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Punitive Award Survey

In this issue, SAC focuses on the
controversial subject of punitive dam-
ages. Our approach is basically statis-
tical. We draw the information for our
analyses from the SAC Award Data-
base Service, concentrating our atten-
tion on the punitive damage Awards
that have issued over a three-year pe-
riod, from May 1989 to June 1992. Our
objective is to shed quantitative light
upon some of the assumptions, fears
and generalizations that tend to under-
lie debates about arbitrators’ use of the
punitive damage sanction.  First,
though, letus review some of the events
that have contributed to the current
state of affairs.

roun iti

SAC has been reporting on the
controversy over punitive damages in
arbitration since we began publication.
Our first issue, back in April 1988,
reported on Bonar v, Dean Witter, 1
SAC 1(3), an Eleventh Circuit opinion
in which arbitral authority to assess
punitive sanctions was upheld. Before
the self-regulatory organizations
(“SROs”) began making Awards pub-
licly available, SAC would do news
stories on individual punitive awards
(See, e.g., Diaz-Barriga v. MLPFS, 1
SAC 3(2); Winship v, SLH, 1 SAC
6(3); Forrester v, PruBache, 1 SAC

7(4)) as we learned about them.

That’s the province of the news
dailies, now that Awards are available
to all and less of a rarity. The issues
behind the awarding of punitive dam-
ages, both in arbitration and generally,
have been our major focus. Congress-
men Boucher, Dingell, and Markey
supported legislation in 1988 that
would have expressly assured custom-
ers of the right to punitive damages in

securities arbitration, but that provision
was dropped from the bill (1 SAC 4(4))
—and the bill itself ultimately failed in
Committee.

Arbitral Authority

Federal Circuit Court decisions
over the last five years have generally
established that a sufficiently broad
arbitration agreement among dispu-
tants will empower arbitrators to assess
punitive sanctions, even if “the P-
Word” is not expressly mentioned in
the agreement. Some have tried to
extrapolate from the Supreme Court’s
favorable ruling on RICO’s arbitrabil-
ity in Shearson v, McMahon, 482 U.S.
220(1987), and argue that the Court has
evinced a willingness to supply puni-
tive arrows to the Arbitrator’s quiver.

In fact, the Court has not yet
squarely ruled on the question and does
not appear anxious to address it. When
the Second Circuit struck punitive
damages from a securities employee’s
counterclaim award in Fahnestock v.
Waltman, 3 SAC 6&7(13), and set up
an apparent conflict among the federal
circuits on punitives in arbitration, the
employee soughtreview. The Supreme
Court refused Mr. Waltman’s bid for
certiorari (See, Punitive Damages - In
Brief, 4 SAC 10(14)).

SAC has reported upon the
Fahnestock dispute in all of its incarna-
tions. When the NYSE Award (SAC
ID#8911217) was firstissued by a New
York-based Panel in January 1990, an
article describing the dispute and the
Arbitrators’ Award appeared in SAC’s
Award Reporter, 1 SAR 2(13). We
reported the district court’s decision (3
SAC 6&7(7)), vacating the $100,000
punitive damage portion of the Panel’s

cont'd on page 2
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decision and confirming the remaining
defamation and wrongful termination
results (worth about $170,700).

‘When the Second Circuit affirmed
(4 SAC 3(1)), the decision stimulated a
range of issues for debate (See Beckley
article, Go Down Moses..., 4 SAC
4(1)), from potential distinctions be-
tween AAA and SRO rules to the out-
of-state impact of New York’s policy
against arbitral awards of punitive
damages (known as the Garrity Rule).
One of the issues the Second Circuit left
open was later decided in the final
chapter of Fahnestock, when Mr.
Waltman sought unsuccessfully to re-
turn to the courts for relief on the va-
cated punitive damage claim (Waltman
v. Fahnestock, 5 SAC 1(18)). In that
case, a federal court in Pennsylvania
held that the earlier arbitration pre-
cluded further requests for relief upon
the same causes of action that the
NYSE Panel had considered.

