THE CONSUMER PITFALLSOF BINDING ARBITRATION
A Report by the Texas Watch Foundation

Executive Summary

Most people would think twice before they signed away their right to free speech. Many
would hesitate before they agreed to waive the right to vote, and more than a few would
pause before they passed on the right to freely worship the god of their choosing. The
same can be said of the fundamental right to ajury trial. However, it isnow simply
commonplace for Texans to unknowingly sign away this cornerstone of democracy.

Everyday, folks from dl walks of life—parents, homeowners, medica professionals,
business executives, consumers, small business owners, and nursing home residents—
unknowingly encounter binding arbitration agreements. These hidden contract clauses
may pose significant pitfalls for consumers as they take conflict resolution out of the
public domain of court proceedings and into private venues controlled by profit-driven
arbitrators.

Thefirst and most significant pitfall occurs as the vast mgjority of hard working Texans to
inevitably and unsuspectingly waive their constitutional right to ajury trial®.

Other consumer pitfalls include:
e Theloss of time-tested court procedures and processes designed to produce
impartial and fair justice;
e Secrecy of legal proceedings;
e Limited public accountability over entities rendering decisions;
e Increased potential for bias against consumers; and
e Higher costs to consumers making claims,

“Binding arbitration” arises out of a purported agreement between two or more parties
where disputes arising from a contract are to be resolved before a private judge caled an
“arbitrator.” A ruling by the arbitrator is by and large find, leaving unsatisfied participants
with no place to turn.

By dl accounts, binding arbitration has increased largely through the careful and
methodical use of adhesion contracts.” Contracts of adhesion are large boiler-plate
documents with a dizzying amount of fine print. By definition, adhesion contracts occur in
take it or leave it scenarios, where the consumer has no other choice but to accept the
terms of the contract.®

1 U.S. Const. amend. VII (amended 1798); Tex. CONST. Art. |, Section 15 (1876)(“ The right of trial by jury
shall remaininviolate.”).

2« Arbitration: Happy Endings Not Guaranteed,” Business Week, Nov. 20, 2000.

% "Some sets of trade and professional forms are extremely one-sided, grossly favoring one interest group
againgt others, and are commonly referred to as contracts of adhesion. From weaknessin bargaining position,
ignorance, or indifference, unfavored parties are willing to enter transactions controlled by these lopsided lega
documents." Quintin Johnstone & Dan Hopson, Jr., Lawyers and Their Work 329-30 (1967).” Black’slaw
Dictionary, 7" Ed., 1999; “[Clourts traditionally have reviewed with heightened scrutiny the terms of contracts
of adhesion, form contracts offered on a take-or-leave basis by a party with stronger bargaining power to a
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At one point, binding arbitration was widely endorsed in the business community as the
best way to resolve disputes in a quick, unbiased, economical manner. However, the
consensus formerly endorsing binding arbitration in the business community no longer
exists. Doctors’, car dealers’ - even the actual arbitrators’ — recognize the many pitfalls of
binding arbitration.

Thisreport isintended to serve as a comprehensive overview of arbitration in the state of
Texas, including information on:

[ History of binding arbitration and prevailing myths;
. Relevant law;

[11.  Advocates of arbitration;

IV.  How arbitration actually harms consumers; and

V. What consumers can do to protect themselves.

The report raises questions about the quality of justice delivered through binding
arbitration between parties of different bargaining levels and documents the uneven
playing field binding arbitration offers consumers and citizens seeking justice.

The report was prepared on behalf of the Texas Watch Foundation by Research Fellow
Cris Feldman. The Texas Watch Foundation, a 501(c)(3) organization is the research
and education arm of Texas Watch, the statewide consumer advocacy organization. For
mor e information on this report or the Texas Watch Foundation, please contact Abby
Sandlin at (512) 381-1111.

party with weaker power. Some commentators have questioned whether contracts of adhesion can justifiably be
enforced at all under traditional contract theory because the adhering party generally enters into them without
manifesting knowing and voluntary consent to all their terms. See, e.g., Rakoff, Contracts of Adhesion: An
Essay in Reconstruction, 96 Harv.L.Rev. 1173, 1179-1180 (1983); Slawson, Mass Contracts: Lawful Fraud in
California, 48 S.Cal.L.Rev. 1, 12-13 (1974); K. LIewdlyn, The Common Law Tradition 370-371 (1960).”
Carnival CruiseLinesv. Shute, 111 S.Ct. 1522, 1530-31 (1991).

* See Chapter |V infra.

® National Automobile Dealers Association, press release, October 4, 2000:
http://Aww.nada.org/Content/NavigationM enu/M ediaCenter/PressReleases/Leg 10 04_00.htm

® Charles Ornstein, Arbitration Provider Breaks with HMOs, Los Angeles Times, March 11, 2002 (“ Patients
should have the right to forgo arbitration in health care disputes and file lawsuits directly in court, the nation's
largest arbitration provider plansto tell Californialawmakers’)
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Chapter |
Overview

Historical Development

The early arbitration movement culminated in 1923, when legidation was first introduced
that would make arbitration agreements enforceable in federa courts. By 1925, the
Federal Arbitration Act’ (FAA) became law, allowing businesses to contractually agree to
private resolution of commercid disputes. The FAA, as passed, expressy endorsed
arbitration of disputes arising from maritime and commercial contracts.®

Origina participants in the debate did not envision that the FAA would be applied in a
consumer context. Mr. W.H.H. Piatt, the American Bar Assoication (ABA) point person
proposing the legidation, stated that the FAA would apply, * between merchants one with
another, buying and sdlling goods.”® The bill’s authors and supporters emphasized the
FAA would only apply to “merchants,” as opposed to consumers.” For over a half
century, that sentiment prevailed.

