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ARBITRATION

BY SAMUEL ESTREICHER AND STEVEN C. BENNETT

Public Policy’ Limits on Punitive Damage Clauses

arties often agree to arbitration in
hopes of resolving their disputes in a
faster, less-expensive, more-effective
and less-formal manner than may be
available in ordinary court proceedings.

Arbitration agreements and arbitration
clauses in contracts may limit the issues to be
arbitrated and may specify the rules under
which the arbitration will be conducted.!

State laws vary, however, as to whether
and by what means arbitrators can be given
or denied the power to award punitive
damages. In some states, arbitration clauses
that proscribe punitive damage awards may
be unenforceable.

By contrast, New York’s highest court has
held that the power to award punitive
damages is reserved to judicial tribunals and
may not be exercised by arbitrators.?

This article discusses potential state public
policy limitations on the ability of parties to
grant or deny power to arbitrators to award
punitive damages in the arbitration of
contract disputes, and suggests some drafting
solutions to such limitations.’

The ‘Garrity’ Rule

In Garrity v. Lyle Stuart, Inc., decided in
1976, the New York Court of Appeals held
that an arbitrator’s award that imposed
punitive damages would violate public policy,
even if the parties had agreed to grant
the arbitrator the power to issue such an
award.* The court held that such an award
would violate “strong” public policy, both
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because punitive sanctions are “reserved to
the State,” through judicial power, and
because issuance of punitive damages awards
through arbitration would be “uncontrolled”
by judicial review.’

The Garrity rule, as a potential limitation
on the enforceability of an arbitration
agreement, arguably is preempted by the
Federal Arbitration Act (FAA) in circum-
stances where the agreement at issue addresses
“a transaction involving commerce.” The
Supreme Court has made clear that, applying
the FAA, “[clourts may not ...invalidate
arbitration agreements under state law
applicable only to arbitration provisions,”” and
thus states cannot create a special rule govern-
ing punitive damages applicable only in arbi-
tration proceedings. It is also clear that the
FAA, which applies in state court proceedings
so long as the commerce requirement is
met,® does not require arbitration on any
particular terms. Where parties have expressly
consented, as part of their arbitration
agreement, to the application of a particular
state’s law to the arbitration, such an
agreement generally must be enforced.” A
tension thus appears between the FAA’s
no-discrimination-against-arbitration policy
and its direction that contractual choice-of-
law provisions be honored.

The Supreme Court, in Mastrobuono v.
Shearson Lehman Hutton, Inc., addressed this
potential conflict. In Mastrobuono, the parties
adopted a clause stating that their agreement
would be “governed by the laws of the State of

New York,” arguably including the Garrity
rule. However, the agreement also provided
that any controversy arising out of the
transaction would be settled by arbitration in
accordance with the rules of the National
Association of Securities Dealers (NASD).
Under NASD rules, the Court noted,
arbitrators could consider punitive damages
as a remedy."°

In the absence of a specific clause in the
agreement addressing punitive damages, the
Mastrobuono Court read the conflicting
NASD rules and the New York choice-of-law
provisions of the agreement together, and
determined that the arbitration agreement did
not preclude punitive damage arbitration
awards. The Court emphasized that any
ambiguity on this issue would be construed
against the drafter (respondents, who sought
to disallow punitive damages), and that such a
resolution was particularly appropriate
because it did not appear that plaintiffs were
“actually aware” of New York’s approach to
punitive damages, or aware that by signing the
agreement they might be giving up the
“important substantive right” to potential
recovery of punitive damages.

Subsequent lower court decisions have
made clear that, although the Garrity rule may
remain alive in New York law, courts will
strictly construe arbitration agreements, to
ensure that unintended limitations on the
award of punitive damages are not created by
casual reference to New York law.” Similar
issues may arise in reference to the law of
other states. Restrictions on punitive damage
arbitration awards vary by state, and include
requirements for contractual”® or statutory
authorization for punitive damages,'* tortious
conduct,” and willfulness.'

