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Avoiding Potential Pitfalls in Arbitration Provisions

Arbitration clauses in contracts are intended
to serve important goals, including mini-
mizing the costs of disputes, maintaining
confidentiality of proceedings, dictating
a preferred venue or choice of law, and
deterring non-meritorious class action law-
suits. Recent court decisions, however,
have undermined these intended benefits
and created an unsettled legal landscape
fraught with potential pitfalls. For exam-
ple, some courts have invalidated clauses
intended to bar class claims, resulting in
class actions proceeding in arbitration with-
out meaningful judicial review. In other
instances, courts have found a designated
arbitration forum to be unreasonable, strik-
ing the arbitration clause in its entirety and
requiring claims to be litigated in court. It
is essential that companies evaluate their
arbitration clauses carefully to avoid these
sorts of unanticipated results and to take
advantage of opportunities presented by
careful drafting.

Key issues and recent decisions
impacting arbitration provisions

Recent cases on arbitration provisions have

addressed the following key issues:

Class action waivers

In an effort to avoid class actions, some
companies have tried to contractually bar
consumers from pursuing class claims
in arbitration. Some courts have refused
to enforce these “class action waivers,”
finding them to be unconscionable under
state law. In California, for example, class
action waivers are unenforceable where the

dispute involves (i) a consumer contract of
adhesion, (ii) predictably small amounts
of damages, and (iii) allegations that a
defendant has intentionally cheated a large
number of consumers out of individually
small sums of money.'

The application of this standard has been
anything but clear, and courts have reached
divergent results on the following issues:

» Whether the amounts in dispute are
sufficient to make individual claims
viable so that a class action waiver
can be enforced. Compare Oestreicher
v. Alienware Corp. (class action waiver
unenforceable where individual claims
worth approximately $4,000) 2 with Car-
ideo v. Dell, Inc. (class action waiver
enforced where individual claims worth
between $1,300 and $1,700).°

» Whether an arbitration clause provides
procedural protections sufficient to war-
rant enforcement of a class action waiver.
Compare Stiener v. Apple Computer,
Inc. (class action waiver unconsciona-
ble despite terms allowing individual
claimants to seek attorneys’ fees and
premiums on recovery)* with Guadagno
v. E*Trade Bank (enforcing class action
waiver in light of opt-out and other pro-
cedural protections) (discussed further
below).®

» Whether class action waivers will be
enforced in claims involving product
defects. Compare Omstead v. Dell, Inc.
(enforcing waiver and noting that “[i]t
makes no sense to claim that Dell had a
‘deliberate scheme’ to sell four computer

models that did not work”)® with Oestre-
icher (class action waiver unenforceable

in case involving defective computers).”

These uncertainties have made it all the
more important for companies doing busi-
ness in California to evaluate how their
arbitration clauses may be construed under

California law.

In contrast to California law, class action
waivers are enforced as a matter of course
under several other states’ laws, without
regard to the types of issues above. For
example, class action waivers will generally
be enforced under Delaware, Texas, and
Virginia law, among others, even in circum-
stances involving consumer contracts of

adhesion or small disputed amounts.
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Choice of law provisions

This stark divide in state laws has led com-
panies to include choice of law clauses
intended to apply a specific state law that
favors enforcement of class action waivers.
Predictably, this has spawned further litiga-
tion over whether the choice of law itself is
enforceable.

In general, courts will enforce a choice of
law provision where the state law has some
reasonable connection to the parties or the
dispute, so long as enforcement does not
undermine the public policy of the forum
state. Applying this standard, California
courts have rejected choice of law provi-
sions that would lead to enforcement of a
class action waiver, particularly where the
dispute involves California parties and/or
claims under California statutes.® Most fed-
eral district courts applying California law
have ruled similarly, and the Ninth Circuit
is expected to rule on the issue in 2009 in a
case involving DirectTV.

In contrast to this trend, the Central District
of California in Guadagno v. E*Trade Bank
recently enforced a choice of law provi-
sion applying Virginia law, which enforces
class action waivers, even though the plain-
tiff resided in California and had brought
claims under California’s consumer pro-
tection statutes.® The Court found the
arbitration clause did not conflict with Cali-
fornia law, relying on an opt-out clause and
other specific terms in the contract. Gua-
dagno is notable because it runs counter
to several California district court decisions
and shows how arbitration clauses can
be structured to maximize the odds that
choice of law provisions and class action
waivers will be enforced.