Sixty years later, a new interpretation of the FAA emerged. In 1983 the U.S. Supreme
Court suddenly interpreted the FAA as overcoming “longstanding judicial hostility to
arbitration provisions that had existed in English common law and had been adopted by
American courts and to place arbitration agreements upon the same footing with other
contracts.”™

According to the Court, the FAA created a “liberal federal policy favoring arbitration,”
stamping arbitration clauses with a presumption of enforceability.”® This new found
judicia policy preference arose in the consumer context, but was soon extended to civil
rights claims by employees against employers™ and statutory claims previously immune to
stealth arbitration clauses.* Today, arbitration agreements dominate modern life as
clauses appear in everything from credit card agreements to nursing home admission

paperSlS

"9U.SC. 81, . seq (2001).

®9U.S.C. §2(2001).

® Sales and Contractsto Sdll in Interstate and Foreign Commerce, and Federal Commercia Arbitration.
Hearing S. 4213 and 4214 before Subcommittee of the Committee on the Judiciary, 67" Cong., Sess. 9-10
(1923).

©d.

! Cone Memorial Hosp. v. Mercury Const., 460 U.S. 1, 42 (1983).

2 d.

3 Gilmer v. Johnson Lane Corporation, 500 U.S. 20 (1991)(age discrimination case can go through
arbitration).

¥ The U.S. Supreme Court originally held that claims brought under the 1933 Securities Act could not be
subjected to binding arbitration. Wilko v. Swan, 346 U.S. 427, 435 (1953). However, the court reversed itself
asit found new meaning inthe FAA. Rodriguez de Quijasv. Shearson, 490 U.S. 477, 481 (1989).

> Mary Flood, Arbitration Not Always Fair, Cheap for Partiesin Dispute, Houston Chronicle, April 11,
2001.
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The Industry of Arbitration

An entire economy of private civil justice administration provides the structure for
implementing binding arbitration.”® With the civil justice system in many instances
privatized and displaced by rampant use of adhesion contracts, numerous arbitration firms
fill the void, effectively serving as judge and jury, while providing rules of procedure.
Binding arbitration provisions in consumer and employee contracts normally specify which
arbitration firm will fill the vacuum and step in for the courts. Three representative firms,
and selected statements from each, follow:

A. American Arbitration Association (AAA).
“Most of the recent growth in contractual arbitration has been in the consumer,
employment, health care and international arenas. For example, nearly 400 companies and
4 million employees worldwide turn to the American Arbitration Association to resolve
workplace conflicts. To hear and resolve these cases, the AAA offers anationa panel of
experts — diverse in gender and ethnicity — who have significant employment law
experience.”

B. National Arbitration Forum (NAF).
“Everyone, big or small, is on equal footing with the Forum. We are only compensated for
administering cases. We receive this compensation in the form of filing fees and hearing
fees from the parties who file a dispute with us. The arbitrators are compensated for their
time, regardless of who prevailsin each individua case. Asaneutra arbitration
administrator, the Forum has no exclusive client relationships. We do not contract with,
represent or counsel our users, whether they are businesses or individuals.”*®

C. JAMS (formerly known as Judicial Arbitration and M ediation Service).
“Arbitration -- either entered into voluntarily after a dispute has occurred, or as agreed to
in a pre-dispute contract clause -- isgenerally "binding." By entering into the arbitration
process, the parties have agreed to accept an arbitrator's decision asfinal. There are
instances when an arbitrator's decision may be modified or vacated, but they are extremely
rare. The parties in an arbitration trade the right to appeal for a speedier, less expensive,
private process in which it is certain there will be a resolution.” ™

'® The arbitration industry is also lobby, advocating for expansion of arbitration. See Chapter V.
" AAA Overview http://www.adr.org/

¥ NAF “How Is The Forum Compensated,” hitp://www.arb-forum.comv/about/questions.asp#20
¥ JAMS Ethics Guidelines for Arbitrators http://www.jamsadr.com/ethics for_arbs.asp
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Differ ences Between Courts and Private Arbitration

Arbitration advocates, including the arbitration firms listed in the previous section, argue
that the distinctions between arbitration and civil court make binding arbitration a more
desirable avenue for dispute resolution. However, opponents of binding arbitration argue
that the policy goals of arbitration are rarely met, and that arbitration inherently favors
repeat defendants, as opposed to our civil courts. The following chart lists the inherent
traits of public court proceedings as opposed to private binding arbitration.

Things Inherent to Public Court Proceeings:

ThingsInherent To Binding Arbitraion:

Right to an appeal

Very limited ability to appea®

Development of case law/precedent

No case law/precedent

Public proceedings

Private proceedings™

Public records

Private records

Mandatory record of proceedings

No mandatory record of proceedings

Injunctive relief

No injunctive relief

Discovery

Limited discovery

Tria by jury/peers

Tria by privately paid for judge

Rules of evidence Rules of evidence optional

Class actions No Class actions®

These differences present severa issues for parties to consider before they enter into
binding arbitration:

e Limited discovery in the course of arbitration, for example, can limit the ability
of a plaintiff to establish what went wrong if there isa product failure;

e Lack of evidentiary rules in arbitration can allow hearsay and other typically
inadmissible evidence to come into play with no way of appedling their
submission to the arbitrator;

e The secrecy of arbitration can permit a biased arbitrator to rule with impunity;

e Arbitrators cannot force bad actors to cease harmful acts through injunctive
relief;

e The absence of an appea makes an arbitrator’ s decision find;

e The absence of case law can make a proceeding unpredictable for consumers,
and

e The absence of class actions makes it impossible for consumers who suffered
serious harm unable to band together and seek redress in an economically
efficient manner.

