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Arbitration issues raised by 'Hall Street' ruling cause big ripples 
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By Daniel D. Quick 

On March 25, 2008, the U.S. Supreme Court invalidated a contract clause that provided for expanded judicial review of an arbitration award. In Hall Street Associates, LLC v. Mattel, Inc., the Court held that the exclusive grounds for a court to vacate or modify an arbitration award under the Federal Arbitration Act (FAA) are the limited grounds stated in that Act. 

The impact of Hall Street may, however, go much farther. 

Hall Street has at least three potential impacts. First, arbitration agreements that handcraft a standard of review are void under the FAA. Parties with such provisions or who desire them should consider their options in the wake of this ruling. 

Second, the Court's opinion casts doubt upon what has been a used by litigators as a major loophole in the normal rule-of-thumb that arbitration awards are essentially substantively unreviewable by appellate courts — the so-called "manifest disregard of the law" basis for vacating awards. 

In Hall Street, the Court suggests that such a loophole has no legitimacy given the strict reading applied to the FAA. That dicta may prompt a major narrowing of arbitration award reviews by federal courts, and again forces parties to consider other options and workarounds. 

Third, these developments may breathe new life in to state arbitration schemes that are often ignored in deference to the FAA. This may provide new opportunities for development of state arbitral law and prompt a review of state law decisions that may have incorporated now-obsolete FAA standards. This process raises tricky issues — preemption and state law standards — which also require re-examination. 

Section 9 of the FAA provides that a court must confirm an arbitration award unless the egregious grounds identified in Sects. 10 and 11 of the FAA exist: fraud, corruption, evident partiality, misconduct, exceeding powers, evident material mistake, and the likes. 

Where such grounds exist, the FAA empowers a court to vacate or modify an arbitration award. Onto this express list, some courts have added "manifest disregard of the law" as another basis upon which an award may be vacated under the FAA. 

In Hall Street, the parties' arbitration clause provided that the district court could vacate or modify the arbitration award if the arbitrator's findings of facts were not supported by substantial evidence or if the arbitrator's conclusions of law were erroneous. 

The arbitrator ruled, but the district court vacated the arbitration award, citing errors of law, and remanded the case for further consideration by the arbitrator. The district court subsequently upheld the arbitrator's award. 

The 9th Circuit reversed, ruling that the provision in the parties' contract expanding the revised scope of judicial review beyond the limited grounds identified in the FAA was unenforceable, and remanded the case to the district court. After some further proceedings, the case made it to the Supreme Court. 

In a 6-3 decision, the Supreme Court agreed with the 9th Circuit that the FAA provides the exclusive grounds for a court to vacate or modify an arbitration award when enforcement is sought under the review provisions of the FAA. The Court reasoned that the FAA's policy favoring arbitration is consistent with limiting judicial review to just the amount "needed to maintain arbitration's essential virtue of resolving disputes straightaway." 

"Any other reading," held the Court, "opens the door to the full-bore legal and evidentiary appeals that can 'rende[r] informal arbitration merely a prelude to a more cumbersome and time-consuming judicial review process.'" 

In response to amici proclamations that the Court's ruling would scare parties away from arbitration, the Court said it did not know whether this was the case, but "whatever the consequences of our holding, the statutory text gives us no business to expand the statutory grounds." 

You cannot expand appellate review under the FAA
The direct ruling in Hall Street may force a reconsideration of both contractual arbitration provisions and litigation strategies. Given parties' inability to contract for a broader judicial review, one option would be for a private review — an arbitration appellate review. 

Such a contract would provide that no award is final until reviewed by a separate panel pursuant to a specified standard. Such a tact would take arbitration to an entirely new level, and place more (and deserved) attention on the initial drafting of arbitration provisions (rather than the all-to-common practice of using boilerplate). 

Of course, the additional cost of an arbitral appellate panel should be considered before including such a provision; in such a model, the alleged virtue of arbitration as cost-effective relative to litigation may be dubious. 

Parties that desire more searching appellate review than the FAA provides may, as suggested by the Supreme Court, turn to state law. This may prompt parties to try to stipulate that their agreements to arbitrate and any proceedings to enforce arbitration awards will be interpreted and enforced under state law rather than the FAA. 

This, however, raises a host of separate issues. 

The vitality of 'manifest disregard of the law'
Very few motions to vacate an arbitration award under the FAA invoke the express conditions outlined by the Act. 

"Evident impartiality," for example, is simply not that common, and in any event the standard of review for such arguments is exceedingly high. Most efforts to vacate arbitration awards are simply thinly-veiled substantive appeals wrapped in the language of "manifest disregard of the law." 

This phrase, first used in Wilko v Swan, has subsequently come to have a life of its own as an extra-statutory basis upon which to challenge awards. This quasi-basis for judicial review of appellate reviews has been widely debated in academic circles, but the copy-cat nature of federal decision-making had placed it firmly in the arbitration case law. 

Hall Street does not hold that this is no longer a valid basis, but it comes close. The appellant in Hall Street attempted to argue that since the courts have added bases upon which arbitration agreements may be vacated (or affirmed), so too may parties add appellate review standards. 

