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TRIAL e Commercial Litigation ® October 2000

Hghting
arbitration
clauses in
franchisor

conuracts

Jean R. Sternlight

Purporting fo serve justice, efficien-
cy, and freedom of contract, business
interests are increasingly attempting to use
binding arbitration clauses to secure un-
fair advantages over unknowing parties.
These arbitration advocates proclaim the
supposed (and unproven) cost and speed
advantages of arbitration over litigation,
while they seek to use arbitration to elimi-
nate obligations and protections that
would exist if claims were brought in
court.!

While a series of 1.S. Supreme Court
cases have come down in favor of these
business interests,” courts are increasingly
refusing to enforce clauses that are deemed
unconscionable or that prevent consurmers
or employees from adequately protecting
their federal statutory rights. Arbitral or-
ganizations like the American Arbilration
Association (AAA) have issued a series of
“due process protocols,” and the AAA
claims it is refusing to administer unfair
clauses.

Although many jurisdictions have rec-
ognized that the same kind of power im-
halances that plague relationships between
companies and consumers or bebween em-
ployers and employees may also exist in the
franchise context, the use of arbitration
clauses to disadvantage franchisees has
received relatively little attention. In fact,
courts seemingly have been eager to en-
force arbitration clauses that appear in fran-
chise agreements.

Yet, many of the arguments that have
been used to protect consumers and em-
plovees should also be applied to protect
certain franchisees. Recognizing that there
is often a significant power disparity be-
tween franchisors and franchisees, Con-
gress, state legislatures, and courts have all
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taken steps to protect franchisees against
potentially unfair contractual agreements.
Protective legislation and court decisions
are typically based on a finding that fran-
chisees often, if not always, are significant-
ly less sophisticated than franchisors.

At the federal level, several bodies of law
are designed to protect franchisees from
franchisor abuses. A Federal Trade Com-
mission (FTC) rule entitled “Disclosure Re-
quirements and Prohibitions Concerning
Franchising and Business Opportunity
Ventures requires franchisors engaged in
interstate commerce to make specific dis-
closures to potential franchisees. Failure to
do this is an “unfair or deceptive act or
practice within the meaning of §5 |of the
Federal Trade Commission Act].”

A report issued by the FTC in connec-
tion with the rule references “the relative
lack of business experience of most
prospective franchisees, the highlighting
of unusually successful franchisees by fran-
chisors and the popular press, . .. and the
mformational imbalance present between
prospective franchisee and franchisor,”™

Congress has passed legislation geared
to protect franchisees from abusive prac-
tices in two specific business areas. First,
the Automobile Dealer’s Day in Court Act*
was passed in 1956 “to balance the power
now heavily weighted in favor of automo-
bile manufacturers.” This statute, which
applies to franchise agreements between
automobile manufacturers and dealers, re-
quires franchisors to act in “good faith” in
enforcing terms of the agreement or in ter-
minating the franchise.

Second, the Petroleum Marketing Prac-
tices Act (PMPA) limits the circumstances
in which motor fuel suppliers can termi-
nate or fail to renew contracts of their fran-
chisees.” This law was intended to correct
the great “disparity of bargaining power”
between petroleum franchisors and fran-
chisees.” In passing it, the Senate noted
franchisees’ complaints that petroleum
franchise agreements are “contracts of ad-
hesion” and found that these contracts
“may translate the original disparity of bar-
gaining power into continuing vulnerabil-
ity of the franchisee to the demands and ac-
tions of the franchisor.™

State laws regarding franchises vary sub-

§1§

Franchisees often, if not always, are significantly
less sophisticated than franchisors.

stantially. Some states have concluded that
the imbalance of power requires that fran-
chisees be provided with special protec-
tions. For example, in Flectrical & Mag-
neto Service Co. v. AMBAC International
Corp., the Eighth Circuit concluded that
“the Missouri legislature created a legisla-
tive presumption that franchisees are inan
inferior bargaining position with respect to
franchisors and thus are entitled to pro-
tection from the oppressive use of the fran-
chisor's superiority.™

Some states have restricted the circum-
stances under which franchises mav be ter-
minated, some have prohibited franchisors
from mandating out-of-state forums or
other states’ laws, some have required fran-
chisors to register before selling franchis-
es within their state, and some have re-
guired that franchisors provide certain
disclosures to franchisees. On the other
hand, a substantial number of states do not
have special legislation geared to protect
franchisees.