* See, e.g., Major League Baseball Players Association v. Garvey, 532U.S.504,509 (2001); United
Transportation Union v. Gateway Western Railway Co., F3d , 2002 WL 437949 (7" Cir. March 21, 2002)
(Posner, J.) (Felony conviction of arbitrator while proceedings are pending is not grounds to vacate later award.
%! See, e.g., National Arbitration Forum, Code of Procedure Rule 4 (entitled “ Confidentiality”) (“Arbitration
proceedings are confidential unless all parties agree otherwise. A party who discloses confidentia information
shall be subject to sanctions.”).

2 See, e.g., Champ v. Siegdl Trading Co., 55F.3d269 (7" Cir. 1995).
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Policy Objectives Of Arbitration—Failed Promises

The peculiarities of arbitration can serve the needs of parties of equal bargaining strength
who voluntarily agree to private dispute resolution. In such circumstances, the objectives
of arbitration - quick, unbiased, economical resolution of disputes — may be attained.
However, in numerous arenas, binding arbitration failsto achieve the goals its advocates
tout.

A. “Arbitration Is Quick”
One of the biggest draws to arbitration is the purported speedy nature of proceedings.
Advocates of arbitration argue that the industry of arbitration provides a more rapid
resolution of grievances. However, awide array of business interests with first hand
knowledge of binding arbitration now agree that arbitration is not as quick as thought.

For example, in an interview with the Houston Chronicle, Bryan Whitworth, Executive
Vice President of Phillips Petroleum, stated. “ Arbitration may seem likeit isan easy single
way to solve problems. But, we've found time delays; it's not saving expenses; and the
courts offer just as good an opportunity.” Whitworth stated that Phillips Petroleum
hopes to keep arbitration clauses out of most future contracts.”

On the opposite end of the business spectrum, arbitration agreementsin trial attorney
contracts with clients are no longer widely endorsed because of time delays. For example,
in Harris County, arbitration cases run an average of “nine or more months,” whichis
about the same time it takes a case to work through the civil justice system in the greater
Houston area.”

To be sure, there are those occasions where arbitration may run more quickly than a civil
court proceeding. However, that isin large part because arbitration proceedings can
vastly limit discovery. By limiting discovery, bad actors easlly avoid liability, for the
consumer never can prove how the bad act occurred. For example, by withholding
documents reveaing the faulty engineering of a car tire or the blueprints of a shoddily
assembled living structure, manufacturers can prevent consumers from proving the vaidity
of their claims, no matter how egregious the harm.”

B. “Arbitration IsUnbiased”

Arbitration firms confront conflicts of interest far exceeding those faced by the courts. In
many instances arbitration firms contract with mgjor corporations to handle al consumer
disputes. Arbitrators then feel pressure to rule in favor of the corporation in order to
retain the business for their firm.”” The NAF handled collection disputes for the bank First

% Mary Flood, Arbitration Not Always Fair, Cheap for Partiesin Dispute, Houston Chronicle, April 11,
2001.

4.

24,

* David F. Bragg, Binding Arbitration: A Wolf In Contract Clothing,” 2001.

" Carolyn E. Mayer, Win Some, Lose Rarely? Arbitration Forum's Rulings called One-Sided, Washington
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USA. First USA paid NAF several million dollars as aresult of the contract, and First
USA won 99.6% of the cases out of 50,000 total.”®

At timesit can be hard to distinguish arbitration firms from mgjor clients. The AAA has
held sharesin AT& T, Bank of America, Aetna, Cigna Corp., General Electric - dl of
which the AAA has resolved disputes for. Genera Electric and Sprint corporate officers
have sat on the AAA board. In 2000, the AAA received 2.1 million dollars in membership
fees from GE Industrial Systems, Aetna, and other corporate interests.”

Arbitrators must aso grapple with the “repeat player” phenomena, where one arbitrator is
repeatedly chosen to hear a company’ s disputes. Once a company wins a dispute before a
certain arbitrator, the company may repeatedly choose the arbitrator.*® This givesthe
arbitrator the financia incentive to rule for the company. According to Michagl Y oung,
co-chair of JAM’s Committee on Professional Standards and Public Policy, “the risks of
the repeat player advantage are real and can be disturbing.”**

C. “Arbitration I's Economical” *
Advocates of arbitration claim that arbitration saves money.* However, asmple
examination of the filing fees and price of a private judge show otherwise. The high price
of arbitration actually dissuades injured parties from seeking redress, in turn encouraging
bad actors to persist in their negligent, if not dangerous, behavior.

For example, if the homeowner of a $110,00 house sued a homebuilder because of a
cracked dab foundation, the homeowner would face a potential cost of $3,500 for atwo
day arbitration hearing under the AAA. The $3,500 includes a mandatory $2000 filing
fee, the fees for the arbitrators on the panel, and room rental. The cost of $3,500 does not
cover the cost of attorneys or expert witnesses.** This is more than ten times the $300
filing fee if the homeowner were allowed to go to court.®

Post, March 1, 2000.

 Reynolds Holding, Private Justice: Can Public Count On fair Arbitration? Financial Ties To
Corporations Are Conflict Of Interest, Critics say, October 8, 2001.

“1d.

¥ Theinverseistrue aswell. When an arbitrator rules for a plaintiff the defendant will not rehire the
arbitrator. Inastudy of HMO disputesin California, arbitrators who awarded damages exceeding $1 million
for the plaintiff did not hear additional HMO cases. Marcus Nieto & Margaret Hosdl, Arbitration In
California Managed Health Care Systems, 22-23 (2000).

d.

% Arbitration advocates discuss this point at length. However, Texans everyday pay for the upkeep of state
courts viastate taxes. Therefore, when someone is forced into a private court, they are paying twice — once for
the public court, and once for the private court.

