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MANDATORY BINDING ARBITRATION:
IS IT FAIR AND VOLUNTARY?

TUESDAY, SEPTEMBER 15, 2009

HoOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON COMMERCIAL
AND ADMINISTRATIVE LAW,
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Subcommittee met, pursuant to notice, at 1:17 p.m., in room
2141, Rayburn House Office Building, the Honorable Steve Cohen
(Chairman of the Subcommittee) presiding.

Present: Representatives Cohen, Conyers, Watt, Maffei, Johnson,
Scott, Franks, and Coble.

Staff present: (Majority) Norberto Salinas, Counsel; Adam Rus-
sell, Majority Professional Staff Member; and (Minority) Daniel
Flores, Counsel.

Mr. CoHEN. My apologies for being late. This hearing of the Com-
mittee on the Judiciary Subcommittee on Commercial and Admin-
istrative Law will now come to order. Without objection the Chair
will be authorized to declare a recess of the hearing.

I will now recognize myself for a short statement. This past May,
this Subcommittee held a hearing focused on the credit card indus-
try’s use of arbitration. Today’s hearing is not focused on a specific
industry. Instead this Subcommittee will examine the use of arbi-
tration in employment contracts, long-term care facility admission
contracts and other consumer contracts.

Also, the witnesses will update us on the recent developments in
the last 4 months which necessitate us having a further discussion
on the use of mandatory arbitration. We are looking at many
changes to the realm of arbitration. The National Arbitration
Forum has abandoned its consumer arbitration practice, and the
American Arbitration Association has halted its practice of arbi-
trating debt collection cases.

Bank of America has chosen not to seek enforcement of arbitra-
tion agreements with specific customers and American Express is
re-evaluating its arbitration policy.

The Federal Trade Commission is examining this process as well,
and President Obama’s administration is urging a new Federal
agency be able to regulate the use of arbitration in consumer trans-
actions.

While all of these changes are a positive step, it is unclear what
impact they may have on the arbitration process. As a Nation that
has championed civil rights and consumer protection laws, we must
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balance the needs for quicker and inexpensive resolution for dis-
putes with upholding a consumer’s right to choose.

According to my colleagues on the other side, the Supreme Court
has interpreted the FAA to permit challenges to an arbitration
agreement if that challenge is based on generally applicable state
contract law. As a result, they contend that courts around the
country routinely strike down arbitration agreements that do not
provide consumers with fair notice or fair procedures.

While some courts have struck down arbitration agreements, and
decisions, it certainly hasn’t happened routinely. Courts have done
so only for the most egregious examples, such as where there is
evidence that the arbitrators were corrupt or where the arbitration
agreements were unconscionable.

And as we all know, it is difficult to prove corruption without ex-
pending enormous resources, which most employees and customers
don’t have the resources to carry that type of suit to conclusion.
Further, most states have a very narrow view of what constitutes
unconscionability. Thus the system does not protect consumers.

While arbitration may offer benefits, and certainly it does, and
I understand that, and I have talked to many people about it, and
they can facilitate the correction of certain problems and in an in-
expensive and timely manner, I still have concerns about the use
of mandatory binding arbitration agreements in any context in
light of the lawsuit against the National Arbitration Forum.

Certainly sensitive to the importance of the arbitration process
and how it can be helpful in resolving issues, but adhesion con-
tracts cause me a problem and have since I learned about them in
law school. Nevertheless, there are instances in which the process
may not always be the best in the interest of the consumers or em-
ployees because sometimes they are adhesion contracts, and some-
times it doesn’t allow them to get the proper redress of injuries
they may suffer.

We must be sure the arbitration process is fair and voluntary so
that all parties to a dispute can reap the benefits of arbitration. Ac-
cordingly, I look forward to receiving today’s testimony, and I now
recognize my colleague Mr. Franks, the distinguished Ranking
Member for his opening remarks.

Mr. FRANKS. Well, thank you, Mr. Chairman, and Mr. Chairman,
I would like to welcome the two Members here, Mr. Johnson and
Ms. Sanchez. I had the privilege of seeing Ms. Sanchez’s addition
to her family, and I have this sneaking suspicion it may be a little
Democrat. But I tell you, it was a precious, precious little boy, and
it kind of gives the rest of us hope here.

