, the mediator wanted that defense attorney to come to his own conclusion that his broker would not do well on the witness stand.  

However, since Broker X had not signed up too many of Broker Z’s clients as customers for the Respondent’s brokerage firm, it was apparent that compensatory damages would be low.  As a result, the Respondent brokerage firm initially offered only a nuisance value figure to settle the case.  The brokerage firm eventually settled for a substantial amount of money based on the probability that Broker Z (the Claimant) would obtain punitive damages in the relatively small community in Alaska and that Broker X’s career could be adversely affected in that community.  

Lesson learned: Even if the compensatory damages that could be awarded by the arbitrators are likely to be small, it makes a great deal of sense for the parties to settle if the repercussions from an adverse Award – punitive damages - could far exceed those compensatory damages.  

2. The Posthumous Arbitration

The last thing Dr. S, a California resident, did before killing himself was to sign the Uniform Submission Agreement to his Statement of Claim. However, before taking his life, he left many breadcrumbs behind.  They consisted of e-mails, faxes, letters and taped telephone conversations in which he had discussed speculative trades that appeared to be arbitrary and inconsistent (but consistent with his bizarre personality).  All he asked of his brokers in New York City – the Respondents in the arbitration - was that they provide “best execution” on his orders and that when he entered his orders from California after the market closed in New York (for execution the following morning in New York), he, Dr. S., get the best prices at the market’s opening that next morning. 

Based on his eccentric personality, the brokerage firm had a due diligence report done of him (at the time his account was opened). The firm found (but apparently was not very influenced by the fact of) five lawsuits naming the customer as a defendant, as well as the fact that the customer’s CPA license has been suspended because of dishonesty, fraud and gross negligence.

Prior to the mediation, Claimant’s counsel gave the mediator access to two former brokerage firm employees who would, he said, testify on behalf of Dr. S’s estate.  The mediator spoke with them and found that they would be effective witnesses against their former brokerage firm.  They told the mediator that Dr. S’ broker in New York City rarely showed up to work until way after the stock market’s opening; that he had a reputation for substance abuse; that he had been fired since the account closed; and, that Dr. S’ account was usually handled by a 22 year old sales assistant who was completely out of his league for an account of this size. Whether this was entirely true, that is what they said would be their testimony at the arbitration. 

In caucuses with defense counsel, the mediator told him of their anticipated testimony.  The attorney said that the activities of that branch might give rise to a disciplinary investigation by the New York Stock Exchange or NASD Regulation.  The potential testimony of the two former employees at the arbitration would not be of great assistance to the brokerage firm.  Therefore, he convinced his client (the brokerage firm), that despite the permanent absence of the customer from the arbitration, it made more sense to settle with the late customer’s estate.

Lesson learned: Sometimes there is a concern of defense counsel that a brokerage firm’s former employees, in their testimony as witnesses called by the Claimant, will graphically testify about a failure to supervise the broker’s trading in the Claimant’s account. In this case, there was a justifiable concern about the poor executions received by the customer and a failure to supervise the aggressive, institutional-size trades of an eccentric retail customer.

3. Possible Hush Money Trumps Authorized Trading Activity

In this tech-wreck case brought by a very well-known tech-wreck customer attorney, the customers – both unemployed and one partially disabled – alleged that the broker over-concentrated their life savings in unsuitable, speculative Internet and telecom stocks and that while there was a great deal of trading, theirs was, in actuality, a de facto discretionary account because they agreed to buy or sell whatever the broker recommended.  Not surprisingly, the account was profitable from the spring of 1997 to the spring of 2000, and then suffered substantial losses, incurring devastating margin debits and numerous margin calls.  

Both sides agreed that the customers – husband and wife – became very close to the broker. The husband spoke with the broker daily, after checking the status of his account, online, each morning.  The brokerage firm claimed that the husband entered numerous unsolicited orders, did his own research and wanted to purchase technology stocks.  If those were all the main issues of the case, there would be nothing distinguishing it from the thousands of others that have been filed since the spring of 2000.  However, there was a twist in this case which, after a day-long mediation, resulted in a settlement. 

It seems that the broker, feeling bad about the losses incurred in the account, made many payments directly to the customers over a period of a year and half.  During the mediation caucuses, the customers said that the broker gave them this money to stifle any complaints to management, in the hope that, in the mean time, the market would rebound.  In caucuses with the broker, however, he told the mediator that he made these payments (of over $50,000) because he felt bad about the dire financial condition of the customers caused, he insisted, solely because of their authorized purchases of tech stocks in a lousy market.  He said that he did not make the payments to forestall any complaints because, according to him, the customers had no reason to allege that he had engaged in any wrongdoing with respect to the trading in their account.  

