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right to punitive damages in arbitral settings. Instead, the Court’s
opinion seemed to condone parties’ contracting out of an arbitrator’s
power to award punitive damages. Even so, the Court’s decision
raises due process concerns because of its allowance of punitive dam-
ages in the absence of traditional judicial safeguards. Further, Mas-
trobuono will greatly affect the way corporate entities negotiate with
individuals and each other.

In 1985, Petitioner-Plaintiffs Antonio and Diana Mastrobuono
opened a securities trading account with Respondent Shearson Leh-
man Hutton, Inc. (Shearson).# They signed Shearson’s standard-
form Client’s Agreement, which included a standard pre-dispute arbi-
tration clause.? In 1987, the Mastrobuonos closed their account, and
in 1989, they filed a complaint in the United States District Court for
the Northern District of Illinois.¢ They alleged that by subjecting
their account to unauthorized trading, churning, and margin expo-
sure, Shearson had violated federal and state statutes.” Petitioners
sought both compensatory and exemplary damages.?2 Pursuant to an
arbitration provision and a choice-of-law provision in the Client’s
Agreement, Respondents filed a motion to stay the proceedings and to
compel arbitration before the National Association of Securities Deal-
ers (NASD).® The court granted the motion,'? and a panel of three

4. Seeid. at 1214. Respondent Nick DiMinico, a vice president of Shearson, was
a student of Petitioner Antonio Mastrobuono, an assistant professor of medieval liter-
ature. DiMinico solicited and managed the Petitioners’ account until its closure. See
Brief for Petitioners at 3—4, Mastrobuono (No. 94-18).

5. See Mastrobuono, 115 S. Ct. at 1214.

6. See id.

7. See id.

8. See Mastrobuono v. Shearson Lehman Hutton, Inc., 20 F.3d 713, 715 (7th Cir.
1994) (“Plaintiffs stated federal claims and state statutory and tort claims, they re-
quested punitive damages on the state claims.”).

9. Shearson relied on the arbitration provision of the Client’s Agreement and on
Sections 3 and 4 of the FAA, 9 U.S.C. §§ 3, 4 (Supp. IV 1992). See Mastrobuono, 116
S. Ct. at 1214-15.

10. Petitioners originally alleged that they did not remember signing the agree-
ment and that the signatures were forged. The Mastrobuonos later abandoned their
original argument of forged signatures and filed their first amended complaint stating
that they remembered almost everything during the signing of the agreement and
alleging that DiMinico did not inform them of the arbitration provision. See Mas-
trobuono v. Shearson Lehman Hutton, Inc., 128 F.R.D. 243, 244—45 (N.D. Ill. 1989)
(sanctioning Petitioners’ counsel under Rule 11 of the Federal Rules of Civil Proce-
dure because he “is not justified in relying solely on the assertion by his clients that
[the Petitioners] had not signed the agreement”).
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arbitrators ruled in favor of Petitioners,!! granting $159,327 in com-
pensatory damages and $400,000 in punitive damages.1?

Respondents subsequently paid the Mastrobuonos the compensa-
tory award but filed a motion to vacate the punitive damages.13
Shearson argued that the Client’s Agreement was governed by New
York law and that New York precedent — specifically Garrity v. Lyle
Stuart, Inc.'* — precludes arbitral awards of punitive damages.
However, NASD rules allow arbitrators to consider punitive damages
as a remedy.1® The Mastrobuonos thus moved to confirm the arbitra-
tion award, seek a trial on the amount of punitive damages to be
awarded, or try the case on the state law claims that gave rise to
Petitioners’ claim for punitive damages.¢ The district court denied
the Mastrobuonos’ motion in its entirety and granted Shearson’s mo-
tion to vacate punitive damages.1?

The United States Court of Appeals for the Seventh Circuit af-
firmed.*® The Seventh Circuit emphasized the parties’ contractual
obligation to use New York law as the governing law,1® and decided
that “New York law applies no matter which set of arbitral rules the
plaintiffs happen to choose.”0

In an eight-to-one majority opinion, the Supreme Court reversed.
The Court relied on a line of cases that found a congressional intent

11. The Mastrobuonos filed an amended complaint in arbitration, basing their
case on the NASD Rules of Fair Practice, SEC Rule 10b-5, § 15-1 of the Securities
Exchange Act, the lllinois Consumer Fraud Act, the Texas Deceptive Trade Practices-
Consumer Protection Act, and breach of fiduciary duty and negligence. See Mas-
trobuono, 20 F.3d at 715.