¥ |tis probably cheaper for alarge corporate defendant to use arbitration as opposed to individual consumers.
However, as consumersincreasingly challenge the validity of binding arbitration in court, the economic
advantage for ingtitutional defendants may cease to exit.

¥ SeeTing v. AT& T, 182F.Supp.2d 902,917 (N.D. Cal. 2002) (citing studies showing average filing costs
and arbitrator’ s compensation.

* David F. Bragg, Binding Arbitration: A Wolf In Contract Clothing,” 2001.
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Furthermore, arbitration clauses often specify the venue for the arbitration. For example,
the online auction service E-Bay mandates dl disputes must go to an arbitrator in San
Jose, Cdifornia® This automatically elevates the cost for people traveling from Texas.

With the policy objectives of binding arbitration in question it is hard to understand why
courts repeatedly find a strong policy toward enforcement of murky binding arbitration
clauses hidden in fine print. One could surmise that courts may seek to employ arbitration
as amechanism for lightening the docket, allowing for quicker resolution of other cases.
What followsis abrief synopsis of relevant case law.

*http://pages.ebay.com/hel p/basi cs/f-agreement2.html#13

“Section 17. Arbitration. Any controversy or claim arising out of or relating to this Agreement or our services
shall be settled by binding arbitration in accordance with the commercia arbitration rules of the American
Arbitration Association. Any such controversy or claim shall be arbitrated on an individual basis, and shall not
be consolidated in any arbitration with any claim or controversy of any other party. The arbitration shall be
conducted in San Jose, Cdifornia, and judgment on the arbitration award may be entered into any court having
jurisdiction thereof. Either you or eBay may seek any interim or preliminary relief from a court of competent
jurisdiction in San Jose, California necessary to protect the rights or property of you or eBay pending the
completion of arbitration.”
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Chapter |1
The Law of Arbitration

The law of binding arbitration is perhaps best explained by the hypothetical purchase of an
“ Acme Computer.”*” Assume Acme Computer isa national computer manufacturer with
distributors here in Texas. Assume you buy an Acme Computer and after 120 daysa
major defect with the hard drive caused by faulty engineering wipes dl stored information
off your unit. You fedl that you just blew $1,500 and want to see what recourse you have.
Y ou scour dl the documentation that came with the system and find a pamphlet. On the
front, the pamphlet states:

“NOTE TO THE CUSTOMER:

This document contains Acme's Standard Terms and Conditions. By keeping your
Acme computer system beyond five (5) days after the date of ddlivery, you accept these
Terms and Conditions.”

The notice isin emphasized type and is located insde a printed box, which sets it apart
from other provisions of the document. The “ Standard Terms’ referenced above are four
pages long in ten-point font and contain sixteen numbered paragraphs. Paragraph Ten
provides the following arbitration clause:

DISPUTE RESOLUTION. Any dispute or controversy arising out of or relating to
this Agreement or itsinterpretation shall be settled exclusively and findly by
arbitration. The arbitration shall be conducted in accordance with the Rules of the
American Arbitration Association. The arbitration shall be conducted in Chicago,
lllinois, U.S.A. before asole arbitrator. The parties to this agreement agree that use
of classesis prohibited. Any award rendered in any such arbitration proceeding
shall be final and binding on each of the parties, and judgment may be entered
thereon in a court of competent jurisdiction. Illinois law will apply.

A. Which law applies?
As a consumer the first question you are confronted with regarding binding arbitration is
which law applies - state or federal law. This question could have great ramification and
determine whether or not you actually waived your right to ajury trial. However, keep in
mind that both the U.S. Supreme Court and the Texas Supreme Court consistently hold
that there is a strong policy favoring binding arbitration.*® The U.S. Supreme Court
premises this conclusion upon the FAA, while the Texas Supreme Court recognizes such a
policy viathe FAA aswell as the Texas General Arbitration Act (TAA).*

The TAA actualy provides greater protection for Texas consumers. For example, in
disputes involving $50,000 or less, the consumer can only enter into binding arbitration if

% For the most part, binding arbitration is a creature of contract. All defenses againgt binding arbitration are
basic contract law arguments.

¥ Southland Corp. v. Keating, 456 U.S. 1, 104S.Ct. 852 (1984); Green Tree Financial v. Randolph, 531 U.S.
79 (2000); Capital Income Propertiesv. Blackmon , 843 SW.2d 22, 23 (Tex. 1992).

¥ Tex. CIv. PrAC. & ReM. CoDE §8171.001-.023.
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both the consumer and the consumer’s attorney sign the contract.® This same basic
protection applies to arbitration agreements pertaining to personal injury.*

Unfortunately, the vast mgjority of consumer transactions fal under the Interstate
Commerce Clause of the U.S. Constitution.”” Whenever a transaction falls under the
commerce clause it is subject to the provisions of the FAA, as opposed to the TAA.®
Parties to a contract can specify that they would like the TAA to apply, as opposed to the
FAA.*

Pursuant to the terms of your Acme Computer purchase, you would be subject to the
terms of the FAA and forced to forgo the limited protections found in the TAA. If the
TAA applied, the binding arbitration agreement would probably be declared void.
However, your Acme Computer cost under $50,000. Y our computer would also be
considered part of interstate commerce. Assuch, the FAA would apply. Hence, federal
law would dictate that you probably waived your right to ajury trial.*®

B. Isthereavoluntary agreement to enter into binding arbitration
The next question is a matter of contract law — did you voluntarily agree to the arbitration
agreement discussed above. Both federal courts® and Texas courts” provide minimal
protection to consumersin this area.

A good example of Texas courts' hostility to consumers attempting to argue they did not
voluntarily agree is Emerald Texas, Inc. v. Pedl.® In Emerald a Texas court held that a
homeowner entered into binding arbitration with a homebuilder, despite al evidence

“Tex. Civ. Prac. & Rem. Code §171.002(a)(2).