Undermining protection

Courts are permitting companies to use
arbitration clauses to accomplish ends that
might be forbidden in litigation. Specifi-
cally, franchisors are using these clauses to
secure waivers of the right to jury trial, to
impose out-of-state forums, and to limit
franchisee remedies.

How is this justified? Logically, it’s not.
Even leading franchisor attorney Edward
Dunham admits that “as a theoretical mat-
ter, the elevated status of arbitration agree-
ments is difficult to justify,”"

The Supreme Court has never gone so
far as to say that putting an otherwise im-
proper or illegal clause in an arbitration
agreement somehow immunizes that
clause from attack. Nonetheless, many
courts have misapplied arbitration prece-
dents and preemption arguments to sup-
port decisions that allow franchisors to
effectively exempt themselves from legis-
lation and even constitutional provisions
that would protect franchisees."

Franchisors commonly use arbitration
clauses, and they often include more than
a mere requirement to arbitrate disputes.
Professor Christopher Drahozal of the Uni-
versity of Kansas School of Law recently
studied the Uniform Franchise Offering
Circulars and franchise agreements filed
by 75 leading franchisors in Minnesota and
found 45 percent of these contained arbi-
tration clauses.

The majority of these, some 82 percent,
required that arbitration take place in the
franchisor’s home location: 75 percent of
these clauses sought to preclude recovery
of punitive damages; most clauses required
franchisees to arbitrate all claims but al-
lowed franchisors to litigate certain claims;
many clauses precluded class relief; sever-
al provided de novo hearings il a fran-
chisee’s (but not a franchisor’s) recovery
exceeded a certain amount; and one clause
prohibited the arbitrator from awarding at-
torney fees.!

Some franchisors have found it is easier
to avoid jury trials by getting franchisees to
sign arbitration clauses before a dispute
arises rather than obtaining jury trial
waivers during litigation. The Seventh
Amendment jury trial right is subject to
waiver only if the waiver is given knowing-
lv and intelligently.

Many courts have held waivers in fran-
chise agreements or similar business
agreements unenforceable,” while others
have held that such clauses were enforce-
able only because the parties signing the
agreements were relatively knowledgeable
and sophisticated enough to know what
they were signing,"

Yet, courts are far more willing to en-
force jury trial waivers contained in arbi-
tration clauses. They tvpically cite the fed-
eral policy favoring arhitration without
mentioning constitutional or statutory
provisions allowing jury trials. As attorney
Dunham notes, “|Alrbitration agreements
are routinely enforced; even when the
clause was inconspicuous and never nego-
tiated, there was clearly disparate bargain-
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ing power, and the franchisee never had a
lawyer review the agreement,””

With respect to forum selection, many
state legislatures and courts have prohib-
ited franchisors from requiring franchisees
to file their claims in distant forums, con-
cluding that this practice may impose an
unfair and sometimes impassable burden
on franchisees who attempt to protect their
legal rights.™ Franchisors are increasing-
ly using arbitration to avoid these limits,

Several courts have explicitly held that
state legislatures cannot prohibit forum se-
lection clauses in arbitralion agreements,
although they may restrict forum selection
in litigation. Specifically, these courts have
concluded that prohibiting the use of these
clauses in arbitration agreements is pre-
empted by the Federal Arbitration Act
(FAA).Y

In some cases, a class action is a fran-
chisee’s only hope of recovery. A claim that
might be too small ar too complex to be lit-
igated by any individual franchisee may be
pursued more practically by a group of
franchisees in a class action.

Courts have approved class actions for
claims like fraud and antitrust.” However,
several federal courts have ruled that a dis-
pute covered by an arbitration clause can-
not he handled as a class action unless the
clause specifically allows this." Only two
state court decisions *" and one unpub-
lished federal decision® have permitted
class actions to proceed in arbitration.
Therefore, some attorneys representing
franchisors or banks suggest arbitration is
ashield against class actions.™

Franchisors are using forum shopping
as another procedural tool to secure strate-
gic advantages over franchisees. Federal
courts tend to be more enthusiastic than
state courls in enforcing mandatory arbi-
tration provisions.® Therefore, when fran-
chisees file suit against franchisors in state
court, franchisors often file a separate suit
in federal courl.