Mr. Chairman, in all due deference to probably the opposing
viewpoints at the table here, I guess I would start out by saying,
you know, arbitration, I believe is a critical tool in our society be-
cause it makes justice prompt and accessible for millions of Ameri-
cans, and without it too many citizens would be left out in the cold
by overburdened courts and overpriced lawyers.

I feel strongly enough about this that I circulated a letter yester-
day to all my colleagues seeking to set the record straight on arbi-
tration, and because I believe that record is so full of myths that
it can be hard for us to see the issue clearly.
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Many times, for example, I hear claims that the voluntary use
of pre-dispute arbitration agreements somehow undercuts con-
sumers’ indelible rights to jury trials, but I think that can be hard-
ly further from the truth.

Jury trials are remote prospects in the vast majority of consumer
lawsuits in the first place. The norm for these cases in court is not
jury trial, but dismissal on pre-trial motions or disposition on sum-
mary judgment.

Many cases, of course, are settled, perhaps most significantly in
consumer class actions. But class actions routinely leave consumers
with pennies on the dollar for their claims. It is the wealthy trial
lawyers who bring these cases, not the consumer plaintiffs, who
reap the profits from litigation.

Still worse, the right to trial jury is simply hollow for those
whose claims are too small for a lawyer to make. Millions upon
millions of Americans who have claims that are clearly meritorious
don’t generate enough legal fees to attract a lawyer. These citizens
face tall odds when they go it alone in court. It is the simple, flexi-
ble, inexpensive procedures of arbitration that allow them to seek
and obtain meaningful relief.

Now, the second myth is that the courts have interpreted the
Federal Arbitration Act to trump state laws, leaving consumers lit-
tle recourse in the few cases in which arbitration might be unfair.
But the Supreme Court has interpreted the act to permit anyone
to challenge an arbitration agreement if the challenge is based on
generally applicable state contract law.

In applying this standard, courts around the country regularly
apply legal principles, such as state unconscionability law to strike
down arbitration agreements that do not provide consumers with
fair notice or fair procedures.

And the third myth is that arbitration involves high administra-
tive fees and unduly limits discovery. The truth again is to the con-
trary. The American Arbitration Association, for example, limits
consumers’ fees to only $125 for arbitration claims seeking less
than $10,000. The AAA’s consumer due process protocol, mean-
while, calls for consumers to have access to discovery that is legally
obtainable and relevant to their case.

Recently there has been one incident that has led to renewed
calls for restrictions on mandatory binding arbitration, and that
was the National Arbitration Forum’s withdrawal from consumer
arbitration. NAF’s action followed a lawsuit over the Forum’s debt
collection relationships. But Mr. Chairman, this incident shows
that problems are already being solved in the one sector that has
been the poster child for enemies of arbitration.

NAF’s debt collection experience provides no basis for reaching
out to prohibit mandatory binding arbitration across the board. Too
often Congress specializes in legislating unnecessary, quote, “solu-
tions” to nonexistent problems. Such legislation typically serves
only to strengthen special interests such as the plaintiff’s trial bar.

I hope that Congress does not pursue an unnecessary solution to
the mythical problems with arbitration. That legislation would
come at a huge price, the sacrifice of one of the practical means
that millions of Americans have to obtain justice. And with that,
Mr. Chairman, I respectfully yield back.
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Mr. CoHEN. Thank you, and I thank you for your statement.

And I now recognize Mr. Conyers, distinguished Member of the
Subcommittee and the congressperson from the state that has a
football team, once again, for an opening statement.

Mr. CoNYERS. Thank you, Mr. Chairman. We welcome the wit-
nesses, but particularly our two Members of the Committee who
have been making very important and unique contributions on the
subject. This debate started in 1925 when we passed the first Fed-
eral Arbitration Act, but here is what brings us here today.

Arbitration has not always been beneficial to all parties. Arbitra-
tion has not been fair to all parties, and arbitration has sometimes
eviscerated protection of some Federal consumer and civil rights
statutes. I commend Ms. Sanchez, a former Subcommittee Chair
herself, for her targeting and focus on one particular area of nurs-
ing homes, and that is critical, and that to Hank Johnson. His ap-
proach is a wider one.