* Tex. Civ. Prac. & Rem. Code §171.002(c).

* InreFirst Merit Bank, 52 SW.3d 749, 754 (Tex. 2001).

® Jack B. Anglin v. Tipps, 842 SW.2d 268 (Tex. 1992)

* Hearn v. Gonzalez, 18 S\W.3d 684,688 (Tex. App. — Houston [14] 2000).

** |n the housing context it is especially hard to escape the FAA and seek the protection of the TAA in order to
protect oneself from binding arbitration. Permanent dwellingsin Texas normally cost over $50,000. Assuch,
even if one were to argue the transaction did not involve interstate commerce, the TAA would not apply for the
transaction would exceed the $50,000 cap. When manufactured homes are involved it is possible to stay below
the $50,000 cap. However, in that scenario the commerce clause would force coverage by the FAA, thus
eliminating the protection of the TAA.

*® On the federal side the Fifth Circuit established some vague parameters for assessing whether an actual
agreement to arbitrate exists in the context of an adhesion contract. Inthe case of an investor trying to avert
binding arbitration forced upon him by a brokerage firm, the Fifth Circuit attempted to establish how one
would show a contract was not voluntary:

A party to an arbitration agreement cannot obtain ajury trial merely by demanding one. Saturday
Evening Post Co. v. Rumbleseat Press, 816 F.2d 1191, 1196 (7" Cir. 1987) Our case law has not
established the precise showing a party must make. We have, however, suggested that the party must
make at least some showing that under prevailing law, he would be relieved of his contractual
obligation to arbitrate if his allegations proved to be true. In addition he must produce at least some
evidence to substantiate his factual allegations. T&R Enterprisesv. Continental Grain Co., 613 F.2d
1271, 1278 (5" Cir. 1980).

*" In re American Homestar, 50 SW.3d 480 (Tex. 2001).
*® Emerald Texas, Inc. v. Pedl, 920 SW.2d 398 (Tex.App. — Huoston [1st Dist] 1996, no writ).
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indicating the homeowner knew nothing about the arbitration agreement, had no
understanding of what the agreement meant, and no experience in real estate deals.”® The
home-buyer tried to argue he was forced to sign the agreement, and that the contract was
“unconscionable.” Still, the court ruled in favor of the homebuilder because “Texas law
favors arbitration” and the best proof of whether the waiver of ajury trial was voluntary
“isthe contract” itself.”

Based on the poor case law developed in Texas and relevant federal courts, you would
most probably have found that you “voluntarily agreed” to engage in binding arbitration.
The court would probably come to this conclusion even if you did not know what binding
arbitration meant. Even the fact that you did not read the agreement until well after the
purchase of the product would be considered irrelevant. According to current law, the
mere purchase of the product indicates that you voluntarily agreed to binding arbitration.

C. Doesthedisputefall outside the scope of the arbitration agreement?
The next question is whether the parties intended to address the Acme Computer failure
viabinding arbitration. Put another way, does the dispute fal outside the scope of the
contract? For example, if your Acme Computer blew up and caused severe burnsto your
body, you may be able to argue such events were not contemplated by the binding
arbitration clause.

Thisleved of anaysis offers minimal recourse to consumers seeking to avoid binding
arbitration.> Texas and federal courts broadly interpret binding arbitration clauses. Both
have repeatedly held that any doubt about the scope of arbitrable issues should be resolved
infavor of binding arbitration.”

As such, you would have to accept that afailure of your hard drive would undoubtedly fall
within the scope of the arbitration provision discussed above. Alas, you and your faulty
Acme Computer would probably end up in binding arbitration. Pursuant to the terms of
the arbitration agreement, you would be unable to band together with other aggrieved
consumers and bring a class action. Furthermore, you would probably be unable to take

* Another exampleis In re Oakwood. Inthat case the stat€' s high court articulated its resistance to
homeowners overcoming arbitration agreements, even if the agreement was not voluntary: In support of their
claims of unconscionahility and duress, the Brandons contend the Agreement "is a classic example of a contract
of adhesion where one party had absolutely no bargaining power or ability to change the contract terms.” Even
if this contention istrue, however, adhesion contracts are not automatically unconscionable or void. See
Dillard v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 961 F.2d 1148, 1154 (5 th Cir.1992), cert. denied, 506
U.S. 1079, 113 S.Ct. 1046, 122 L.Ed.2d 355 (1993) (citing 6A ARTHUR CORBIN, CONTRACTS § 1376,
at 20-21 (1962) & 7-9 (Supp.1991)). Moreover, "there is nothing per se unconscionable about arbitration
agreements.” EZ Pawn, 934 SW.2d at 90; see Emerald Tex., Inc. v. Pedl, 920 SW.2d 398, 402-403
(Tex.App.--Hous. [1 Dist.] 1996, no writ) (holding that to find the arbitration provision unconscionable under
the evidence presented would negate the public policy in favor of arbitration). In re Oakwood Mobile Homes,
Inc. 987 SW.2d 571, 573 (Tex. 1999).

% |d. at 403.

*! In re Oakwood at 573; In re Delta Homes, Inc., 5 SW.3d 237, 239 (Tex. App. Tyler 1999, orig.
proceeding).

°2 In re American Homestar 50 S.W.3d 480, 484 (Tex. 2001); Moses H. Cone Mem. Hosp. V. Mercury
Congtr. Corp., 460 U.S. 1,24-25 (1983).
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advantage of key consumer protection provisions found in the Texas Deceptive Trade
Practices Act. Inthe end, it would cost you much more to challenge Acme on your own
than it would cost to buy another computer. In the end, you will have lost $1500 and dll
the information stored on your hard drive. Y our inability to legally challenge the faulty
engineering of the Acme Computer would encourage Acme to continue to produce the

faulty system.