Limits on Punitive Damage
Proscriptions

In the opposite direction, one might ask
whether the general ability of parties to
arrange their arbitration proceedings as they
see fit permits parties to include an express
proscription of punitive damage relief in their
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agreements. Recent cases illustrate potential
state public policy limits on that principle. In
Cawvalier Mfg., Inc. v. Jackson, a manufacturing
defects case, the Supreme Court of Alabama
remanded, for consideration by the trial court,
the question whether an arbitration clause
that prohibited the arbitrator from awarding
punitive damages was valid as a matter of
Alabama public policy."” A rather vigorous dis-
sent in the case suggested that the court
should have “draw[n] the line” to prohibit
such a restriction, “[blecause a person should
not be able to avoid punishment for injuring
another by bargaining with the targeted
victim.”® Further, in Dunlap v. Berger,
an action under state consumer protection
laws, the Supreme Court of West Virginia
held that a prohibition on (among other
things) punitive damages in arbitration
was an “unconscionable” limitation on
consumer remedies."”

These potential public policy limitations on
the ability of parties to arrange their
arbitration agreements as they see fit can
be avoided in some instances, as the Garrity
rule has been avoided, through strict
interpretation of an arbitration agreement.
Thus, for example, in Stark v. Sandberg,
Phoenix & Von Gontard, P.C., a U.S. Court of
Appeals for the Eighth Circuit case applying
Missouri law, the parties agreed to arbitrate
within the framework of the FAA and
American Arbitration Association (AAA)
rules. The agreement also provided that
“borrower and lender expressly waive any right
to claim [punitive damages] to the fullest
extent permitted by law.”?

The state law in this case, however,
provided that “one may never exonerate
oneself from future liability for intentional
torts or for gross negligence, or for activities
involving the public interest.” The Eighth
Circuit, while recognizing that “had the
parties to this agreement intended its interpre-
tation to be governed solely by the FAA, the
punitive damages waiver might have barred
such an award,” nevertheless held that “[t]he
plain language of the agreement...makes it
clear that Missouri law applies to this issue”
and that the arbitrator’s award of punitive
damages was consistent with Missouri law, and
therefore permissible under the agreement.”

Crafting a Provision

When choosing the law and procedure that
will apply to an agreement to arbitrate, parties
should expressly decide whether punitive
damages will be allowed in arbitration, and
which state’s law best serves their choice
on that matter. Due to the wide variety
of potential state law restrictions on punitive
damage awards, parties should avoid
unintentional limitations, by taking care in
choosing the substantive law that will govern
their agreement.” Parties must also pay atten-
tion to the choice of arbitration rules, to
ensure that nothing in the chosen rules

conflicts with their choice on whether to
grant or withhold power from the arbitrator to
award punitive damage relief.

Further, parties must take care that their
intention (to permit or prohibit punitive
awards) is clearly expressed. As the case of
Stark v. Sandberg demonstrates, even adding
seemingly innocent phrases such as “to the
fullest extent permitted by law” may actually
have significant legal effect.

Finally, drafters should be aware of the types
of awards that are encompassed by the phrase
“punitive damages.” For example, the U.S.
Court of Appeals for the Fifth Circuit has held
that treble antitrust damages are compensa-
tory, not punitive, and may be awarded even

when the parties have expressly and
unambiguously agreed to proscribe “punitive”
damage awards.”* Parties thus should

consider the possibility that statutory damages
may remain available, despite an enforceable
limitation on extra-statutory punitive
damages, when deciding whether to select
arbitration as the forum to resolve
their disputes.

When choosing the law that
will apply to an agreement to
arbitrate, parties should
express whether punitive
damages will be allowed in
arbitration and which state’s
law serves their choice. Due to
the variety of state restrictions
on punitive damages, parties
should avoid unintentional
limitations, by taking care in
choosing the law that will
govern their agreement.
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