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Dispute Resolution

‘Arbitration’ Definition Under the FAA:;
The Unsettled Law

BY LAURIE E. FOSTER

ast year the U.S. Supreme Court denied
Lcertiorari to the Second Circuit’s deci-

sion in Bakoss v. Certain Underwriters
at Lloyds of London Issuing Certificate No.
0510135, 707 F.3d 140 (2d Cir.), cert. denied,
134 S. Ct. 155 (2013), leaving unresolved two
important legal issues concerning alterna-
tive dispute resolution (ADR) on which the
circuits are deeply split. The first is whether
state law or federal common law provides
the definition of “arbitration” under the
Federal Arbitration Act (FAA).! Secondly, if
the latter, what types of ADR proceedings
meet the definition of “arbitration” under
federal common law? The current unsettled
state of the law has significant implications
for both lawyers who draft ADR clauses
and those who litigate about them.

‘Bakoss’ and the Splits in the Circuits

Bakoss arose out of a dispute between
the plaintiff, Bakoss, and Lloyds regarding
Bakoss’ entitlement to disability insurance
benefits pursuant to a policy that provided
benefits in the event the insured became
permanently totally disabled. The insur-
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ance certificate contained a third physi-
cian provision, which gave each party the
right to appoint a physician to examine the
insured to determine whether he was total-
ly disabled. The provision further stated
that, should the two physicians disagree,
they would jointly “name a third Physician
to make a decision on the matter which
shall be final and binding.”?

After Lloyds denied coverage, Bakoss
refused to submit to examination by the third

physician and commenced an insurance cov-
erage action in New York state court. Lloyds
removed the action to federal district court
contending that the third physician clause
was an arbitration agreement, thus providing
federal question jurisdiction under the Con-
vention on the Recognition and Enforcement
of Foreign Arbitral Awards (the New York
Convention), which is implemented by the
FAA2 Lloyds sought to compel arbitration,
in other words, compliance with the third
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physician provision. Accordingly, the federal
court’s jurisdiction hinged on whether the
third physician procedure qualified as “arbi-
tration” under the FAA, which does not define
arbitration. The district court held that it did
and the Second Circuit affirmed.*

Does Federal Judge-Made Law or State
Law Define Arbitration Under the FAA?
In reaching its conclusion, the Second Cir-
cuit addressed for the first time the issue
of “whether federal courts should look to
state law or federal common law for the
definition of ‘arbitration’ under the FAA.”
In holding that the meaning of “arbitration”
under the FAA is governed by federal com-
mon law—not state law—the Second Cir-
cuit joined the majority of the Courts of
Appeals that have considered the issue.
The First, Sixth, and Tenth Circuits have all
expressly concluded that federal law ought
to govern.® As the Second Circuit noted,
those courts have relied on “congressional
intent to create a uniform national arbi-
tration policy.”” It found “compelling” the
analysis of these circuits, stating that “[a]
pplying state law would create ‘a patchwork
in which the FAA would mean one thing in
one state and something else in another.””®

The outliers are the Fifth and Ninth Cir-
cuits, which look to state law to determine
whether a particular ADR procedure qualifies
as “arbitration” under the FAA.? Thus, the
Ninth Circuit has held that the FAA applied
to an appraisal procedure where the gov-
erning law of the contract was California
law—because California’s arbitration statute
defines arbitration to include appraisal—but
in a subsequent case found that the FAA did
not apply to an appraisal procedure governed
by Oregon law, which treats appraisals as
common law contracts rather than arbitra-
tions.!? Though in a concurring opinion, the
later Ninth Circuit panel questioned whether
it was reaching the right result, it remains
good law in the Ninth Circuit.!! Interestingly,
many amici curiae in the Supreme Court sup-
ported the minority approach, raising states’
rights and consumer advocacy concerns.'?

What Is the Essence of Arbitration?

Among those circuits that apply federal com-
mon law, there is surprisingly little uniformity.
Although Bakoss does not discuss at length
what types of ADR mechanisms constitute
arbitrations under federal common law, it
affirmed the district court’s holding that the
third physician provision was an arbitration
clause. In doing so, it quoted approvingly
the following language from Judge Jack B.
Weinstein’s decision in AMF v. Brunswick,
upon which the district court had relied:
“An adversary proceeding, submission of evi-
dence, witnesses and cross-examination are
not essential elements of arbitration.”3 Thus,
in the Second Circuit, there is no requirement
that the clause use the word “arbitration”
or that the process be an adversarial one.
A committee of the Association of the Bar of
the City of New York has criticized Bakoss,
stating that the Second Circuit’s holding that
the third physician procedure, which “did
not allow for the presentation by the par-
ties of written or testimonial evidence at a
hearing before the decision makers, provided
no opportunity to cross-examine or submit
rebuttal evidence, and no opportunity for the
submission of legal memoranda or attorney
argument,” has “stretched the definition of
arbitration virtually beyond recognition.”*
In other circuits, in contrast, the clause at
issue in Bakoss—which vested the decision-
making in a doctor doing an independent
physical examination—clearly would not
qualify as an arbitration agreement, given
the total lack of an adversarial process.
Those circuits do a case-by-case evaluation
of how closely the proceeding resembles
“classic arbitration.” They look for indicia
such as “(i) an independent adjudicator, (ii)
who applies substantive legal standards ...
(iii) considers evidence and argument (how-
ever formally or informally) from each party,
and (iv) renders a decision that purports
to resolve the rights and duties of the par-
ties.”5 Yet other circuits focus on whether
there is a reasonable expectation that the
ADR mechanism will settle the dispute.®
Also unsettled is the issue of whether a
non-binding ADR procedure, such as non-