The Court rejected the attempted extension and in so doing spoke favorably of courts which have rejected reading Wilko as introducing an additional "manifest disregard of the law" vacatur basis. The Court's subsequent ruling that the Sect. 9 and 10 exceptions to affirmance are "exclusive" would seem to severely threaten the vitality of "manifest disregard of the law" construed as an independent or additional vacatur basis. 

The potential demise of the "manifest disregard of the law" standard should prompt a re-examination of whether parties truly desire arbitration. Elimination of this loophole, together with the inability of the parties to contract-around the limited express FAA bases for vacatur, should result in arbitration being much more of a "one-and-done" process. 

Parties should give far more thought to whether they really want this sort of finality, free of subsequent review. Perhaps one effect of Hall Street will be to erode parties' affection toward arbitration and breathe new life into the civil judicial system. 

State arbitration schemes
As Hall Street expressly suggests, one solution to avoiding this reading of the FAA is to simply seek vacatur under state law that may have a different standard. That raises at least two questions. 

First is the sticky wicket of FAA preemption. Some federal courts have held that the FAA preempts parties' choice of law provisions which purport to govern the parties' contract — precisely one way a party might avoid an FAA standard of review. For example, in Jacada (Europe), Ltd. v. International Marketing Strategies, Inc., the parties' contract contained a general choice of law provision. The district and circuit court held that the Federal Arbitration Act, per se, preempts the parties' contractual choice of law provision such that the FAA standard of review, and not the state law standard of review, applies to the review of the award. 

Such rulings arise from a bevy of potentially confusing Supreme Court rulings and subsequent lower court decisions. Academics have noted that parties and courts have been "confus[ed]" as to the scope of FAA preemption, including whether a contractual choice of law provision should apply to the standard of review of an arbitration award ("An Unnecessary Choice," supra n.3). 

And as between state and federal courts, the answer turns largely upon where you are: federal courts more freely find FAA preemption while state courts generally find no preemption, although, by the same token, there is widespread "confusion and inconsistency" as between different states and even within states (Gross, supra n.3). 

Likewise, there is "confusion" among lower federal courts resulting in "a morass of inconsistent principles" ("An Unnecessary Choice," supra). 

Hall Street provides some fodder to those who would argue for limited preemption of the FAA. In describing the FAA, the Court uses the phrase of parties "tak[ing] the FAA shortcut" to confirm, vacate or modify an award. This language suggests choice — the "taking" of a shortcut — and thus also the existence of another choice, which must be state court adjudication even when the FAA could otherwise apply. More directly, the Court stated: 

"... we do not purport to say that [the exclusive vacatur grounds under the FAA] exclude more searching review based on authority outside the statute as well. The FAA is not the only way into court for parties wanting review of arbitration awards: they may contemplate enforcement under state statutory or common law, for example, where judicial review of different scope is arguable." 

However, a deeper and more complex set of issues await past this threshold — exactly what is the standard of review in state courts. 

Michigan is an interesting example. The Michigan Arbitration Act, MCL 600.5001 et seq (MAA), as construed by the courts, includes an avenue, however narrow, to review certain substantive errors made by arbitrators (Detroit Auto. Inter-Insurance Exchange v. Gavin). 

It has been noted that this standard permits a broader review than under the FAA — an observation that is certainly true should "manifest disregard of the law" be eliminated from FAA review jurisprudence by virtue of Hall Street (Jacada, supra at 710). 

However, the Michigan standard of review as announced in Gavin has not be thoroughly re-reviewed in 26 years. Gavin itself consists of a broad review of previous Michigan opinions, many decided under the common law. 

Arguably, the "broader" review permitted in Michigan emanates from the language in MCR 3.602(J)(2)(c), which permits vacatur if an arbitrator "exceeded his or her powers." But similar language exists in the FAA (9 USCSect. 10(a)(4)) and has not been so broadly construed. 

Will Michigan's current textual-based Supreme Court follow Hall Street and similarly lessen the standard of review available under the MAA? Certainly such a result is possible. 

Arbitration — how it is conducted, whether it is a prudent ADR path for parties, how the agreements are drafted, and how the cases are litigated — continues to evolve. Hall Street, while ruling on a narrow legal issue, has potentially far-reaching implications, and may usher in a more active role for Michigan arbitral law. 

Hall Street also teaches the importance of a holistic view of arbitration, from drafting of the arbitration clause to litigating the arbitration to dealing with the award. 

Arbitration is not just civil litigation in slightly different clothes — it has unique legal aspects that require expertise and special considerations. Failure to be mindful of these differences can lead to a party being surprised and disappointed — as the losing party in Hall Street surely was. 

Daniel D. Quick is a commercial litigation trial lawyer with Dickinson Wright PLLC in Bloomfield Hills. He specializes in trade secrets disputes, business divorce litigation and noncompetition agreements, as well as a broad array of business torts and intellectual property issues. Contact him at (248) 433-7242 or dquick@dickinsonwright.com. 


	[image: image1.png]




	[image: image2.png]





	[image: image3.png]




	

	[image: image4.png]