12. Seeid.

13. See Mastrobuono v. Shearson Lehman Hutton, Inc., 812 F. Supp. 845, 846
(N.D. 1. 1993); see also Mastrobuono, 115 S. Ct. at 1218. The terms of the Client’s
Agreement did not state explicitly whether punitive damages were beyond the pur-
view of the arbitrators, See id. at 1215-16.

14. 353 N.E.2d 793 (N.Y. 1976).

15. See Mastrobuono, 115 S. Ct. at 1218 (citing the NASD CobE OF ARBITRATION
ProCEDURE § 3741(e) (1993)).

16. See Mastrobuono, 20 F.3d at 715-16.

17. See Mastrobuono, 812 F. Supp. at 84849,

18. See Mastrobuono, 20 F.3d at 717-19 (awarding costs to the Respondents).

19. See Mastrobuono, 115 S. Ct. at 1215 (“Both [the District Court and the Court
of Appeals] relied on the choice-of-law provision in Paragraph 13 of the parties’ agree-
ment, which specifies that the contract shall be governed by Nexw York law.”).

20, Mastrobuono, 20 ¥.3d at 717,
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to promote arbitration.2! In writing for the Court,?2 Justice Stevens
rejected Shearson’s argument that a choice-of-law provision waives
any claim for punitive damages through implicit incorporation of
state law hostile to punitive awards.23

The majority rejected Shearson’s reliance on Volt Information
Sciences v. Board of Trustees of Leland Stanford Junior University,24
in which the Court held that the FAA’s basic purpose is to enforce the
terms of private arbitration agreements even when the agreement at
issue prescribed different rules from the FAA.25 Although Justice
Stevens agreed that “[alrbitration under the Act is a matter of con-
sent, not coercion, and parties are generally free to structure their
arbitration agreements as they see fit,”26 he distinguished Mas-
trobuono from Volt, because the California rules of arbitration at is-
sue in Volt were consistent with the national policy embodied in the
FAA. Nevertheless, the Court reiterated Volt’s basic holding: “[IIf
contracting parties agree to include claims for punitive damages
within the issues to be arbitrated, the FAA ensures that their agree-
ment will be enforced according to its terms even if a rule of state law
would otherwise exclude such claims from arbitration.”27

21. See Prima Paint Corp. v. Flood Conklin Mfg. Co., 388 U.S. 395, 404 (1967)
(holding that the legal issue of a contract’s voidness because of fraud is to be decided
by persons designated to arbitrate factual controversies arising out of the contract
between the parties); Moses H. Cone Memorial Hosp. v. Mercury Constr. Corp., 460
U.S. 1, 24 (1983) (holding that any state law, whether procedural or substantive, hos-
tile to federal liberal arbitration policy must yield to federal law); Southland Corp. v.
Keating, 465 U.S. 1, 10 (1984) (holding that the FAA not only “declared a national
policy favoring arbitration,” but also “withdrew the power of the states to require a
judicial forum for the resolution of claims which the contracting parties agreed to
resolve by arbitration”); Perry v. Thomas, 482 U.S. 483, 491 (1987) (holding that the
FAA preempted two California statutes that restrict certain disputes to the courts);
Allied-Bruce Terminix Cos. v. Dobson, 115 S. Ct. 834, 843 (1995) (holding that the
FAA trumped an Alabama statute that made arbitration agreements unenforceable).

22. Chief Justice Rehnquist and Justices O’Connor, Scalia, Kennedy, Souter,
Ginsburg, and Breyer joined in the majority opinion of the Court. Justice Thomas
dissented.

23. See Mastrobuono, 115 S. Ct. at 1218.

24. 489 U.S. 468 (1989).

25. Seeid. at 479.

26. Mastrobuono, 115 S. Ct. at 1216 (quoting Volt, 489 U.S. at 479).

27. Id. (emphasis added); see also Southland Corp. v. Keating, 466 U.S. 1, 10
(1984) (“Congress declared a national policy favoring arbitration and withdrew the
power of the states to require a judicial forum for the resolution of claims which the
contracting parties agreed to resolve by arbitration.”); Perry v. Thomas, 482 U.S. 483,
491 (1987) (holding that a California statute hostile to an arbitration agreement
“must give way” to the FAA under the Supremacy Clause); Allied-Bruce Terminix
Cos. v, Dobson, 115 S. Ct. 834, 843 (1995) (holding that any state’ s anti-arbitration
policy is “directly contrary to the Act’s language and Congress’s intent”).
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Accordingly, the Court turned to the interpretation of the Cli-
ent’s Agreement. Justice Stevens invoked three principles of contract
interpretation: 1) courts should strive to interpret a contract as a
whole;28 2) ambiguities should be interpreted against the drafter;29
and 3) an interpretation that makes a contract valid is preferred to
the contrary.3® Because the Client’s Agreement lacked an express
provision prohibiting the award of punitive damages,3! Justice Ste-
vens reasoned that the choice-of-law provision and the NASD rules
could be reconciled, holding that “punitive damages would be allowed
because, in the absence of contractual intent to the contrary, the FAA
would preempt the Garrity rule . .. .32