Now, there are some more problems that have cropped up. The
claim, well, there is secrecy in arbitration awards so we don’t know
who needs—we sometimes need to change the law and we don’t get
a chance to do it because the awards are required not to be pub-
lished. So there is some wrongdoing that sometimes escapes our at-
tention and ultimately harms everybody.

And then originally, arbitration was conceived of as one organiza-
tion or organizations in the same industry. For example, if General
Motors and Chrysler ended up in arbitration there would be some
balance. The question, though, is what happens when it is an em-
ployee going up against an employer? That is a different situation.

And I am sorry to report that arbitrators have not always been
found to be neutral, and that as a matter of fact there has been
established relationships with parties on one side of the dispute or
other that have made it unlikely to get a fair result.

And then mandatory provisions have escalated. They are in every
kind of contract and it is a “take it or leave it” deal. It is in there.
What is the matter with you? You don’t like arbitration? What is
your problem?

Credit card companies are infamous in the way they do this. Cell
phone providers, again, that dictate their consumer product sales
and service contracts have mandatory arbitration clauses, and so
millions of consumers and employees are left with little or no way
to change or modify or negotiate an arbitration clause, so

I am looking at some studies by Public Citizen, Christian Science
Monitor, Center for Responsible Lending, the Minnesota attorney
general’s decision, and I want to start this hearing. We have got
some fine University of Michigan law school people here, and I
want to get them up, as well as our distinguished Members of the
Committee. Thank you, very much.

[The prepared statement of Mr. Conyers follows:]

PREPARED STATEMENT OF THE HONORABLE JOHN CONYERS, JR., A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF MICHIGAN, CHAIRMAN, COMMITTEE ON THE JUDI-
CIARY, AND MEMBER, SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW

During the Congressional debates on arbitration more than 70 years ago, wit-
nesses testified about the potential benefits of this form of resolving disputes with-
out judicial intervention.
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They noted, for example, that when arbitration is properly used, it can help par-
ties avoid the delay and costs of protracted litigation. And arbitration can serve to
relieve the burden on courts to decide disputes.

Their testimony led Congress to pass the Federal Arbitration Act, which empow-
ered courts to enforce arbitration agreements.

As we have since learned during the last 20 years, however, arbitration is not al-
ways beneficial to all parties, and it may eviscerate the protection of some federal
consumer and civil rights statutes.

Others claim that the secrecy of arbitration awards hinders the development of
the law, and awareness of wrongdoing by businesses, which ultimately harms all
consumers and employees.

Still others assert that arbitration providers and arbitrators are not always neu-
tral and, in fact, may have cozy relationships with parties on one side of these dis-
putes.

Nevertheless, the use of mandatory provisions in various contractual agreements
has rapidly escalated in recent years and, as a result, has become virtually ubig-
uitous.

Many businesses—from credit card companies to cell phone providers—dictate
that their consumer product sale and service contracts include mandatory arbitra-
tion clauses. Similarly, many employers demand that their workers agree to arbi-
trate employment disputes as a condition of their employment.

As a result, millions of consumers and employees across our Nation are legally
bound to mandatory arbitration clauses in contracts with little or no ability to nego-
tiate them.

To those who wonder why these mandatory arbitration clauses are fundamentally
unfair to consumers and employees, here are just a few reasons.

First, those who are charged with determining arbitration disputes may not real-
ly be neutral and independent.

For many years, former arbitrators, consumers, and employees have contended
that arbitration providers tend to favor their business customers. Specifically, they
assert that arbitrators often decide in favor of businesses and, in the rare instances
when they rule in favor of consumers or employees, they often award damages lower
than what was requested.

Indeed, this Subcommittee has heard from several witnesses supporting these as-
sertions, as well as considered studies and analyses by Public Citizen, the Christian
Slciepce Monitor, and the Center for Responsible Lending that reached similar con-
clusions.

But it was not until this summer, when a lawsuit filed by the Minnesota Attorney
General helped to focus a national spotlight on these serious allegations, that we
learned how true they were.

The lawsuit alleged that the National Arbitration Forum, a major arbitration pro-
vider claiming that it is independent, neutral, and unaffiliated with any party to
a dispute, was actually encouraging companies to insert arbitration agreements in
their consumer contracts, and to appoint the Forum to arbitrate their disputes.

Worse, the complaint alleges, the Forum blackballed arbitrators who ruled against
its favored businesses, and had financial ties to some businesses that were parties
to disputes it arbitrated.