The controversy was heightened
by the Second Circuit’s subsequent
opinion in Barbier v. Shearson, 4 SAC
6(7). Barbier applied a New York
choice-of-law provision to vacate puni-
tives in a NYSE arbitration. New York
choice-of-law provisions are common
in brokerage house agreements (they
even appear in agreements of one or
two houses not headquartered in New
York). That such choice-of-law provi-
sions, juxtaposed with the pre-dispute
arbitration clause in such customer
agreements, would have the effect of
exporting the Garrity Rule to other ju-
risdictions was a distinct possibility
after Barbier. That, in fact, was the
conclusion of a state appellate court in
Thomson McKinnon rities v. -
chiella (5 SAC 2&3(27)). In Cuc-
chiella, the Massachusetts Court of
Appeals vacated a Boston-based,
NYSE Award in reliance upon a New
York choice-of-law provision in the
customer’s agreement.

Post-Fahnestock decisions by
other federal circuits (See, ¢.g., 9th Cir:
Todd Shipyards v. Cunard Lines, 4
SAC 6(9); and, 8th Cir: Lee v, Chica, 5
SAC 6(13)) have refused to apply state
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law or policy restricting arbitrators’
ability to grant punitives, even in the
face of state choice-of-law provisions.
Those decisions, however, involved
American Arbitration Association pro-
ceedings and relied, at least in part,
upon an AAA Rule that accords arbitra-
tors the right to “grant any remedy or
relief that the arbitrator deems just and
equitable and within the scope of the
agreement of the parties...” (now Sec-
tion 42(c) of the AAA’s Securities
Arbitration Rules (SAR)).

SICA’s Role

These developments suggested
that the SRO Arbitration Rules, which
do not currently have a provision com-
parable to AAA SAR 42(c), did not
make sufficiently explicit an intention
to accord Claimants the full panoply of
relief that the courts employ in resolv-
ing investor and other disputes. Left
alone, this situation could not only
harm the public’s perception of SRO
Arbitration; it could also draw the in-
vestor with a valid punitive damage
claim unwillingly into a forum where
that claim could neither be heard norre-
trieved.

The Securities Industry Confer-
ence on Arbitration (SICA), which
since 1977 has proposed rules for the
ten participating SRO arbitration fo-
rums, responded in January 1992 by
adopting an amendment to the Uniform
Code of Arbitration (UCA). That pro-
vision, which appears in the UCA as
Section 28(h), states: “[t]he
arbitrator(s) may grant any remedy or
relief that the arbitrator(s) deem just
and equitable and that would have been
available in a court with jurisdiction
over the matter.”

Understand that the UCA is only a
model from which the SROs can for-
mulate rulemaking, much as Uniform
Law committees formulate code provi-
sions for state legislatures to enact into
law. SICA does not make rules; it only
proposes them. The understanding and
practice for the past 15 years has been
that the participating SRO’s will adopt
into their arbitration codes SICA’s
revisions to the UCA. While no SRO
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has yet adopted SICA’s recommenda-
tion, the issue is under active delibera-
tions at NASD, the primary arbitration
forum (5 SAC 4, NASD & Punitives).
Action is expected during 1993.

The efficacy of adopting SICA’s
AAA-typerelief provision can be ques-
tioned, in light of New York's strict
adherence to Garrity in Dreyfus Serv-
ice Corp. v, Kent, 5 SAC 2&3(16)

(AAA securities Award of punitive
damages vacated in 1992 by NY App.
Div., review denied by NY Ct. App., 5
SAC 4(9)). There are those in the
industry who make the knotty argu-
ment that the presence of heavy securi-
ties regulation should exempt the in-
dustry from punitive sanctions in arbi-
tration (See SIA Position Paper, "Ar-
ticles & Cases"). These arguments for
the status quo probably will not prevail.
More likely, the baitleground of debate
will be positionedless in the arena of ar-
bitral authority and more on constitu-
tional terrain, i.e., safeguards instead of
status quo.