Further, Justice Stevens asserted that “the [choice-of-law] provi-
sion might include only New York’s substantive rights and obliga-
tions, and not the State’s allocation of power between alternative
tribunals.”3 The Court found that Petitioners were unlikely to un-
derstand that they were waiving an important substantive right by
signing a standard-form agreement.3¢ Finally, Justice Stevens clari-
fied the conflicts between the two provisions by holding that “the
choice-of-law provision covers the rights and duties of the parties,
while the arbitration clause covers arbitration; neither sentence in-
trudes upon the other.”35

Justice Thomas dissented alone. He reasoned that the choice-of-
law provision in the Client’s Agreement could not be distinguished
from the parallel clause in Volt and, therefore, that the Court should
have allowed New York law to control.26 Justice Thomas agreed with
the majority that the parties’ intentions should govern the interpre-
tation of the contract; however, he read the choice-of-law provision
more broadly than the majority and found that the parties’ agree-
ment to be governed by New York law evidenced their intention that
all state procedures should apply.37 He contended that the majority

28. See Mastrobuono, 115 S. Ct. at 1217 (citing REsTATEMENT (SECOND) OF CON-
TRACTS § 202(2) (1979)).

29. See id. at 1219 (citing ReSTATEMENT (SECOND) OF ConTRACTS § 206 & cmt. a
(1979)).

30. Seeid. (citing RestaTeMENT (SECOND) OF CoNTRACTS §§ 202(5), 203(a) & cmt.
b (1979)).

31. Seeid. at 1217.

32. Mastrobuono, 115 S. Ct. at 1217.

33. Id

34, Seeid. at 1219.

85. Id.; see also id. at 1218 (finding that the arbitration clause in the Client's
Agreement authorizes arbitration in accordance with NASD rules).

36. See Mastrobuono, 115 S. Ct. at 1219 (Thomas, J., dissenting).

37. Seeid. at 1223.
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misinterpreted Volt, arguing that “Volt makes no distinction between
rules that serve only to distribute authority between courts and arbi-
trators (which the majority finds unenforceable) and other types of
rules (which the majority finds enforceable).”38

Justice Thomas noted that the NASD Code of Arbitration Proce-
dure did not discuss the availability of punitive damages and that the
Securities Industry Conference on Arbitration Manual, the majority’s
basis for the availability of punitive damages, was not mentioned in
the Client’s Agreement. Paragraph 13 of the Client’s Agreement
“mentions only ‘the rules then in effect of the [NASD].’ "2 Justice
Thomas further argued that the Manual did not establish arbitrators’
authority to award punitive damages.4® He also tried to narrow the
majority decision by asserting that the outcome of the case had no
applicability beyond the particular contract at issue.4?

The Mastrobuono decision’s allowance of arbitral punitive dam-
age awards raises constitutional due process concerns because of the
absence of procedural safeguards in arbitrations.#2 Addressing simi-
lar concerns, the New York Court of Appeals held in Garrity that pu-
nitive damages were created to punish and, hence, are reserved for
the state.43 The Garrity court reasoned that allowing arbitrators to
impose punitive damages would violate public policy because arbitra-
tors are not bound by the judicial safeguards that protect defend-
ants.#*¢ In granting arbitrators the authority to award punitive
damages when the parties fail to contract otherwise, the Mas-
trobuono Court did not address these due process concerns.