Obviously, arbitration under these circumstances could not be considered fair. The
Forum quickly agreed to a settlement, which included its complete withdrawal from
arbitrating consumer cases.

After this settlement, the American Arbitration Association, another major arbi-
tration provider, promptly announced that it would cease arbitrating certain con-
sumer disputes.

Despite these developments, nothing currently prevents other arbitration pro-
viders from providing services that are not independent.

Minnesota’s lawsuit certainly calls into question whether arbitration proceedings
are consistently conducted by neutral arbitrators.

But consumers and employees should not have to rely on governmental lawsuits
to ensure that arbitration proceedings are fair.

Accordingly, I urge Congress to consider legislation that would restore integrity
to the arbitration process, or limit the enforceability of mandatory arbitration
clauses, or both.

Clearly, in the absence of governmental oversight, arbitration providers and busi-
nesses have established relationships that benefit them financially at the expense
of consumers and employees.

Second, mandatory arbitration clauses are particularly unfair to consumers and
employees, because they often lack any bargaining power over whether these clauses
are included in contracts with their business counterparties.
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It should come to no surprise that many of these clauses, when included in con-
sumer and employment contracts, favor businesses.

By virtue of these clauses, consumers and employees legally lose their constitu-
tional right to a jury trial. In addition, some of the procedural requirements these
clauses impose can make it difficult, even cost-prohibitive, for consumers to protect
their rights under the law.

Congress should not restrict the rights and options of consumers and employees
to resolve disputes. Rather, arbitration should be one option among many to resolve
disputes. It should not be the only option.

Third, the courts have greatly expanded the scope of the Federal Arbitration Act
(tio afpply to consumers and employees in respects not originally intended by the Act’s

rafters.

As we have learned, the Federal Arbitration Act was conceived to give courts the
authority to enforce arbitration awards, and Congress intended for the Act to apply
only to disputes between merchants of an equal bargaining position. The Act was
not intended to apply to workers or consumers.

Nevertheless, the Supreme Court has substantially broadened the reach of the
Act, which has, in turn, encouraged the inclusion of mandatory arbitration clauses
in nearly every type of consumer and employment contract.

The Court’s decisions have very much weakened the impact of Federal and State
consumer protection laws and employee rights laws. As a result, many Americans
have been denied their day in court.

Congress should therefore consider legislation clarifying the Act’s original intent
and spirit.

Legislation that protects consumers and employees is a common-sense solution for
all Americans.

My colleagues, Representatives Linda Sanchez and Hank Johnson, each have in-
troduced legislation that make positive steps toward a solution.

Their proposals will allow consumers, employees, franchisees, residents of long-
term care facilities, and others to opt for arbitration, rather than have arbitration
imposed on them as a pre-condition for service or employment. Their legislation
would help ensure a fairer arbitration process because the terms of arbitration will
not be dictated by one party to the dispute.

If Congress fails to be more assertive in protecting consumers and employees and
guaranteeing the right to a jury trial, I fear that more Americans will be on the
losing end when they have to arbitrate a dispute.

I thank the witnesses for being here today, and look forward to hearing their tes-
timony.

Mr. CoHEN. Cheer, cheer for Michigan, da, da—thank you for the
gentleman’s statement. Without objection other Members’ opening
statements will be included in the record and first I would like to—
we have a panel of congresspeople.

And I do welcome Ms. Sanchez, the former Chairperson of this
particular Committee, and Mr. Johnson, the Chairperson of an-
other distinguished and important Subcommittee of the Judiciary
Committee. And I welcome each of them to the Committee, and I
would recognize the former Chairlady, Ms. Sanchez, for her state-
ment.

TESTIMONY OF THE HONORABLE LINDA T. SANCHEZ, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF CALI-
FORNIA

Ms. SANCHEZ. Thank you, Chairman Cohen and Chairman Con-
yers and Ranking Member Franks and Members of the Committee
for allowing me the opportunity to testify today about a very impor-
tant piece of legislation, which also has a very deeply personal
meaning for me.

Last Congress, when I chaired this Subcommittee, we held sev-
eral hearings to investigate the fairness and usefulness of arbitra-
tion agreements. We learned among other things that arbitration
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is a very useful alternative to the court system, but especially when
the parties agreeing to arbitrate have about the same level of
knowledge and the same amount of sophistication regarding it.