Due Process Standards

At base, the concern about puni-
tive damages, both in court and in arbi-
tration, is its unpredictability. Fear of
the unknown in business is a fact of life.
Damage awards in litigation that are
unlimited, disproportionate, and with-
out controls may be constitutionally
defective. In other words, the constitu-
tional question is whether due process
mandates some safeguards, by way of
ascertainable standards and a process
for review, against uncontrolled impo-
sition of punitive sanctions. Members
of the Supreme Court have expressed
conceptual sympathy with this proposi-
tion (See, Browning-Ferris Inds. v,
Kelco Disposal, 2 SAC 8(7); Pacific
Mutual v, Haslip, 4 SAC 1(5)), but the
nature of these standards or protections
remains fuzzy.

n TXO Pr . v. Alli-
ance Resource Corp., Dkt. No. 92-479,
the Court will review the due process
concerns of a $10 million punitive
damage award that exceeded the com-
pensatory damage award of $19,000 by

cont'd on page 3
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526 times. Oral argument in the matter
took place March 31, 1993. SAC will
cover case law on this issue and the
TXQ casein greater detail in an upcom-
ing issue. The importance of TXO, for
purposes of this article, is its focus upon
a separate dimension of the punitive
damage issue — not whether punitive
damages may be imposed, but whether
they are being rationally applied. -

About The Punitive Damage
Survey

Measuring Rational Application

Just as an advisor’s past invest-
ment performance does not guarantee
future investment performance, learn-
ing that arbitrators have rationally
applied the punitive sanction in the past
does not mean arguments for safe-
guards are meritless. This is not our
purpose in looking back at the “past
performance” of our arbitrators. A
history of rational application is impor-
tant, though, to arbitration’s reputation
and basic integrity. It is the expertise,
the competence, the rational business
judgment of the arbitrator that permits
arbitration to be a more streamlined
process than civil litigation. Its stream-
lined nature is what recommends arbi-
tration as a better alternative. If the
rationality cannot be relied upon, then
the streamlined procedures must go
and, with it, arbitration’s primary vir-
tues.

Statistics, by themselves, do not
establish rational application or fair-
ness, a distinction the General Ac-
counting Office (GAQ) in its Study of
Securities Arbitration (5§ SAC 1(1))
scrupulously underscored. Still, quan-
titative measurements are the language
of business and such measures can in-
troduce valuable objective references
into decision-making processes.
SAC’s Award Database, which now
contains information about more than
7,000 securities/commodities arbitra-
tion Awards, has been useful previ-
ously in testing some of the generaliza-
tions and beliefs about SRO arbitration
outcomes (See, e.g., SAC Surveys
Public Award Results, 2 SAC 9(5);
After the Crash: Who Pays? 2 SAC

11(1); Surveying Public Award Re-
sults, 3 SAC 3&4(1); AAA vs. SROs:
The Fairness Factor - Is There a
Difference? 3 SAC 6&7(3); Surveying
Employment Award Results, 4 SAC
2(7); Survey of Public Award Results, 4
SAC5(1); Limited Partnership Results
by State, 4 SAC 9(3); Employment
Award Survey, 5 SAC 4((7)).

In the Survey and Charts that fol-
low, we use information from the
Award Database concerning punitive
damage awards, in order to provide sta-
tistics about arbitrators' use of the puni-
tive sanction. SAC did a quick survey
last year of punitive damage results by
SRO forum (4 SAC 10(15)). We also
reported upon a far more exhaustive
study by the Public Investors Arbitra-
tion Bar Asscciation in 1991 (4 SAC

" 1(8)), but PIABA had only gathered 44

Awards atthattime. For this survey, we
had available 174 Awards in which
punitive damages were awarded to a
prevailing party in securities arbitra-

tions.

Methodology & Caveats

The 174 Awards do not all repre-
sent punitive assessments against bro-
kerage firms or awards to customers.
There are afew instances where broker-
age houses have won punitive damages
fromindividual customers. Itisalsothe
case that the punitive sanctions have
been levied, in part or whole, against
co-Respondents of the primary broker-
dealer. In the case of Harper v. SLH
(SAC ID #9010104N), for example,
$1,040,000 in punitive sanctions were
allocated among three Respondents by
the Arbitrators — $1 million against the
incarcerated broker and $40,000 be-
tween Shearson ($15.0) and another
individual ($25.0)(dollar figures on the
Survey Charts are rounded to the near-
est hundred dollars).