D. A Case Study

Texas courts exhibit agreat deal of hostility toward consumers seeking relief from the
stranglehold of hidden arbitration provisions. A telling exampleisthe recent Texas
Supreme Court case involving the De Los Santos family. In re First Merit Bank, 52
SW.3d 749, 754 (Tex. 2001). The De Los Santoses bought a mobile home for their
daughter and son-in-law. The home was defective and the family sued to be removed
from the bank contract after the manufacturer refused to repair the defects. However, the
De Los Santoses soon found out that they were not going to have their day in court.
[lustrating the extent of the uneven playing field, an arbitration provision waived judicia
relief for al disputes “relating to the loan” for the home. Ironically, the clause stated the
bank—and not the family—could still go to court! Below are defenses the De Los

Santoses asserted to be exempted from the arbitration clause.

De L os Santos Defense
Against Arbitration
Clause

De L os Santos Argument

Texas Supreme Court
Holding

The Federd Arbitration Act does
not apply.

Purchase of amobile homein
Texas does not involve interstate
commerce.

Aslong asthetransaction
somehow “relates’ to interstate
commerce, the FAA applies.

The dispute falls outside of the
scope of the arbitration provision.

The defects to the mobile home did
not “relate to theloan” for the
home.

The buying of the home, and the
homeitsdf, “relate to the loan,”
and are therefore within the scope
of the provision.

The arbitration clause was not
voluntary and it was
“unconscionable.”

The De Los Santos family wasin a
very weak position—either sign
contract or forfeit home—and had
no choice but to sign the
agreement and waive their right to
the courts, despite the bank’s
ability to still seek judicial redress.

Thistype of agreement isthe
industry standard. Therefore, itis
not “unconscionable” for the bank
to have access to the courts, while
the De Los Santos family would
not.

Arbitration in this case would cost
asubstantial sum, and is
“unconscionable.”

The provision calls for three
arbitrators for atotal of $250 each
day and an additional $2000 filing
fee.

Part of the arbitration agreement
which the De L os Santoses signed
stated "that arbitration isaless
expensive method of dispute
resolution that decreases servicing
costsof thisloan . .. ." Therefore,
without more specific facts, the
family could not argue the
provision was unconscionable due
to substantial costs.
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Chapter 111
Advocates of Arbitration

Arbitration advocates argue in the legidature that private dispute resolution allows for the
quick, economical, unbiased resolution of conflict to the benefit of dl involved. Thisisthe
premise used by arbitration advocates in seeking to prevent any possible roll back of
arbitration through legisation.*® However, as noted in Chapter |1, these policy goals are
often times not met.

In reality, some speculate that arbitration advocates argue for private dispute resolution
because it is better for a company’s bottom line.* For example, private judges are not
likely to be familiar with the policies and nuances behind consumer protection statutes.™
In turn, even when a plaintiff winsin an arbitration proceeding, damages are typicaly
much lower than what would be awarded in a court of law.®

Asdiscussed in Chapter 11(B), arbitration places an inherent “thumb on the scale” for
defendants. This stands in stark contrast to the neutrality found in juries.”” While
consumers would favor ajury’s attempt to do “justice,” arbitration advocates would prefer
an arbitrator’ s sympathetic predisposition. In turn, arbitration advocates vehemently fight
against any and dl rollbacks in the legidative process presumably because they place value
in a system of dispute resolution providing consistent favorable outcomes. In the eyes of
certain industries, even if the plaintiff prevails in arbitration, the award will presumably be
smaler.® For the most part, the primary legidative presence working for arbitration in
Texas isthe business group Texans for Lawsuit Reform (TLR).

Texansfor Lawsuit Reform

This past session Texans for Lawsuit Reform actively opposed House Bill 1862. HB 1862
created a stir when it passed both chambers yet was vetoed by Governor Rick Perry. HB
1862, dso referred to as the “prompt pay” bill, would have guaranteed doctors payment
by health maintenance organizations (HMOs) in a certain amount of time. The bill would
also have prohibited the use of binding arbitration in resolution of disputes between
doctors and HMOs. The hill’s prohibition on binding arbitration prompted TLR into afull
court press seeking the veto of HB 1862. In an effort to obtain the veto, TLR members

%% |t is more common to see legidlation dealing with rolling back arbitration, as opposed to expanding
arbitration. Thisis because federa and state statutes have aready been determined to broadly alow
arbitration. Hence, thereis not a pressing need for arbitration advocates to pursue additiona legidation.

> Jean Sternlight, Panacea or Corporate Tool?: Debunking the Supreme Court’s Preference for Binding
Arbitration, 74 Wash U.L.Q. 637, 683-84 (1996).

®d.

% Schwartz, Enforcing Small print to Protect Big Business: Employee and Consumer Rights In An Age of
Compelled Arbitration, 1997 Wis. L. Rev. 33, 60-61,

* Juriesin Texas cannot have an affiliation with either party in acase. Infact, it is grounds for mistria if a
juror even accepts aspirin from one of the parties. Occidental Life Ins. Co. v. Duncan, (Tex. App. —San
Antonio 1966, writ ref’d n.r.e)). On the other hand, arbitration is systematically riddled with conflicts calling
into question the ability of arbitrators to impartialy hear acase. See Chapter 11 (B).

% Schwartz, supra.
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appeared to flood Governor Perry with campaign cash.® In the end, HB 1862 was vetoed
to the chagrin of doctors across the sate.

