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Punitive Damages in
Securities Arbitration

by Holly S. Stein and Lynn Bolinske

As a result of three recent decisions by The Federal Arbitration Act arbitrator’'s award which imposes puni-
the U.S. Supreme Courthere has beena  In 1925, Congress enacted the FAA.  tive damages, even though agreed upon
dramatic increase in the number and com-The FAA, which applies to contracts in- by the parties, should be vacated.
plexity of securities disputes resolved volving interstate commerce or maritime  Garrity involved a dispute between a
through arbitration. Claims involving the affairs® does not expressly prohibit puni- publisher and an author over royalty pay-
Securities Act of 1933, the Securities Ex- tive damages. Because virtually all secu- ments on a book. The publishing contract
change Act of 1934 and the Racketeer In-rities transactions involve interstate com- contained a broad arbitration clause, but it
fluenced Corrupt Organization Act merce, the FAA applies to securities arbi- did not expressly provide for the imposi-
(“RICQ”) are subject to arbitration before tration proceedings unless otherwise agreedtion of punitive damages. The court found
forums sponsored by the Self-Regulatory by the parties. that the parties never agreed to or consid-
Organizations (“SROs?and the American The FAA created federal substantive law, ered punitive damages for a breach of the
Arbitration Association (“AAA”). Many applicable in both federal and state court publishing contract® Notably, theGarrity
securities arbitration proceedings also in- proceedings, which preempts any conflict- opinion did not include an analysis of the
clude common law claims for relief such ing state law. Therefore, if the FAA ap- relationship between the FAA and New
as fraud, negligent misrepresentation andplies, the court must determine whether York law.
breach of fiduciary duty on which punitive state law also is applicable and to what ex-

damages may be awarded by judges andent the state law is preempted. Reaffirmation of Garrity by
juries. Arbitrators are awarding punitive ] o Second Circuit
damages with increasing frequency. Choice of Law Provisions While many courts and commentators

This article discusses the issue of whether In the past, arbitrators on SRO panels have criticized th&arrity ruling (as dis-
arbitrators have the authority to award pu-assumed that punitive damages were un-cussed below) it remains viable precedent
nitive damages. This issue is much debatecvailable, even in the most egregious casesin New York. Garrity recently was reaf-
and has created conflicts among the juris-This assumption arose from a number of firmed in Fahnestock & Co., Inc. v.
dictions. Courts which have considered thisNew York state cases which held that arbi- Waltman where the Second Circuit held
issue have focused on the parties’ agreetrators did not have the authority to award that a choice of law provision designating
ment to arbitrate, which is usually part of punitive damages. Because most customemNew York law compelled vacating a puni-
the customer agreement signed by the paragreements containing arbitration clausestive damages award under tBarrity rule,
ties, and the relationship between federalalso contained choice of law provisions despite the fact that the contract was gov-
and state arbitration law. Some courts havespecifically stating that New York law ap- erned by the FAA.
held that, as a matter of public policy, arbi- plied, arbitrators were advised (formally
trators cannot award punitive damages. and informally) by the arbitration depart-
However, the trend is to permit punitive ments of the SROs that they could not
damages in arbitration pursuant to the Fed-award punitive damages.
eral Arbitration Act (“FAA") 4 The seminal New York case on the pro- )
priety of punitive damages in arbitration is This column is prepared by the CBA Alterna-
Garrity v. Lyle Stuart, Iné. In Garrity, the  tive Dispute Resolution Committee. This

New York Appeals Court held that month's column was written by Holly S. Stein,
Reprinted by permission of the Colorado  [s]ince enforcement of an award of pu- Denver,apartner of Holland & Hart and former
Bar Association from Vol. 20, No. 1The nitive damages as a purely private rem-Director of Arbitration for the American Stock

Colorado Lawyerp. 2041-2044, October  edy would violate public policy, an Exchange, Inc., and Lynn Bolinske, a senior
1991. All rights reserved. associate of Holland & Hart.



Fahnestoclnvolved a claim of defama- e — Because the parties did not expressly
tion arising out of a dispute between a New agree that their dispute was governed by
York securities firm and a former employee  “The Federal Arbitration Act created  Colorado arbitration law, CRS § 13-21-
it had discharged. The employee was federal substantive law, applicable in  102(5) was not applicable and did not bar
awarded $270,000 in damages, including both federal and state court proceedings, an award of punitive damages by the arbi-
$100,000 in punitive damages. The court which preempts any conflicting state  tration panel. The opinion distinguished

ruled that unless an arbitration contract spe- law.” the U.S. Supreme Court’s recent opinion
cifically allowed for punitive damages, on a related issue Molt Information Sci-
New York law prohibiting such awardsap- ™ —ences, Inc. v. Board of Trustees of Leland
plied. Stanford Junior Universit$? in which the
The Second Circuit premised its ruling CRS § 13-21-102(5) arbitration agreement included d choice of
in Fahnestoclon the fact that the court was law provision selecting California law. In