Punitive damages have traditionally been reserved for judicial
tribunals. Such tribunals are subject to a host of familiar procedural
safeguards. First, judges, whether elected or appointed, are theoreti-
cally neutral and disinterested adjudicators. All Article III federal
judges, for example, have life tenure,*® which, at least in principle,
shields them from external influence. Next, as the Supreme Court
held in Pacific Mutual Life Insurance Co. v. Haslip,4¢ fact-finders
must adhere to a “clear and convincing evidence” standard of proof in

38. Id. at 1221.

39. Id. at 1222.

40. See Mastrobuono, 115 S. Ct. at 1222 (Thomas, J., dissenting).

41. Seeid. at 1223.

42. See, e.g., Pacific Mut. Life Ins. Co. v. Haslip, 499 U.S. 1, 58 (1991).
43. See Garrity v. Lyle Stuart, Inc., 353 N.E.2d 794, 794 (N.Y. 1976).
44, See id. at 7986.
45, See U.S. Consr. art. III.
46. 499 US. 1.
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awarding punitive damages.*? Further, mechanisms such as a judg-
ment notwithstanding the verdict are intended to counterbalance po-
tential jury bias. Finally, appellate review further ensures that a
tribunal’s findings of fact and conclusions of law are reasonable.
Such safeguards aim to prevent indiscriminate awards of punitive
damages.

These procedural safeguards are not necessarily present in pri-
vate arbitration. Arbitrators may not possess the same sense of pub-
lic responsibility as judges. Justice Black worried in his dissent in
Prima Paint Corp.:

[Alrbitrators . . . need not even be lawyers, and in all probability

will be nonlawyers, wholly unqualified to decide legal issues,

and even if qualified to apply the law, not bound to do so. I am

by no means sure that thus forcing a person to forgo his oppor-

tunity to try his legal issues in the courts where, unlike the situ-

ation in arbitration, he may have a jury trial and right to . . .

appeal, is not a denial of due process of law.48
No jurors are present to balance an arbitrator’s authority, and
although arbitral awards are subject to judicial review,49 courts usu-
ally defer to arbitration panels, especially when a liberal national ar-
bitration policy is in place.’® “Given the broad range of discretion
afforded arbitrators, burden of proof questions are unlikely to reach
the courts or be considered if they do.”5! Thus, arbitrators, knowing

47. See id. at 58.

48. 388 U.S. 395, 407 (1967) (Black, J., dissenting). Indeed, arbitrators may be
business professionals with a private stake in the cases they hear.

49. For the grounds upon which a party can move for the vacation or for the mod-
ification of an arbitral award, see 9 U.S.C. §§ 10-11 (1992).

50. See, e.g., First Options of Chicago, Inc. v. Kaplan, 1156 S. Ct. 1920, 1923 (1995)
(“{A] court should give considerable leeway to the arbitrator, setting aside his or her
decision only in certain narrow circumstances.”); Todd Shipyards Corp. v. Cunard
Line, Litd., 943 F.2d 10586, 1080 (9th Cir. 1991) (citing Burchell v. }Marsh, 58 U.S. (17
How.) 344, 349 (1854)) (“If the award . . . contains the honest decision of the arbitra-
tors, . . . a court . . . [of equity] will not set it aside for error, either in law or fact.”);
Revere Copper & Brass, Inc. v. Overseas Private Inv. Corp., 628 F.2d 81, 83 (D.C.
Cir.) (stating that 9 U.S.C. §§ 10-11 constrain judicial review of an arbitral award),
cert. denied, 446 U.S. 983 (1980); Andros Compania Maritima v. Marc Rich & Co., 579
F.2d 691, 703 (2d Cir. 1978) (stating that the court has generally refused to second
guess an arbitrator’s determination of an arbitral award); Office of Supply, Gov't of
Korea v. N.Y. Navigation Co., 469 F.2d 377, 379-80 (2d Cir. 1972) (stating that a
court’s function in reviewing an arbitral award is “severely limited . . . being confined
to determining whether or not one of the grounds specified by 9 U.S.C. §10... ex-
ists”). See generally 4 IaNn R. MACNELL ET AL., FEDERAL ARBITRATION Law § 40.1.1
(1995).

51. 3 MACNEIL ET AL., supra note 50, at § 36.3.6; see, e.g., Girani v. Federal Avia-
tion Admin., 924 F.2d 237 (Fed. Cir. 1991). In Girani, a case in which the court re-
viewed an arbitrator’s decision regarding the dismissal of an air traffic controller, the
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that a damage award is likely not to be reviewed on burden of proof
grounds, may award punitive damages in instances where the in-
jured party has not met the same burden of proof that a judicial tri-
bunal would demand. The lack of procedural safeguards raises
doubts about the legitimacy of arbitral awards of punitive damages.

