Have You Waived Your Right To Arbitrate?

By Bart. J. Eagle

Your client, a salesperson for a distributor of luxury prod-
ucts, leaves and joins a competitor. Your client has a non-com-
petition clause with her former employer, which may apply to
her position with the new company. Her former employer
does not seek injunctive relief to prohibit her from working
for the new company. Instead, several months later, the for-
mer employer commences a lawsuit against her for breach of
contract. Your client’s contract with her former employer has
an arbitration clause. You believe, based on applicable law,
that the non-competition clause may be unenforceable. You
have a decision to make: should you defend the lawsuit in
court or move to stay the action and compel arbitration?

There are advantages and disadvantages to proceeding in
each forum.

On the one hand, youre confident that a motion to dis-
miss what you believe to be an unnecessary and overbroad
non-competition clause is likely to succeed in court. If you
prevail on the motion, your client is relieved from any con-
straint arising from the non-competition clause. However, if
you do not prevail on the motion, litigation is likely to take a
long time, creating a cloud over her employment and poten-
tially exposing her to substantial damages.

On the other hand, if you move to stay the lawsuit and
proceed to arbitration, while you are less confident that an
arbitrator may dismiss the claim on a motion, you know that
you are likely to be able to obtain an arbitration award far
more quickly than you would obtain a judgment in court.

What should you do? You pride yourself on your creativity
as a litigator, so here’s an idea: why not make the motion to
dismiss in the pending action in court and, only if you do not
prevail, move to stay the action and compel arbitration. You
know that merely appearing and answering the complaint in
an action will not necessarily serve to waive your contractual
right to arbitrate.

Another scenario: your client, a licensee of the plaintiff,
has been served with a complaint. The parties’ relationship
is governed by a written agreement containing an arbitration
clause. Having been retained at the last minute and con-
cerned that you do not have enough time to move for a stay
and to compel arbitration, you file an answer, expecting that
your client would not be waiving his contractual right to arbi-
trate, and intend to move for a stay and to compel arbitration
shortly thereafter. However, your judge, who takes charge of
her cases quickly, schedules a conference where she orders the
parties to proceed to mediation. She has made it clear that
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she thinks that mediation can be successful. And, actually,
you agree. If the mediation ordered by the court results in a
quick settlement, your client will save considerable time and
litigation costs. So, should you proceed to move to stay the
lawsuit and compel arbitration, or proceed to mediation as
directed by the court?

You make your decision: rather than file your motion for
a stay, you proceed to the mediation, prepare a mediation
statement, have pre-mediation conferences with the media-
tor, and then participate in a mediation over several sessions
with your client. Unfortunately, the mediation is unsuccess-
ful. Can you now move to stay the lawsuit and compel ar-
bitration? You've done far more than simply put in an an-
swer. Further, the parties have engaged in some informal,
mediation-related discovery prior to the mediation and have
engaged with the other party during the sessions. Therefore,
the parties have had the opportunity to learn a great deal
about the strengths and weaknesses of the other party’s posi-
tion and better evaluate their own. By participating in the
lengthy mediation, has your client waived his right to com-
pel arbitration?

These are only examples of common circumstances that
attorneys may have to confront from time to time. The ques-
tion is: under New York law, when has a party waived its con-
tractual right to arbitrate by litigating in court? At what point
—and to what extent — may a party still rely on an arbitration
clause to stay a pending lawsuit and compel arbitration?

Arbitration agreements are favored as a matter of New
York public policy,1 but like any contractual right, arbitra-
tion may be waived, modified, or abandoned by a party’s
conduct.?

A party may waive its right to arbitrate by affirmative con-
duct clearly inconsistent with an intent to arbitrate. Waiver
typically occurs when a party substantially participates in
litigation — such as by filing dispositive motions, conducting
discovery, or delaying assertion of the arbitration clause —
thereby invoking the court’s jurisdiction to resolve the merits.

However, limited or defensive participation, such as by
filing an answer, seeking a stay, or obtaining urgent injunc-
tive relief to preserve the status quo, generally does not con-
stitute waiver.

A party may rely on the arbitration clause to dismiss or
stay an action only if it promptly invokes arbitration before
engaging in litigation on the merits and before its conduct
causes prejudice to the opposing party.