Another bill worth noting is SB 1706 introduced by Senator LeticiaVan de Putte. This
bill would have restricted when binding arbitration could be employed. It aso would have
established certain requirements pertaining to the neutraity of arbitrators. However,
unknown dynamics behind the scenes prevented the bill from obtaining a hearing.

Health M aintenance Organizations (HM Os)

Health Maintenance Organizations firmly endorse arbitration. HMOs apparently played a
rolein the veto of HB 1862. Whileit ishard to say what HMOs directly did behind the
scenes to successfully obtain the veto, the link between HMOs and TLR are strong.

Alan Shiversis a prominent member of TLR and aformer spokesperson for that
organization. Just recently Shivers also headed up Texans for Quality Healthcare, an
HMO front group.® In addition, Mr. Shivers sits on the board of The Institute of
Rehabilitation and Research (TIRR) with other active TLR supporters. TIRR has
numerous links to the managed care industry. At the very least, this leaves the impression
that the agenda of HMOs and TLR came together in the pursuit of the veto of HB 1862.

Homebuilders

Permanent homebuilders advocate for binding arbitration with great enthusiasm. Builders
of manufactured homes are just as vigorous in their advocacy, if not more so. In part, this
may be because permanent homebuilders are not subject to the protections found in the
Texas Deceptive Trade Practices Act, while manufactured home builders are.**

Much of the debate for manufactured home interests has largely been fought in the
courts.* Thisindustry consistently produces amicus briefs for the Texas Supreme Court
to consider. For example, in two recent Texas Supreme Court cases argued in 2001 (Inre
First Merit Bank and In re Homestar), the Texas Manufactured Housing Association
(TMHA) filed amicus briefs with the Court defending the use of binding arbitration.

Permanent homebuilders figure prominently in TLR. This may explain TLR’'s commitment
to binding arbitration. TLR President Dick Weekley isthe brother of David Weekley of
David Weekley Homes. Richard Weekely isamajor contributor to the efforts of TLR,
contributing $126,000 to the TLR agendain 2000 alone.®* The Weekley brothers like to
use arbitration in their contracts.*

% Wayne Slater, Suits-limit group is Perry Top Donor, Dallas Morning News, August 19, 2001.

% “Texans for Quality Health Care, an association of business interests set up to fight the 1997 law [creating
laibility for an HMO for denial of coverage] and headed by Allan "Bud" Shivers Jr., a Bush Pioneer (atitle
given to a person who raised at least $100,000 for Bush's presidential campaign), no longer exists. But the
group was housed by the Texas Association of Business and Chambers of Commerce.

http://Aww.sal on.com/politics/feature/2001/07/17/patient/.

® The DTPA does not apply to permanent structures. Tex. Prop. Code Ann. §27.002 However, the DTPA
does apply to manufactured homes. Recall FN 47. Hence, arbitration becomes an easy way to thwart basic
consumer protection statutes.

% See In re Homestar; In re First merit Bank.

% Texans for Public Justice, Texans for Lawsuit Reform: How the Texas Tort Tycoons Spent Millionsin the
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Financial Institutions

One bill that did not gain the attention of TLR, but did gain the attention of the financia
community, was SB 1581. SB 1581 introduced by Senator Royce West originaly
prohibited binding arbitration in the home-lending context. Anyone who has ever taken
out amortgage iswell aware of the many dotted lines one must sign at closing. Often
arbitration provisions are dipped in to the dismay of the consumer. SB 1581 sought to
halt such practices.

SB 1581 was amended on the floor of the Texas Senate, removing the prohibition against
binding arbitration in prime and sub-prime mortgages. Senator Carona lead the chargein
stripping this provision. Actively testifying against the hill before it reached the floor were
numerous lending ingtitutions and affiliated trade groups. These included the Texas
Mortgage Bankers Association, the American Bankers Insurance, and the Texas Financia
Services Association.

2000 Election, http://www.tpj.org/reports/tir/page3.html#topdogs.
® For example, See Weekley Homes v. Jennings, 936 SW.2d 16 (San Antonio — 1996).
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CHAPTER IV
CASE STUDIESAND EXAMPLES OF ARBITRATION ABUSES

The following case studies document instances in which arbitration poses an unbaanced
bargaining position for individuals seeking justice against corporate entities.

Doctorsv. HM Os

As awhole, doctors are harmed incessantly by binding arbitration agreements in contracts
with Health Maintenance Organizations (HMOs). Doctors often encounter HMOs which
refuse to promptly pay medica hbills submitted by doctors, despite HMOs' obligation to
both doctor and insured. The amount of money in question for each doctor istoo small to
make it economically efficient to bring alawsuit against an HMO in a court of law.
However, if doctors banned together in a class action lawsuit, then perhaps they could
gan relief from miserly HMOs. However, HMOs routinely employ arbitration clauses
with doctors, and these clauses, among other things, typicaly preclude the use of class
action lawsuits.

In arecent story by Texas Medicine writer Walt Borges, several medical professionals
discussed the difficultiesimposed by HMOs' use of binding arbitration and why doctors
view courts as an essential avenue of recourse.” For example, Dr. David Rogers, an
Allen, Texas Gynecologist, discussed how binding arbitration places doctors on an uneven
playing field with powerful HMOs. Dr. Rogers stated, “Physician can’t afford to go to
arbitration over small, individual claims. In the courtroom, we can join together many
similar issues for acommon solution. Both arbitration and litigation may be lengthy and
costly, but ultimately class action suits ought to be more efficient when it comes to
hundreds of thousands having the same problems.”*®

Dr. Rogers aso noted that in binding arbitration, “the insurer can draw things out,” and
that “arbitration doesn’t set precedents and it doesn’t change behavior.” In other words,
noted Dr. Rogers, “That means whatever solution comes out of binding arbitration doesn’t
help other doctors or patients.”®’

In another recent interview Dr. Rogers emphasized that in the area of medicine * contracts

aretake it or leave it documents.” Dr. Rogers elaborated by stating, “If we have a dispute

we are forced to go to an arbitration proceeding where it isa David and Goliath scenario.”
He added, “Any kind of situation where the playing field is not level can be bad for

consumers.”®

® Walt Borges, In a Bind: Binding Arbitration Not Always Preferable to lawsuits, Texas Medicine, Sept. 1,
2001.