Mastrobuono also presents freedom of contract ramifications that
will greatly affect the way in which corporations negotiate with indi-
viduals and each other. By incorporating New York law into its stan-
dard-form Client’s Agreement, Shearson clearly intended to avoid the
possibility of incurring punitive damages. Although the Supreme
Court did not take into account Shearson’s unilateral intent, Mas-
trobuono nevertheless stands for principles of broad freedom of con-
tract because future parties can agree to arbitration arrangements
that explicitly preclude punitive damages.

Over time, corporate defendants are likely to benefit most from
the ruling in Mastrobuono. Parties concerned about becoming de-
fendants will draft agreements specifically disallowing arbitrators
from considering awards for punitive damages.52 The express prohi-
bition in standard-form agreements will likely have its most extreme
effect in situations in which the parties have unequal bargaining
power. Negotiations between a corporate entity and an individual
will likely yield results resembling an adhesion contract rather than
a “dickered-over” bargain. In situations of unequal bargaining
power, Mastrobuono’s tacit encouragement of agreements that explic-
itly bar arbitrators from awarding punitive damages may also reduce
the potential defendant’s incentive to avoid injury. In an insurance
claim setting, for example, “without the additional sanction of puni-
tive damages, insurance companies will too frequently refuse to pay
valid claims and claimants will too often be forced by their financial
circumstances to abandon their claims or to settle for far less than is
due them.”53

court held that an arbitrator need not “make an explicit finding that an agency’s deci-
sion is supported by a preponderance of the evidence . . . . To [so require] would fur-
ther ‘judicialize’ a process which was meant to be ‘faster, cheaper [and} less formal
than litigation.”” Id. at 242; see also 3 MACNEIL ET AL., supre note 50, at § 32.1.2
(stating that arbitrators have broad discretion throughout the hearing process).

52. But see NASD Rures orF Famr Practice § 21(f)(4) (1989) (stating that no
agreement may contain a condition that “limits the ability of the arbitrators to make
any award”). Contracting around punitive damages may not be possible in the spe-
cific context of the securities industry.

53. John A. Sebert, dr., Punitive and Nonpecuniary Damages in Actions Based
upon Contract: Toward Achieving the Objective of Full Compensation, 33 UCLA L.
Rev. 1565, 1651 (1986).
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Even where the parties creating an arbitral agreement have
equal bargaining power, such as a negotiation between two corpora-
tions, the negotiation is likely to be dramatically reshaped by the
Supreme Court’s holding in Mastrobuono. Because the attorneys’
fees associated with resolving those disputes are high, compensatory
damages are no longer considered sufficient to make the plaintiff
whole. As a result, punitive damages are sometimes needed to fully
compensate the plaintiff for injuries suffered.5¢

In negotiating the terms of a contract, a corporation that views
itself as a potential plaintiff may have a greater need to retain the
arbitrator’s power to award punitive damages than the opposing cor-
poration’s converse need to abandon the provision. Mastrobuono
helps the potential plaintiff by making the availability of punitive
damages the default. Consequently, a corporation that would de-
pend less on punitive damages to make itself whole in the case of
breach of contract will have greater bargaining power within a nego-
tiation, because such a corporation can use its power to contract out
of punitive damages as a bargaining chip to get other concessions
from a corporation that views itself as a potential plaintiff.

Mastrobuono allows arbitrators to award punitive damages with-
out procedural safeguards and implies that parties can expressly con-
tract to disallow arbitrators’ awards for punitive damages. It is likely
that future cases will challenge Mastrobuono on due process grounds
and seek additional clarification from the Court regarding the extent
to which parties may disallow arbitrators’ awards for punitive dam-
ages within the rubric of the FAA.

54. See, e.g., St. Luke Evangelical Lutheran Church v. Smith, 568 A.2d 35, 40
(Md. 1990) (holding that a jury could consider attorneys’ fees incurred when calculat-
ing an award of punitive damages). See generally David G. Owen, A Punitive Dam-
ages Overview: Functions, Problems and Reform, 39 ViLL. L. Rev. 363, 378-80 (1994)
(arguing that compensating plaintiffs for attorneys’ fees spent in litigation “provides a
compelling argument for punitive damages”); Dorsey D. Ellis, Jr., Fairness and Effi-
ciency in the Law of Punitive Damages, 56 S. Cav. L. Rev. 1, 3 (1982) (explaining that
one purpose for imposing punitive damages is to compensate victims for losses not
otherwise compensable); David G. Owen, Punitive Damages in Products Liability Liti-
gation, T4 MicH. L. Rev. 1257, 1295-96 (1976) (stating that punitive damages reim-
burse the plaintiff for losses for which the rules of damages do not provide relief,
including the expenses of bringing suit).