exercising diversity jurisdiction, rather than  In 1986, the Colorado legislature adoptedVolt, the Supreme Court held that a choice
federal question jurisdiction. The court CRS § 13-21-102(5), which prohibits the of law clause requires parties’ disputes to
found that awarding of punitive damages in adminis- be governed by the state’s law which they
[tlhe measure of damages in general istrative or arbitration proceedings, even if have chosen when the FAA is silent on the
matter controlled by New York substan- the award or decision is enforced or ap-issue.
tive law where federal jurisdiction in proved in an action commenced in a court, Pyle also relied on the NASD submis-
New York is predicated on the diversity unless otherwise provided by law. Sincesion agreement executed by the parties,
of the parties? then, the effect of CRS § 13-21-102(5) haswhich incorporated the NASD Code. Pur-
One Second Circuit judge filed a dissent been unclear to Colorado arbitrators. While suant to § 1 of the NASD Code, the parties
on the punitive damages issue questioninghey were told by the SROs that the FAA agree to arbitrate “any dispute, claim or
the majority’s reliance on the diversity ju- allowed punitive damages, CRS § 13-21- controversy arising out of or in connection
risdiction/federal question jurisdiction dis- 102(5) appeared to be in direct conflict.  with the business of any member of the

tinction® The dissent would have reversed o Association.” The opinion held that the
the district court’s affirmance of the puni- Recent Case Law Overriding language “any dispute, claim or contro-
tive damages award. It also would haveCRS 8§ 13-21-102(5) versy” was sufficiently broad to include a

remanded the case for findings regarding Recently, the U.S. District Court for the claim for punitive damages, thus rejecting
the intent of the parties on the availability District of Colorado issued an opinion in the respondents’ claim that punitive dam-
of punitive damages when they contracted.Pyle v. Securities U.S.A., If€which con-  ages were outside the scope of the arbitra-
cluded that CRS § 13-21-102(5) did not bartion agreement¥.

Other Circuits Allowing the arbitrators from awarding punitive dam-
Punitive Damages ages. InPyle the claimant filed a claim Choice of Forum Provisions

The Garrity rule has been rejected by with the National Association of Securites Examined
courts outside New York that have consid- Dealers (“NASD”), alleging (1) violations In some cases, courts have found that a
ered the issue.n Bonar v. Dean Witter of § 12(2) of the Securities Act of 1933, choice of forum provision determines the
Reynolds, Ingt* the customer agreement § 10(b) of the Securities Exchange Act of availability of punitive damages. As noted
also contained a choice of law provision 1934 and § 11-51-125(2) and (3) of the above, thé®ylecourt found that the parties
selecting New York law. The Eleventh Cir- Colorado Securities Act of 1981; (2) Colo- agreement to arbitrate before the NASD
cuit declined to appl¢arrity and held that rado common fraud; and (3) misrepresen-and the incorporation of the NASD Code
a choice of law provision in a contract gov- tation in a suitability case. The arbitrators into the submission agreement indicated an
erned by the [FAA] merely designates theruled in favor of the claimant. They intent to permit the arbitrators to award
substantive law that the arbitrators mustawarded compensatory damages, punitivegpunitive damages, if appropriate. Similarly,
apply in determining whether the conduct damages and attorney fees. in Bonar?® the Eleventh Circuit held that
of the parties warrants an award of puni- Based on CRS § 13-21-102(5), the re-the choice of forum provision selecting the
tive damages; it does not deprive the arbi-spondents sought to vacate that portion ofAAA — and thereby incorporating AAA
trators of their authority to award punitive the arbitration award which granted puni- Rule®® — authorized the arbitrators to

damages$® tive damages. It was undisputed that theaward punitive damages, despite a choice-
A First Circuit caseRaytheon Co. v. FAA applied to the parties’ dispute. There of-law provision selecting New York law.
Automated Systems, Ifi€involved a con-  was no customer agreement at issuiyie In contrast, th&ahnestoc¥ court inter-

tract with a California choice of law provi- The parties agreed to resolve their disputepreted the New York Stock Exchange’s
sion and the AAA as choice of forum. In before the NASD pursuant to a standard(“NYSE”) omission of the issue in its arbi-

Raytheon Cog.the court adopted “a rule form submission agreement, which incor- tration provisions as prohibiting punitive

favoring the arbitrability of punitive dam- porated the NASD Code of Arbitration Pro- damage$g’ The Second Circuit found the

age claims.* The court found no compel- cedure (“NASD Code”). NYSE Rules contained no provision simi-
ling reason to prohibit a party from recov- The Pyle opinion held that absent anlar to the AAA rules granting the power to

ering punitive damages in an arbitration.” agreement by the parties that state arbi-award appropriate “remedy or relief.”