% |d.

7 Id.

| nterview with Dr. David Rogers, March 25, 2002.
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TMA General Counsel Donald Wilcox also recently described how arbitration thwarts
effective discovery and therefore precludes doctors from proving HMO malfeasance. Mr.
Wilcox stated, “Physicians should watch for arbitration contracts that prohibit discovery
and provide unreasonable limits on the amount of damages that can be awarded against an
insurance company.”®

Laura Kabay, executive director of Preferred Independent Physicians Association (PIPA)
stated in the same piece, “There are lots of reasons not to go into arbitration. It's not
cheap — that’ s the biggest one. It can be faster [than litigation], but it can also be drawn
out.” Ms. Kabay further elaborated by describing PIPA’s one experience with arbitration.
She stated, “Just invoking arbitration created considerable expense. Choosing the

arbitrator alone took along time and considerable attorney involvement and expense.”

Homeownersv. Homebuilders

Dawn and Scott Richardson, along with daughters Alexa and Erica, thought they were
having their dream home built by David Weekley Homes. Instead, they purchased a
dangerous nightmare. Within weeks of moving into their newly built home shoddy
construction would lead to water leaks and the development of black mold. Not only did
the mold pose a serious health threat, but also many of the building materials used in the
construction process were releasing high levels of carcinogens, including formaldehyde
and benzene.

All members of the family suffered severe reactions to the mold and the air bound
carcinogens. Perhaps most disturbing was that two-year old Ericalost al expressive
speech. Despite the obvious, Weekley Homes was non-responsive, and made little effort
to remedy the hazardous situation the homebuilder created. The Richardson’s decided to
sue, but are now faced with being forced into binding arbitration.

Dawn and Scott are both electrical engineers and highly educated. They had read the
contract with Weekley Homes and had no idea they were signing away their right to a jury
trial. AsMs. Richardson stated, “We read the contract and did not know what arbitration
meant on alegd level. There must be alot of people like us who innocently and
unknowingly sign away their constitutional rights.” ™

Ms. Richardson feels that homebuilders rely on stealth arbitration provisions because they
redize it is economicaly inefficient for homeownersto fight poor and hazardous
workmanship in the course of the arbitration process. Ms. Richardson is very concerned
that her family will not even have a fighting chance in the impending arbitration
proceedings “to overcome the inequities inherent to the arbitration process.”

 Walt Borges, In a Bind: Binding Arbitration Not Always Preferable to lawsuits, Texas Medicine, Sept. 1,
2001.

d.

™ Interview with Dawn Richardson, February 19, 2002.
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Ms. Richardson also states, “The proceedings are stacked against the homeowner as a
result of the repeat player phenomena and the close relationship between the homebuilder
and the arbitrators. Even worse, there is no way for us to research how the arbitrator
previoudly ruled. Thereisno precedent for usto examine, while Weekley is apparently
well aware of the arbitrators previous rulings and reasoning.”

Ms. Richardson also states that arbitration is cost prohibitive in the pursuit of justice
against homebuilders. Ample evidence supports Ms. Richardson’s position. For example,
afamily from Houston, Texas bought a new home from the Ryland Homes. Upon moving
in, the family found numerous defects including faulty roofing and electrical wiring. The
contract with Ryland contained a hidden arbitration clause forcing arbitration. The family
lost their claim, and the total cost just to pay for arbitration was $12,576.”

Another example isafamily from Austin, Texas. They entered into a contract with
Number One Custom Homes to build a house. Third party experts verified numerous
construction defects. However, the family was forced into arbitration as well. While the
family ultimately prevailed in the arbitration proceeding, they still expended an enormous
amount of money. Thetotal cost just to engage in the arbitration proceeding was
$13,068.”

Ms. Richardson is very disturbed that she has been forced to waive her right to atrial
before her peers. She states, “It offends me that | am being deprived of my right to atrial
before my peers, after Weekley Homes hurt my family so badly. It is bad enough that we
were dl harmed by the terrible construction of the house. It was further insult to injury
when | learned we were deceived out of our constitutional right to seek justice in the
courts.”

Credit Card Holdersv. Banks

Almogt dl Texans are vulnerable to abusive practices on the part of credit card companies.

Credit card companies are able to nickle and dime card holders into oblivion via deceptive
fee arrangements and annual percentage rates. Sadly, when a single consumer has been
bilked out of $100, it is very difficult for them to seek recourse inacourt of law. Itis
smply not worth the effort. However, $100 isalot of money to most people, and the
ability of consumers to use class action lawsuits to obtain a refund ensures that large and
anonymous financia ingtitutions will not cheat cardholders afew dollars at atime.
Consumers throughout the state are vulnerable to this sort of abuse unless consumers can
come together as a class and protect themselves from deceptive practices on the part of
credit card companies.

The key weapon for consumers s the threat of a class action against bullish credit card
companies. However, arbitration service providers are aggressively soliciting major
corporations and credit card companies encouraging them to use their services as a means

"2 See soon to be released Public Citizen report, “ The Cost of Arbitration.”
2 d.
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to escape responsibility to the public. By using arbitration, credit card companies can
forbid the use of class actions.

In arecent interview, Edward Anderson, Managing Director of the National Arbitration
Forum, discussed “do it yourself” civil justice reform through the use of arbitration. Mr.
Ander