Franchisors frequently seek not only an
order compelling arbitration of the dispute
butalso an antisuil injunction barring the
state court from further considering the
matter. A number of federal courts have ac-
ceded to these injunction requests, despite
arguments that enjoining state courts

from action violates well-established fed-
eralism principles.”

It has been suggested that arbitration
clauses, which appear to benefit fran-
chisors at the expense of franchisees, may
not be unfair after all. In arguments remi-
niscent of the old “trickle-down econom-
ics” theories, these commentators contend
that the benefits franchisors achieve from
seemingly unfair agreements may be
greater than any detriment suftered by the
franchisees and that free-market operation
will ensure that the savings achieved by the
franchisors are passed on to the fran-
chisees.” These authorities also suggest
that legislatures or courts that restrict the
use of arbitration clauses may actually
harm [ranchisees by raising the price of
franchises.

There are two primary flaws with this
theory. First, it is founded on assumptions
of “perfect competition” in the marketplace
that seem inconsistent with the real world
as we know it.*® There is little or no reason
to be confident that costs saved by fran-
chisors will be passed on to franchisees or
customers, or that franchisees can choose
between companies that do or do not im-
pose arbitration clauses.

Second, when courts or commentators
sugdest that courts should use such eco-
nomic arguments to reject policies set out
in legislation, they are improperly sug-
gesting that judges substitute their own
thinking for that of legislators. If lawmak-
ers have concluded that protective legisla-
tion is necessary and beneficial, courts
should not rely on their own economic the-
ories to vitiate the law.

Fighting back

Efforts to create a more level playing
field for franchisees take many forms.

Legislation has been introduced in Con-
gress that is geared to protect franchisees
and distributors from mandatory arbitra-
tion. In the House, the Fairness and Vol-
untary Arbitration Act, H.R. 534, would
permit post-dispute rejection of arbitration
in any “sales and service contract.” The bill
has 212 cosponsors.? This bill was report-
ed from the subcommittee to the full com-
mittee on July 13, 2000,

In addition, the Senate’s Motor Vehicle
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Franchise Contract Arbitration Fairness
Act of 1999, S, 1020, which has 38 Repub-
lican and Democratic cosponsors, would
protect car dealers [rom mandatory arbi-
tration imposed by manufacturers and
would allow them to reject arbitration after
adispute has arisen.™

Litigation can also provide remedies.
Litigators representing franchisees seek-
ing to avoid arbitration should consider ar-
guments founded on the U.S. Constitution;
federal statutes; state constitutions and
statutes; contract law; and a series of
statutes and doctrines governing the rela-
tionship between federal and state courts.

LS. Constitution. Although courts have
rarely used the Seventh Amendment’s jury
trial guarantee to void privately imposed
mandatory arbitration clauses, this right
has potential as a strong protection for
franchisees.

The Supreme Court and lower courts
have repeatedly said that the right to a jury
trial may be waived only if the waiver is
knowing and voluntary and have required
that “courts indulge every reasonable pre-
sumption against waiver.”® Therefore,
when a form contract was used to impose
binding arbitration on an unsophisticated
franchisee—and particularly when that
franchisee had no legal representation or
was given limited time to review the con-
tract—the Seventh Amendment argument
should prevail.

Admittedly, courts have often cited the
Federal Arbitration Act's “favoritism” to-
ward arbitration in insisting that form ar-
bitralion clauses are enforceable, but the
federal Constitution trumps any “fa-
voritism™ in a federal statute,

The Seventh Amendment argument will
likely fail, however, where claims are
brought in state rather than federal court,
because the amendment has only been ap-
plied in federal court. Further, when fran-
chisees are sophisticated or have secured
legal representation, courts will likely find
that they knowingly and voluntarily waived
their jury trial right.