Are we certain that we have ac-
counted for every punitive damage
Award that has been issued? No. In
fact, we have read about one or two
elsewhere that we know we do not
have. Industry-related Awards have
not previously been made publicly
available by NASD, NFA and MSRB.
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While we have a fair number of those
from subscriber contributions, it is
likely we donothave all. AAA also has
maintained a policy in the past of not
releasing Awards, yet 28 of the 174
Awards are AAA-sponsored. In the
end, we believe SAC’s collection of
punitive damage awards, particularly
those in customer-related cases, is the
most complete in public hands today.

To be conservative, we limited our
survey of Awards to those in a three-
year period from May 1989, when
Awards at the major forums were first
released, through June 1992 (“the rele-
vant period”), a period as to which we
were most confident of completeness.
We used the 174 Awards in some
Charts (Charts A-C), where no attempt
was made to measure the incidence of
punitive Awards among all Awards is-
sued in the same period. When we
chose to relate the number of punitive
Awards issued to all Awards issued
during the same timeframe (the inci-
dence percentage), we limited the sur-
vey to the 147 Awards issued during the
relevant period. Prior to May 1989, the
Awards we have cannot be compared to
any relevant whole. Subsequent to
June 1992, we are less confident, be-
cause of time lags, that the Database yet
reflects all of the Awards publicly
available.

GAO’s findings on punitive dam-
ages, although briefly stated in its
Study, are worthy of reference, since
that agency had access to all Awards
issued during its period of study. GAO
surveyed a total of 6,647 customer-
related arbitration cases closed (via
settlements, withdrawals, Awards,
etc.) between January 1, 1989 and June
30, 1990. Its findings on punitive
damages are presented on page 45 of
the Study in a single paragraph: “Arbi-
trators at SROs awarded punitive dam-
ages in 12 percent of the decided secu-
rities cases in which such damages
were requested (28% of the decided
cases), and AAA arbitrators awarded
punitive damages in 9 percent of the
cases in which such damages were
requested (48% of the decided cases).

cont'd on page 4
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The median for such awards was 11
percent of the amount claimed at the
industry-sponsored forums and 5 per-
cent at AAA”

Since we assume no particular re-
lationship between a party’s requesting
punitive damages and his entitlement to
them, our incidence percentages com-
pare to all cases decided (whether puni-
tives were requested or not). Convert-
ing the GAO’s findings to that format
establishes a GAO incidence for the
AAA of4.3% and for the SROs 0of 3.4%
(refer to Chart E to compare SAC's
forum distribution findings). Since we
see the total amount claimed (where
RICO, punitive, attorney fees, interest,
travel and expert expenses, etc. may or

may not be claimed and may or may not
be specified) as generally unhelpful in
statistical comparisons, our ratio com-
parisons are between compensatory
amounts awarded and punitive dam-
ages awarded. A comparison to com-
pensatory relief is generally what the
courts reference when testing punitives
for proportionality.

Th r har

Chart A

We have categorized the 174
Awards according to "type of dispute”
in Chart A below. One can readily see
that the great majority are, in fact,
punitive assessments against the indus-
try in favor of the customer (159 of
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174). In the remaining Charts and
analyses, type of dispute is not listed,
because our primary interest is in see-
ing how often arbitrators assess puni-
tive damages (incidence) and in what
proportions, relative to the compensa-
tory damages awarded (proportional-
ity) inthe same cases. Whoreceives the
punitive damage award is a secondary
consideration. Still, it is interesting to
note that, even in small claims cases,
where the amounts in dispute are rela-
tively low, arbitrators generally main-
tain proportionality between compen-
satory damages awarded and punitive
sanctions, just as they do generally in
customer-initiated claims over $10,000
(i.e., Customer/Member disputes).

Chart A - Type of Dispute Breakdown

Type of #Puni | Puni$ Awd. AC(:im([;is(;(?O) ;é’“n‘ AXd{i
: wd. omp. Aw
DlSpute Awards ($000) (Puni Awds Only) (Col. 2/Col. 3)
Customer/Member 139 27884.3 26236.8 1.1to01
Small Claims 15 33.1 35.8 Otol
Customer/Employee 5 126.6 66.4 19t01
Member/Customer 4 32.0 68.7 Stol
Member/Member 2 90.0 35.0 26to1
Member/Employee 5* 216.8 90.0 24101
Employee/Member 4 1324.1 861.9 1.5to1
All Types/Dispute 174% 29489.9 27304.6 1.1to1
Note: Based upon the 174 Awards surveyed, the average punitive damage award was $169.5 and the
average compensatory award in the 174 cases was $156.9. The median punitive award was $30.0
and the median compensatory award was 41.0.
* Inall 5 Member/Employee cases the punitive damage award was assessed against the Claimant; that
is, the employee Respondent received punitive sanctions against the member on his or her counter-
claim. Total punitive damages in these 5 cases aggregated $1.215 MM, $1MM of which was awarded
in Prescott Ball v. Kanuth. The Kanuth figures were not included in this Chart, in order to avoid
skewing the results.