I. The Legal Standard

Courts applying New York law evaluate waiver under a
totality of the circumstances analysis, focusing on (1) the
extent of litigation participation; (2) the length of delay be-

Courts consistently find waiver where
a party seeks to resolve the merits
through the ‘judicial arena’ rather

than through invoking arbitration.

tween litigation commencement and the arbitration demand;

and (3) prejudice to the opposing party.*

A waiver arises when a party’s use of the judicial process is
“clearly inconsistent” with an intent to arbitrate.>

Il. Litigation Conduct Constituting Waiver

Courts consistently find waiver where a party seeks to
resolve the merits through the “judicial arena” rather than
through invoking arbitration, e.g.,

* Where a plaintiff commences an action in court for pur-
poses other than preserving the status quo.®

* Where a defendant answered on the merits, filed a coun-
terclaim demanding money damages, noticed trial, and
moved to depose — conduct deemed a deliberate election
of the judicial forum.”

* Where a defendant asserted cross-claims and counter-
claims mirroring arbitral issues and deposed witnesses;
participation “clearly inconsistent” with arbitration.®

* Where a defendant’s cross-claim and depositions dem-
onstrated affirmative acceptance of litigation.’

* Where a defendant moved for summary judgment.'”

* Where there was a three-year delay, plus litigation on the
merits, and dispositive motions filed.!!

¢ Where an answer with affirmative defenses and counter-
claims were filed, discovery had taken place, and partial
summary judgment granted.'?

* Where a defendant waited one year before asserting arbi-
tration.!?

Courts also recognize prejudice where the opposing party
expends substantial litigation costs or would lose a substantive
advantage.'

Ill. Conduct Not Constituting Waiver

By contrast, limited or defensive participation to preserve
the status quo does not waive arbitration, for example:

* Where a party seeks an injunction to preserve the status
quo pending arbitration (“There is neither waiver nor an
election of remedies where ... plaintiff moves in court
for protective relief in order to preserve the status quo
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while at the same time exercising its right under the
contract to demand arbitration.”).!®

* Where a party answers a complaint without asserting
counterclaims or conducting discovery.'®

* Where a defendant served an answer, opposed the
plaintiff’s motion to stay arbitration, and cross-moved
to compel arbitration.!”

Thus, parties seeking to preserve arbitration rights may re-
sort to court only for emergency protective relief or defensive
procedural actions, provided they promptly assert arbitration
once the immediate necessity ends.

IV. Timing and Reliance on Arbitration Clause

To successfully compel arbitration or stay or dismiss an
action after partial litigation, a party must demonstrate that
(1) its litigation conduct was minimal or defensive; (2) it
raised arbitration promptly, typically in the initial responsive
pleading or shortly thereafter; and (3) the opposing party has
suffered no prejudice.

Once a party files or prosecutes motions addressed to
the merits (e.g., seeking summary judgment) or delays for
months or years after commencement, courts generally re-
fuse to compel arbitration, viewing the party as having elect-
ed to air out its grievances in the judicial arena.

V. Conclusion

While arbitration is a favored form of dispute resolution
in New York, courts will evaluate waiver under a totality of
the circumstances approach, focusing on the extent of litiga-
tion participation, length of delay between litigation com-
mencement and the arbitration demand, and prejudice to
the opposing party. However, a party asserting an arbitration
clause may preserve the right to arbitrate when it asserts the
right early, and when its prior court activity was limited, de-
fensive, or aimed at preserving the status quo.

So, in the first scenario described above, will counsel be
able to move successfully to stay the lawsuit and compel ar-
bitration after having first (unsuccessfully) moved to dismiss
the complaint? Not likely. A motion to dismiss the complaint
is addressed to the merits of the claim — there, for breach of a
non-competition agreement.

The second scenario above appears to be a closer call.
While the parties have not undertaken the usual steps in
prosecuting or defending the lawsuit — such as engaging in
motion practice addressed to the merits or by commencing
formal discovery — indeed, the court’s scheduling order de-
layed the commencement of discovery to allow the parties
to try and settle the case in mediation — court referrals to
mediation are increasingly becoming a part of litigation.

Has the plaintiff, who initiated the lawsuit, been preju-
diced by being required to participate in mediation prior to
addressing a motion to stay the lawsuit? Has the mediation
— which was undertaken as a result of a court order, and not
a request by either party — delayed the lawsuit? By engaging
in limited, mediation-related discovery, have you gone too
far in attempting to resolve the dispute in the judicial arena?
Have you waited too long to enforce the arbitration provision
in the agreement? Closer questions, to be sure — for counsel
and a court.

Bart J. Eagle is a partner in the Litigation & Dispute Resolu-
tion Practice Group at Falcon Rappaport & Berkman LLP, where
he focuses on commercial litigation, mediation, and arbitration,
including service as a neutral. He may be reached at beagle@
frblaw.com.
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