Federal statutes. Courts are increasing-
lv recogmizing that arbitration clauses are
uneniorceable when they prevent people
from enforcing their rights under a federal
statute. As the Supreme Court has repeat-

b8

edly stated, courts should compel arbitra-
tion only “so long as the prospective liti-
dgant effectively may vindicate [his or her]
statutory cause of action in the arbitral
forum [such that]| the statute will contin-
ue to serve both its remedial and deterrent
function.”™"

Depending on the language and legisla-
tive history of the statute, franchisees

A study of franchise
documents filed by

75 leading franchisors

in one state found
45 percent of these

contained arbitration
clauses.

might be able to argue that it prohibits
mandatory arbitration. In Mifsubishi Mo-
tors Corp. v. Soler Chrysler-Plymouth,
Inc., the Supreme Court held that car dis-
tributors had failed to show that Congress
intended to preclude arbitration of an-
titrust claims brought in an international
context, but the Court left open the possi-
bility that courts might interpret other fed-
eral legislation to preclude arbitration al-
together.*! Outside the franchise context, a
few courts have found that claimants seek-
ing to enforce certain rights under Title
VII, the federal bankruptcy laws, or the
Magnuson-Moss Act cannot be forced to ar-
bitrate those claims.”

Alternatively, franchisees might present
the more narrow (and potentially more
persuasive) argument that even though a
federal statute does not entirely proscribe
mandatory arbitration, the contested
clause contains unfair terms that would
prevent franchisees from vindicating their
federal rights. Franchisees successfully
presented this argument in Graham Oil
Co. v. ARCO Products Co.*

In that case, a gasoline distributor ar-
gued that the arbitration clause was invalid
because it mandated the surrender of spe-
cific rights provided by the Petroleum Mar-

keting Practices Act. Specifically, the clause
purported to forfeit the distributor’s right
to recover exemplary damages permitted
by the PMPA, prohibited recovery of rea-
sonable attorney fees allowed by the act,
and shortened the distributor’s statute of
limitations from one yvear to 90 days or in
some cases six months.

The Ninth Circuit struck down the
clause, stating that “the fact that fran-
chisees may agree to an arbitral forum for
the resolution of statutory disputes in no
way suggests that they may be forced by
those with dominant economic power to
surrender the statutorily mandated rights
and benefits that Congress intended them
to possess.™ The court explained that the
very purpose of the PMPA was to protect
franchisees and to correct the great “dis-
parity of bargaining power” between pe-
troleum franchisors and franchisees.

The Graham Oil rationale can be ex-
tended to protect ranchisees’ rights under
other federal statutes when the arbitration
clause is particularly egregious. Courts
have recognized that federal statutes may
render arbitration clauses unenforceable
when the clause calls for a biased arbitra-
tor, eliminates certain types of relief, im-
poses excessive costs, or eliminates the op-
porfunity to proceed in a class action.®

State constitutions and stafutes. Many
state constitutions and state statutes con-
tain provisions that franchisees can poten-
tially use to defeat mandatory arbitration
provisions, State constitutions frequently
guarantee rights to jury trial or access to
the courts. State statutes may provide for
nonwaivable substantive remedies, pro-
hibit franchisors from requiring fran-
chisees Lo resolve their disputes out of
state, regulate the way in which arbitration
clauses are provided to franchisees, or pur-
port to eliminate arbitration altogether in
certain contexts.

However, courts have held many state
laws to be preempted by the FAA. When a
state law is found to target arbitration
clauses for elimination, the Supreme Court
and lower courts have consistently found
the provision to be preempted.

For example, in Doctor’s Associates, Inc.
. Casarotto, a case involving a Subway
sandwich shop franchise, the Court held
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that the FAA preempted a Montana statute
that regulated the placement of an arbitra-
tion provision in a contract.” Earlier, in
Southland Corp. v. Keating, the Court had
held that Califarnia’s franchise statute was
preempted to the extent it was interpreted
to prohibit arbitration of claims brought
under that statute.”

Not all state laws that might invalidate
an arbitration clause are necessarily pre-
empted. The Supreme Court has repeated-
ly stated (as does the FAA itself) that arbi-
tration clauses may be voided using
general contract defenses such as uncon-
scionability, fraud, or duress.