As the footnote to Chart A indi-
cates, all 5 of the punitive awards in the
Member/Employee cases were granted
on the employee’s counterclaim. One
2{f these Awards, Prescott Ball v.

Kanuth (SACID #8912058), was suffi-
ciently extraordinary in the aggregate
as to skew the (proportionality) ratios in
our remaining Charts, if included. To
illustrate, including Kanuth’s punitive

award of $1 million and compensatory
award of $33.2 million in the figures for
Member/Employee Awards leads to a
proportionality ratio of .04 to 1. Ex-
cont'd on page 5
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cluding the Kanuth figures from the
equation establishes a 2 to 1 ratio,
which is far more representative of the
median or norm.

Chart B

We offer several comments about
the proportionality ratios. Remember,
first, that the ratios represent a compari-
son of punitive awards to compensa-
tory awards in the same set of cases.
The total amount awarded, which
would be the sum of these punitives,
compensatories, and any other dam-
ages awarded, is not considered in our
comparisons. Secondly, compensatory
amounts awarded, although generally
accurate, can be simplistic. There may,
for instance, be other compensation
ordered or stipulated to, but not quanti-
fied in the Award. Finally, placing the
line between an appropriate propor-
tionality ratio and an unacceptable one

PUNI SURVEY cont'd from page 4

remains a matter of judgment. Gener-
ally speaking, there is no “magic num-
ber.”

In Miley v, Oppenheimer, 637
F.2d318(1981), the Fifth Circuit called

a 3:1 ratio of punitive to compensatory
damages “a proper rule of thumb” in a
churning case. The Supreme Court in
Haslip ratified a jury verdict that repre-
sented a 4:1 ratio. Justice Blackmun,
who wrote the majority opinion in
Haslip, indicated that the Haslip
“monetary comparisons” were “close
totheline.” State and federal RICO and
consumer protection statutes contain-
ing multiple damage provisions gener-
ally provide for treble damages as an
acceptable punitive addition to the
compensatory récovery available.
TXO, with its 526:1 ratio, presents a
case in which the Court may choose to
express a view as to the relevance of
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proportionality to due process limita-
tions. We see it as a probable indicator
of rational application.

The ratios which appear for each
type of dispute seem fairly moderate in
this context. It is only in the industry
dispute categories that the proportion-
ality ratios exceed 2 to 1 (refer to Chart
A). We thought this might be the modu-
lating effect of averaging many
Awards, which could disguise the oc-
currence of a number of unusually
high-ratio awards offset by a number of
especially low-ratio awards. Chart B
aims at detecting outlying Awards, by
categorizing the Awards in terms of
punitive amount ranges and distribut-
ing them into ratio levels. The ratio
levels, as in Chart A, are established by
comparing the punitive amount
awarded in a particular case to the
compensatory amount awarded.

Chart B - Proportionality Ratio Distributions

Puni $ Award |# Awardsin| Ratio Ratio Ratio Ratio Ratio

Ranges Range <1tol |>1<2tol |>2<3tol| >3<5t0l| >Stol

$1-$10,000 51 36 7 3 1 4

$10,001-3$50,000 51 32 9 3 4 3

$50,001-$250,000 46 26 10 5 2 3

$250,001-$1MM 17 5 5 6 1 0

Over $IMM 7 1 2 1 1 2

All Ranges 172 100 33 18 9 12

There are 172 Awards reflected in this Chart. In 2 instances among 174 Awards, the punitive portions of the Awards

were subsumed in a total award amount, making a comparison of punitive and compensatory awards impractical.