binding arbitration or even mediation,
can qualify as “arbitration” under feder-
al common law. In the Second Circuit, a
number of district court decisions prior to
Bakoss found that the FAA encompassed
non-binding ADR procedures, including
mediation.!” While the Second Circuit’s
decision in Bakoss does not explicitly deal
with this issue, it emphasized the “final
and binding” nature of the third physician
clause.'® Accordingly, a subsequent South-
ern District decision has concluded that
non-binding mediation is not within the
scope of the FAA “as it does not purport to
adjudicate or resolve a case in any way.”!
Other district court decisions since Bakoss
have emphasized that in the Second Circuit
the “crucial inquiry is whether the parties
have agreed to submit a dispute that has
arisen between them for final and binding
determination by a third-party.”?’ Even this
does not fully resolve the issue of whether
“mediation” can be considered FAA “arbi-
tration,” as it has been held in the Southern
District that while a typical mediation is
not “arbitration,” a clause that provides
for binding mediation is.?!

The law outside of the Second Circuit
is similarly unresolved. Some courts have
found non-binding proceedings within the
FAA’s scope, relying on the strong federal
policy in favor of arbitration.?? Other courts
have soundly rejected that notion, empha-
sizing that “mediation does not resolve a
dispute, it merely helps the parties do so
... [while] the arbitration process itself will
produce a resolution independent of the
parties’ acquiescence—an award which
declares the parties’ rights and which may
be confirmed with the force of a judgment.”?

Why Does It Matter?

The above issues are not merely an inter-
esting academic debate about the statutory
construction of the FAA. They have broad
implications for myriad types of ADR. There
are a host of ADR mechanisms, like the
clause in Bakoss, that do not easily fall into
the pre-conceived notion of “arbitration.”
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These include purchase price adjustment
mechanisms, which are commonplace in
acquisition agreements and provide for dis-
pute resolution by independent accountants.
Insurance policies, real estate contracts and
other types of agreements often provide for
appraisal or valuation proceedings. Construc-
tion contracts typically delegate the resolu-
tion of technical disputes to industry experts,
such as architects or engineers. There are
also voluntary processes, such as mediation.
The above list is by no means exhaustive.

Whether the FAA is applicable to these
types of ADR proceedings has important
ramifications should litigation ensue. The
FAA embodies a strong federal policy in
favor of arbitration and provides a number
of powerful tools.? It mandates that courts
compel arbitration and stay litigation and
provides for interlocutory appeal in the
event of a denial of a petition to compel
arbitration.® It further mandates that
courts “must grant [a confirmation] order
unless the award is vacated, modified, or
corrected as prescribed in [FAA] sections
10 and 11.7*% Confirmation is a summary
proceeding that converts the arbitration
award to an enforceable judgment.?’ The
standard of review is extremely deferen-
tial and limited to the grounds set forth
under §10, which address “extreme arbi-
tral conduct” such as fraud or evident
partiality.?® Awards are only vacated in
exceptional circumstances and will not
be vacated for a mistake of fact or law.*
The U.S. Supreme Court has held that
parties are not permitted to expand the
scope of review by contract.?* While the
New York Code of Civil Practice Law and
Rules provides some analogous protec-
tions to appraisal and similar proceed-
ings, the standard of review is somewhat
broader and most other states do not have
similar statutes.?!

Whether a proceeding is “arbitration”
within the FAA's scope also has implications
for international arbitration agreements. As
was the case in Bakoss, the New York Con-
vention vests the federal district court with

jurisdiction. It also provides for enforcement
of arbitration awards abroad.??

Recommendations

Given the state of the law, there is no fool-
proof way to ensure that an ADR mechanism
that is not classic arbitration will be within
the purview of the FAA. However, drafters of
agreements would be wise to explore with
their clients the ramifications of having an
ADR proceeding subject to the FAA and make
the contractual intent abundantly clear. If
the intent is to have the clause within the
FAA's purview, it should recite that the deci-
sion is final and binding and it would be
helpful to build into the mechanism some
indicia of an adversarial process.?* The pro-
vision should recite that the award can be
confirmed in any court of competent juris-
diction as some courts, albeit a minority,
have held that this language is a prerequisite
to FAA confirmation.3*

The outliers are the Fifth and
Ninth Circuits, which look to
state law to determine whether
a particular ADR procedure quali-
fies as“arbitration”under the FAA.

Litigation counsel, seeking to compel
arbitration or confirm the result of an ADR
proceeding often will have a choice of ven-
ue.® Careful attention should be paid to that
choice as it may drive the result of the litiga-
tion. The same holds true for counsel seeking
to challenge the result of an ADR proceeding.
Finally, counsel should be mindful of the rela-
tively short deadlines in the FAA to move to
confirm (one year) or vacate (three months),
which will be applicable should the FAA be
found to apply.®
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