It further noted that parties are entirely free tration law should govern, state arbitra- Therefore, the court concluded that the
to draft arbitration provisions that exclude tion law restricting an arbitrator’s power NYSE Rules do not permit punitive dam-
punitive damages. IRaytheonthere was to award punitive damages does not ap-age awards: “Cleatrly, if the NYSE wanted
no such exclusion from the general lan- ply to an action under the FAA.” to empower arbitrators to award punitive
guage of the arbitration clau¥e. damages, it could have done 8b.'Such



an analysis may prompt the NYSE to 8. Garrity, supra note 3.

amend its arbitration rules to mirror the 9. Id. at 833.
AAA’s broad language. 10. Id. at 834.
11. 935 F.2d 512 (2nd Cir. 1991).
Conclusion 12. Id. at 518.
The power of arbitrators to award puni- 13. Id. at 519-522.

tive damages may become the next securi- 14. Bonar, supranote 4.

ties arbitration question to be decided by 15. Id. at 1387 ¢iting, Willoughby

the U.S. Supreme Court. The stage is beRoofing & Supply Co., Inc. v. Kajima In-

ing set for direct conflict among the cir- ternational, Inc, 598 F Supp. 353 (N.D.

cuits. Pyle answered some questions for Ala. 1984) (a choice of law provision does

practitioners in Colorado, but left many not deprive the arbitrators of their power

other issues unresolved. to award punitive damages under a contract
The practitioner is advised to review the governed by the FAA).

jurisdiction’s law which governs the par- 16. Raytheon, supranote 4.

ties’ relationship, in order to determine 17. Id.at12.

whether an arbitrator is empowered to 18. Id.

award punitive damages in the particular 19. Id.

case. The trend, outside of New York, 20. Pyle, supranote 4.

clearly favors the permissibility of punitive  21. Id. at 639.

damages in securities arbitration pursuant 22. 489 U.S. 468 (1989).

to the FAA. 23. Pyle, supranote 4 at 640.
24. Bonar, supranote 4.
NOTES 25.  American Arbitration Association

Commercial Arbitration Rules § 42 pro-
1. Rodriguez de Quijas v. Shearson/ vides that:

American Express, Inc490 U.S. 477
(1989) (holding that claims arising under
the Securities Act of 1933 are arbitrable);
Shearson/American Express, Inc. v.
McMahon 482 U.S. 220 (1987) (holding
that claims arising under the Securities

[tlhe arbitrator may grant any remedy or
relief which he deems just and equitable
and within the scope of the agreement of
the parties.

26. Fahnestock, supranote 11.

27.  Article Xl of the NYSE Constitu-

Exchange Act of 1934 and RICO are arbi- tion provides that

trable); andDean Witter Reynolds, Inc. v.
Byrd, 470 U.S. 213 (1985) (holding that
common law claims are arbitrable).

2. The ten SROs are as follows: (1)
American Stock Exchange, Inc.; (2) Bos-
ton Stock Exchange, Inc.; (3) Chicago

[a]ny controversy between . . . a mem-
ber, allied member, or member organi-
zation and any other party, arising out of
the business of such member . . . shall at
the instance of any such party, be sub-
mitted for arbitratia . . .

Board of Options Exchange, Inc.; (4) Cin- 2 NYSE Guide (CCH) 1 a1501. NYSE
cinnati Stock Exchange, Inc.; (6) Munici- Rule 600(a) provides for the arbitration of
pal Securities Dealers, Inc.; (7) National “any disputed, claim or controversy,”
Association of Securities Dealers, Inc.; (8) 2 NYSE Guide (CCH) 1 a2600, and NYSE
New York Stock Exchange, Inc.; (9) Pa- Rule 347 provides for the arbitration of

cific Stock Exchange, Inc.; and (10) Phila- “any controversy . .
employment or termination of employment
..” 2 N.Y.S.E. Guide (CCH) 1 a2347.

delphia Stock Exchange, Inc.

3. Garrity v. Lyle Stuart, Ing.353
N.#.2d 793 (N.Y.S. 1976)Anderson v.
Nichols 359 S.E.2d 117 (W.Va. 1987);
Shaw v. Kuhnel & Assoc., In&98 P.2d
880 (N.M. 1985).

4. See, e.g.Raytheon Co. v. Auto-
mated Business Systen882 F.2d 6 (1st
Cir. 1989);Bonar v. Dean Witter Reynolds,
Inc., 835 F.2d 1378 (11th Cir. 1988); and
Pyle v. Securities, U.S.A., Ing58 F.2d 638
(D.Colo. 1991).

5. 9 U.S.C. § 1-14(1991).

6. 9uU.s.C.82.

7. Southland Corp. v. Keatingl65
U.S. 1, 12 (1984)Moses H. Cone Memo-
rial Hospital v. Mercury Construction
Corp. 460 U.S. 1 (1983).

. arising out of the

28. Fahnestock, supranote 11 at 519.
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