Choice of forum

Choice of forum clauses can also be sub-
ject to challenges similar to those above.
Recently, the Ninth Circuit held that a
contract requiring disputes to be resolved
in Virginia state court cannot be enforced
against California

consumers raising

California law claims.'® As in the cases
dealing with choice of law clauses, the
Ninth Circuit was concerned that requir-
ing a California plaintiff to litigate in
Virginia (which does not permit certain
class actions) would undermine California
public policy. The same rationale has been
applied to invalidate a provision requir-
ing disputes to be resolved in the National
Arbitration Forum (NAF). Because NAF
rules prohibit class actions, the court struck
the arbitration clause in its entirety and
allowed the plaintiffs to proceed with their

class action claims in court.

Judicial review of arbitration rulings

The recent judicial trend has not, however,
been restrictive of all arbitration clauses.
In 2008, the California Supreme Court in
Cable Connection, Inc. v. DirectTV, Inc.
opened the door for parties to expand the
scope of judicial review of arbitration rul-
ings in a decision likely to have significant
impact.'? Prior to Cable Connection, the
Federal Arbitration Act (FAA) and state
arbitration statutes generally limited parties
to an extremely narrow scope of judicial
review, allowing it only in circumstances
involving fraud, clear conflict of interest,

and similar circumstances.'®

In Cable Connection, in contrast, the Cali-
fornia Supreme Court held that contracting
parties can agree to allow judicial review of
arbitration rulings for legal error.'* Notably,
the court’s holding was based on specific
language in the California Arbitration Act
(CAA) and may not apply to arbitration not
governed by the CAA.'®

Navigating the minefield
created by the case law

In combination, the rulings above create
a significant risk that arbitration clauses
as currently drafted may be ineffective or
even lead to unexpected negative results.
The risk is particularly great where arbi-
tration provisions have not been reviewed
in the past few years. To avoid surprises

and ensure that the intended purposes of
arbitration are achieved, companies should
carefully review their arbitration clauses for
the following key issues:

Does the arbitration clause allow class
actions? If an arbitration clause is silent
on the issue, class claims will generally
be allowed.'® In many cases, this will run
counter to a company’s expectations. If a
company intends to bar arbitration of class
actions, it must include specific language
to that effect.

What can be done to maximize the odds
of enforcement of a class action waiver?
Given the potential legal hurdles identified
above, careful drafting is needed to maxi-
mize the chances that a class action waiver
will be enforced. The E*Trade case illus-
trates one form of arbitration clause that
has been upheld in federal district court.
Companies should explore the available
alternatives, while being mindful that there
are no guarantees that a class action waiver

will be enforced.

What happens if a class action waiver is
not enforced? It is important to know that
severe negative consequences can result if a
class action waiver is not enforced. In these
circumstances, some courts have struck
only the waiver provision and enforced the
remainder of the arbitration clause - mean-
ing the company must then defend against
the class claims in arbitration. This result
is likely to be directly contrary to a com-
pany’s interests, given the limited scope
of judicial review allowed (under default
rules) and the fact that the enforcement of
arbitration rulings and settlements against
absent class members is largely untested.
Several defendants have found themselves
in precisely this situation when their class
action waivers were found unenforceable.'”
This worst-case scenario can be avoided
through language clarifying that an arbitra-
tion clause is to be voided in its entirety
if the class action waiver is found unen-
forceable. As such, all companies that opt
to include a class action waiver should
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consider including this protection in their
arbitration clauses.

What is the best choice of law? Given the
issues above, there are likely to be coun-
tervailing factors in determining the most
appropriate choice of law. For example,
where California law is an option, a com-
pany would need to carefully weigh the
benefits of expanded judicial review ver-
sus the stringent scrutiny of class action
waivers, among other considerations. For
companies that want to include a class
action waiver, it will be important not only
to select a specific choice of law that favors
enforcement of the waiver but also to eval-
uate whether the choice of law provision
itself will be enforced under the standards
discussed above.

What is an appropriate choice of forum?
As with choice of law clauses, a choice of
forum provision should be evaluated for
both the potential benefits and the likeli-
hood of enforceability. Further, it should
not be assumed that the same jurisdiction’s
law must apply to both the choice of law
and choice of forum provisions. There may
be benefits to selecting different states for
the forum and choice of law, which should
be considered.

Is expanded judicial review desirable?
While the Cable Connections case opens up
new opportunities for judicial review, com-
panies need to determine whether expanded
review makes sense given their particular
circumstances. In particular, a company
should weigh the protections provided by
judicial review against the added burden
and costs of allowing courts to review arbi-
tration rulings. If a company opts to expand
the scope of judicial review, it will need to

do so with clear contractual language that
specifically defines the review process.

Cooley’s Commercial Class Action Litiga-
tion practice has extensive experience in
counseling clients on arbitration clauses
and enforcing arbitration clauses in lit-
igation. Cooley was counsel of record
in Guadagno v. E*Trade Bank, 2008 WL
5479062 (C.D. Cal. 2008). If you have any
questions about arbitration clauses or this
Alert, please contact one of the attorneys
listed above.
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