Moreover, the Court has emphasized
that the problematic state laws are those
that fargef arbitration clauses. The Court
has never said that a law seeking to protect
franchisees or others in both litigation and
arbitration would be preempted. Thus,
where an arbitration clause contains pro-
visions that would prevent franchisees
from pursuing their rights under a partic-
ular state constitution or law, courts
should be able to void at least those aspects
of the clause.

Congress never intended the FAA to be
a shield that companies could use to im-
pose egregious contract terms that would
be otherwise impermissible. Rather, Con-
gress merely sought to ensure that courts
would not, on a general basis, refuse to en-
force arbitration provisions,

For example, despite several federal ap-
pellate decisions to the contrary, fran-
chisees should be able to void a forum se-
lection clause in an arbitration agreement
where state law prohibits clauses that man-
date a foreign forum in both litigation and
arbitration. The Montana Supreme Court
so held in Keystone, Inc. v. Triad Systems
Corp., concluding that state provisions bar-
ring Montana residents from being re-
quired to litigate claims out of the state
were not preempted by the FAA and that an
arbitration clause imposed on an automo-
tive parts distributor was unenforceable to
the extent it mandated out-of-state arbi-
tration.* The provision is evenhanded and
does not target arbitration, the court
found.

Similarly, state constitutional or statu-
tory provisions Lhat protect generally

against loss of the jury trial right or against
mandatory forum selection clauses, in-
cluding arbitration, should not be pre-
ermnpted. Outside the franchise context, sev-
eral courts have refused to enforce
arbitration provisions that did not comply
with policy encompassed in state laws and
have held that the FAA did not preempt
these provisions.*

Contract law. Standard contractual de-
fenses can be used to void or at least reform
an arbitration clause. Franchisees who can
make persuasive arguments of uncon-
scionability, fraud, or duress should not be
compelled to arhitrate their claims. Courts
have accepted unconscionability argu-
ments with respect to arbitration clauses
that mandate a potentially biased arbitra-
tor, impose excessive costs, limit available
remedies, or deny claimants access to a
class action.”!

Also, several franchisees have defeated
forum selection clauses in franchise agree-
ments on the ground that there was no
“meeting of the minds.™ However, a fran-
chisee who attacks the contract in gener-
al, rather than the arbitration clause in par-
ticular, may be required to malke his or her
arguments to the arbitrators rather than a
court.™

Federalism. Franchisees should be pre-
pared to use a number of federal jurisdic-
tion statutes and doctrines to prevent fran-
chisors from enjoining claims in state
court. These include the federal Full Faith
and Credit statute, the Anti-Injunction Act,
claim and issue preclusion, traditional eq-
uitable principles, and various types of ah-
stention. The further the state court action
has progressed, the less subject it should
be to antisuit injunction by a federal
court.®

Fair is fair

Many people have debated whether fran-
chisees are relatively unsophisticated indi-
viduals deserving of protection from pow-
erful franchisors or whether, instead, they
tend to be experienced and sophisticated
husinesspeople, who should be held to the
fine print of their contracts. I tend to be-
lieve that the first characterization is more
often accurale, but the question, in any
case, need not be resolved on a general
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basis in order for the courts to do their
jobs,

Where a legislature has concluded that
ranchisees are entitled to protection,
courts should enforce the law unless it is
tatlored so narrowly to arbitration that it is
found to be preempted by the FAA. Simi-
larly, to resolve ardguments regarding jury
trial waiver or unconscionability, courts
need not make a determination as to the
sophistication of franchisees generally. The
courts should focus only on the litigants
whao appear before them., Where a fran-
chisee 1s relatively unsophisticated, lacks
adequate legal counsel, and has been over-
whelmed by a powerful franchisor, courts
should be willing to refuse to enforce an ar-
bitration clause on the ground that the
[ranchisee did not knowingly or intelli-
gently waive its jury trial right or that the
clause 1s unconscionable.

Franchisees, like consumers, employ-
ees, and others, are entitled to protection
under the U.S. Constitution and federal
and state laws. Franchisors should not be
permitted to use arbitration clauses to ex-
empt themselves from these legal protec-
tions. Existing law, if properly interpreted,
can protect against many such abuses.

Where existing law proves insufficient
to protect franchisees from unjust or un-
fair arbitration clauses, Congress and state
legislatures must take steps to provide
franchisees with the legal protections they
are due. m
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