At the outset of the mediation, the mediator told the broker and his former firm (for the broker was “permitted to resign” after the firm received a copy of the Statement of Claim and learned, for the first time, of the payments) that there was a possibility that the arbitrators would infer an admission of liability from his payments and the fact that he was no longer employed by the Respondent brokerage firm because of those payments.  The mediator told the parties that it was not his intention to try to convince the broker that the arbitrators would definitely conclude that he made the payments with the intention of keeping the customers quiet. That was because, said the mediator, he finds that it is never fruitful to tell someone that he is certain to lose the arbitration. There is, he told them, often a strong possibility that the arbitrators will accept the adversary’s rendition of events. If there is that possibility, it makes more sense to try to settle the case in mediation. No one wants to believe arbitrators will conclude that they are not telling the truth. The case settled late that afternoon.

Lesson learned: Sometimes mediations get settled if a defense attorney believes that admitted, tangential misconduct could overshadow the authorized trading that took place. The primary reason this case settled was because the experienced in-house and outside counsel for the brokerage firm and the broker realized that there was a distinct possibility that the arbitrators would see the payments as an admission of wrongdoing, despite the daily contact by the customers with the broker and their daily awareness of what was going on in their account.

Unsuccessful Mediations

1. Venting Can be Unhealthy

In this case, the customer was a successful hard-working oncologist in his mid-60s. He asserted that since he had made so much money in the stock market through self-directed trading; since he wanted to retire within a year; and, since he did not want to trade equities any longer, he wished to hand over his sizable portfolio to experienced money managers to reallocate his portfolio of equities and mutual funds to bonds, which he knew nothing about. He did this shortly before the stock market began to implode in the spring of 2000.

Instead, what little trading took place was to sell equities to purchase equities.  No bonds were purchased and no mutual funds were sold, and for most of the time, no trading at all took place.  All the while, the doctors’ accounts dropped dramatically in value, despite repeated requests from the doctor and his wife for the broker to do something. This inaction and apparent inexperience in bonds on the part of the broker led the doctor to close his pension account in just a few months. He sought as damages the drop in the value of his account during that period of alleged incompetence. 

The brokerage firm and the broker – while agreeing that the doctor told them that he wanted to retire early and replace his growth-oriented equity holdings with a fixed income portfolio – said, nevertheless, that it was the doctor’s decision alone not to sell those aggressive tech stocks and mutual funds because he wanted to wait untill they rebounded in price, before selling them and buying bonds. 

Neither side had contemporaneous correspondence or notes that supported their respective positions.  Therefore, instead of leaving the resolution of the case to the unpredictability of arbitrators, we tried to see if we could successfully mediate the dispute.

A few days before the mediation, the mediator was telling the customer’s attorney that he did not have a clear picture of the Claimant. The mediator asked if he could have a teleconference with the attorney and his client before the mediation session.  The attorney told the mediator that his client was taciturn and unemotional and that he, too, was having difficulty getting through to his client.  In that pre-mediation teleconference, the mediator suggested to the customer that after the “mediator presentation” of the issues and facts, he – the doctor -  might want to tell the brokerage firm attorney and the broker why he brought this case, in his own words.  He listened quietly to this suggestion and said that he would take it under advisement, all the while coming across as a highly intelligent person.

At the mediation, the mediator asked Claimant’s counsel if he wished to make a statement. Counsel deferred to his client, who, until then, had sat passively, studiously taking notes.  The doctor put down his pen, looked at the mediator and then looked across the table to the broker and to the brokerage firm’s attorney.

 “He’s an idiot,” said the doctor in a highly emotional voice.  “He never could understand the goals of my account.  He was completely unqualified to take my account.  He’s an idiot.”  The doctor augmented his outbursts with a great deal of finger pointing towards the broker, who, with the brokerage firm attorney, sat aghast and ashen faced. 

After order was restored, we broke up into caucuses.  The first thing the brokerage firm attorney said to the mediator was, “Now this case is going to be tougher to settle.  My broker is extremely offended by the doctor’s outbursts.”  While the Claimant felt better by leveling his verbal charges against the broker, he was unable to substantiate his assertions with any documents and, therefore, the brokerage firm felt emboldened to make a relatively small settlement offer (which was rejected). 

Lesson learned: They say that customers often want to just “get it off their chest” at mediations and that once they do, they will be more amenable to settling.  That is not always the case. Catharsis does not always lead to redemption. Such venting can greatly offend a broker. The venting in this case should have been in the private caucuses and not in the open session.

2. The Claimant Who Was Still Working for the Brokerage Firm

At the time of the mediation, Ms. L was a director and manager of a well-known brokerage firm’s municipal sales department.  She claimed, in her Statement of Claim, that that brokerage firm failed to compensate her at the same level  it paid comparable male employees; that it refused to promote her to managing director; that it engaged in a pervasive pattern and practice of sex discrimination; and, that the firm reduced her management duties and responsibilities.  However, because she had an employment contract, she remained on the job after filing the Claim and, because the brokerage firm did not want to be accused of retaliatory discharge, she still went to work everyday, where she encountered cold-shoulder after cold-shoulder. 