Chart B reveals several points we
found interesting. First, only 12% (21
of 172) of the Awards exceed a propor-
tionality ratio of 3 to 1. That is more
than we expected, but it demonstrates
that the great majority of awards fall
within a fairly tight ratio grouping and
do not range about the landscape.
Secondly, 148 of the 172 Awards, or

86% of the total contained sanctions of
$250,000 or less. One surprise forusin
this Chart was the ratio distribution in
the high-end range, “Over $1 million.”
The small sample may explain the sur-
prising variance, but 3 of the 7, or 43%,
fell into the two highest ratio catego-
ries.

One of the three Awards, Mark v,
Dean Witter (SAC ID #8900047Z), is
an AAA, Florida-based Award that
pre-dates the three-year survey period.
The remaining two are more recent
Awards, Pyle v, Securities USA (SAC

ID # 9008123N) and Harper v. Shear-
son (SAC ID #9010104N). As we

cont'd on page 6
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mentioned above, the punitive dam-
ages of $1,040,000 in Harper were
assessed almost entirely against one
individual. The low compensatory
~ award of $25,000 appears to be some-
what misleading, since there were side
stipulations concerning an additional
$255,000 in indemnification guaran-
tees to Claimant.

Pyle v. Securities UUSA seems to

be, on the face of it, the kind of case that
excites concern among industry repre-
sentatives. The punitive award of $2.2
million is about 10 times more than the
compensatory award of $236,200. The
broker-dealers involved were fairly
small firms. A subsequent federal court

decision (4 SAC 5(15) indicates that
two of the individual Respondents went
into bankruptcy after the Award issued.
It is quite possible that the punitive
award was reasonable and justified.
We do not have enough information to
impugn the Award or endorse it, only to
highlight it as a large Award with high-
ratio punitives. In fact, the only puni-
tive award larger in aggregate than Pyle
is the $3.5 million punitive award in
Gage v. Cigna Securities (SAC ID
#9010105N). The Gage Award,
though, had a compensatory element of
$1.8 million.

Chart C

The final Chart dealing with all
174 punitive Awards is Chart C. Here,
we provide a breakdown by “product,”
i.e., the investment vehicle which was
the source for or central focus of the dis-
pute. We selected the top 8 products for
display. Where more than one product
was involvedin the dispute, we counted
the Award under a maximum of three
Product Categories. Thus, even though
not all products appear in Chart C and
even though not all Awards involve a
product, the number of Awards re-
flected in the Chart appears to be more
than the 174 surveyed. This is a result
of counting the same Award in more
than one Product Category.

Chart C - Product Distribution for Punitive Awards

(May 1989 thru June 1992)

Product # Puni Puni $ Awd.]| Comps.$ | $ Puni Awd/
Categories Awards ($000) | Awd. ($000) | $ Comp. Awd
Equity (Common 40.8 462.6 1.1t
. . Jdtol
& Preferred Stock) 63 8140 7
Options (Equity., 35 4797.1 5758.6 8tol
Index, etc.)
Direct Investments
(Limited Partnership 22 7076.7 5729.8 1.2t01
Commodities
(Futures, Options, etc.) 20 911.4 801.0 1.1to1
Bonds (Gov't,
Muni & COI‘p. Debt) 16 3668.8 4717.0 Jtol
Mutual Funds 13 4490.7 1908.6 24to01
Private Secs Transactions
%
* "Private Securities Transactions" is not a true product. The category isolates those situations, known
as "selling away" disputes, where a registered representative has sold a securities product to an
investor "away" from the records and oversight of the employing broker-dealer. The high proportion-
ality ratio in this Product Category is due in main part to one Award, Harper v. SLH, in which punitive
damages of $1.040 million ($1 million against the individual broker) and compensatory damages of
$25,000 were awarded.

It should be no surprise that “Eq-
uity” Products top the list, since they
account for a major portion of retail
sales. Options, limited partnership in-
terests and commodities occupy the
next three top Product spots and, to-
gether, they account for more of the
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punitive Awards than equity securities.
In doliar terms, they account for more
than 150% of the punitive amount
awarded in equities disputes, a total of
nearly $13 million. There seems a
disparity here that may mark these
products as relatively troublesome (not

just in terms of losses, but in terms of
whatever abuses warranted the puni-
tive sanctions).

We wondered what a relative com-
parison of industry production figures
cont'd on page 7
