It was the position of the brokerage firm that new management directives that affected the Claimant’s department were non-discriminatory and universally applied and that at no time was she discriminated against due to her gender or any other reason.  While she may have been paid less than others in her department, her compensation was, said the brokerage firm, consistent with industry pay scales.  

As the mediation progressed, it was clear that the Claimant would come across very sympathetically to an arbitration panel (as opposed to way in which the brokerage firm’s witnesses would be perceived) but that she would have difficulty quantifying and obtaining substantial compensatory damages.  So, the mediator came up with the proposal that in exchange for her leaving the firm, the Claimant would settle the case for a reasonable severance package.  Her very presence at the brokerage firm was uncomfortable for all concerned but outside defense counsel, hammering on the law (which is quite favorable to employers in almost all cases with employees), was unwilling to accept the reality that the Claimant’s daily presence at the brokerage firm was adversely affecting the department’s production and morale.  The law was the law, she said to the in-house attorney, who was dependent on the outside counsel for guidance.  

Lesson learned: When an outside defense attorney is unwilling to disassociate her legal analysis of a case in order to please in-house counsel, and when she wants to prove she can beat her male adversary, it is difficult if not impossible to settle a case.

3. Some Cases Should Just be Arbitrated

Mr. A was a Managing Director and Co-Head of the Mortgage-Backed Securities Trading Department of a well-known brokerage firm. In his arbitration, Mr. A claimed that corporate decisions were made that affected his and others in that department, decisions that drastically altered his responsibilities.  He argued that the significant reduction of professional staff, trading limits and risk capital and “the material change in his duties” justified his resignation from the firm. The firm’s actions, he said, amounted to constructive discharge – as if he were fired without cause.  In the arbitration, he was seeking the trading bonus he would have received had he not “been forced to resign.”  

The brokerage firm argued that Mr. A was not singled out and that disastrous financial conditions in that department called for a sea change. The firm asserted that a change or reduction in his responsibilities, based solely on those terrible financial conditions, did not amount to “intolerable working conditions” that would justify a arbitration panel finding of constructive discharge. 

Thus, in a nutshell, the former employee was asking the arbitrators to view the brokerage firm’s conduct by one standard and the brokerage firm was asking the arbitrators to judge its conduct by another standard.  That is, the former employee claimed that there had been a “material change” in his duties, justifying his resignation and the brokerage firm argued that he had to be able to prove “intolerable working conditions” to satisfy a claim of constructive discharge.  Since the parties and their attorneys did not know which of the two standards the arbitrators would apply, it made sense to mediate the case.  Or, at least, that was the thought of the mediator. 

In employment cases especially, the way in which the former employee comes across as a person is often determinative of the case’s outcome.  If he or she comes across as an egocentric wise guy who made hundreds of thousands of dollars in “discretionary bonuses”, he or she will have a tough time prevailing in arbitration even if he or she was treated improperly by the brokerage firm.  In this case, Mr. A came across as a really nice guy who had worked hard at the brokerage firm and who, he believed, had no choice but to leave the firm to preserve his sanity.  He did not even go to another employer. 

As the mediation session progressed, the brokerage firm’s attorney realized that Mr. A would come across quite well. However, she said, she would rather lose the case in arbitration than set a “bad precedent” - for there were other arbitrations that had been filed by the same law firm for other former employees of the brokerage firm - by settling this case in mediation. 

Lesson learned: Sometimes a mediator’s detailed analysis of the case gives both sides justification for going forward with the arbitration.  In this case, the attorneys agreed to disagree on the theory or standard of liability the arbitrators would impose. The brokerage firm ultimately was correct in its decision not to settle, for the arbitrators accepted its defense and dismissed the claim in its entirely (showing, again, how difficult it is for brokers to prevail in constructive discharge cases).

Conclusion


Still in its infancy, securities mediation is evolving at a rapid pace. A number of our PIABA colleagues have expressed frustration with the process, primarily when it appears that the brokerage firm is not approaching it in good faith or is just looking for some “free” discovery. 

Mediations will only result in settlements if both parties want them to settle. Just as you can’t force your teenager to clean his room or that stunning member of the opposite sex to fall in love with you, parties have to want to settle. No matter how high the mediator’s professed “success rate”, if the parties are not self-motivated to control the outcome of the dispute, the controversy will be left to the unpredictability of arbitrators, who sometimes get it wrong. Learn from the experiences of others. Keep an open mind; recognize that cases often settle for reasons unrelated to the merits of a case; and, accept the fact that even in arbitration, perception can become reality.
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