On the other hand, we also found that in certain circumstances
arbitration agreements can be forced on vulnerable parties who
have little knowledge about what they are signing, and quite frank-
ly, little choice, if any choice, in the matter at all.

I want to be very clear that I strongly support the principles of
arbitration and the arbitration process. Arbitration can clear court
dockets, provide swift resolution and reduce legal fees. But because
it can also limit evidence and damages and deny the possibility of
a jury trial, it must be willingly entered into by both parties, not
just the party with the superior economic power.

Checking a parent or other relative into a nursing home or other
long-term care facility is a perfect example of a time when one
party has no real power or choice in the matter. And for these rea-
sons I introduced H.R. 1237, the Fairness in Nursing Home Arbi-
tration Act, to make pre-dispute, mandatory arbitration clauses in
long-term care contracts unenforceable and to restore to residents
and their families their full legal rights.

This legislation would allow families and residents to maintain
their peace of mind as they look for that perfect long-term care fa-
cility.

By 2040, the demand for long-term care services will more than
double in this country and the long-term care industry is increas-
ingly requiring patients or their guardians to sign binding, pre-dis-
pute arbitration clauses as a prerequisite to admission.

Unfortunately, the inclusion of such mandatory clauses adds a
confusing and legally binding complication to an event that is al-
ready difficult enough and sometimes even very heartbreaking. For
desperate families who are unable to provide adequate care at
home, the need for an immediate placement for their loved one
makes the “take it or leave it” choice no choice at all.

Families who are in the midst of a very painful decision to place
a parent in a nursing home rarely have the time or wherewithal
to fully and thoughtfully consider mandatory arbitration clauses.
They are in no position to adequately determine what agreeing to
such a clause will mean for their loved one should the unthinkable
happen.

Instead of some future dispute, what is real and immediate is the
prospect of needing care for a loved one now. The emotional toll
and the sense of vulnerability when moving a loved one into the
care of strangers at a nursing home is something that I am famil-
iar with. My father, who has been struggling with Alzheimer’s for
a number of years, took a turn for the worse in the past year, to
the point where we could no longer provide safe and adequate care
at home for him.

One of the last things that I wanted to worry about when search-
ing for a perfect placement was whether or not he was forgoing his
legal rights. Instead, I wanted to focus solely on the quality and
the range of services that each facility had to offer. As it turned
out, my family chose a facility that met other requirements but
also had a mandatory pre-dispute arbitration clause in its contract.
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This bill that I have introduced is for the families across the Na-
tion who face similar decisions at a time when they are least pre-
pared to make them. As we learned last year, average consumers
are totally unfamiliar with the concept of arbitration. They may not
even be aware of the rights that they are signing away when they
agree to it. In short, I believe that Congress should act to protect
these vulnerable families.

I want to also clarify that not all nursing home operators use
mandatory, binding arbitration agreements upon admission. Some
do try to protect vulnerable families, for instance, by offering arbi-
tration on a voluntary basis. Others do admit patients immediately
but give them time to consider whether arbitration is right for
them.

This bill is fundamentally about fairness. It promotes fairness for
families experiencing the trauma of a parent in declining health by
making unenforceable mandatory, binding arbitration agreements
that families were essentially forced to sign whether they wanted
to or not.

Fairness demands that parties to a contract should have a legiti-
mate choice, not a forced one, about whether or not to arbitrate
their disputes. I am proud to note that several significant groups
who advocate on behalf of seniors and consumers, including AARP,
the National Senior Citizens Law Center, the Alzheimer’s Founda-
tion of America and the National Association of Consumer Advo-
cates, all support H.R. 1237.

In closing, I just want to mention one thing because I have been
accused of being anti-arbitration. What this bill seeks to do is just
take away the unequal bargaining power in a pre-dispute situation.
There is nothing that would take it away in a post-dispute, which
means that parties after a dispute arises could agree to have their
dispute settled in binding arbitration if they so choose.

But it would not force people into that scenario when they
haven’t had adequate time to recognize what they are signing when
they sign a mandatory, pre-dispute, binding arbitration clause. I
think you very much for the opportunity to testify today and I hope
that you will join me in supporting this legislation.

[The prepared statement of Ms. Sanchez follows:]
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PREPARED STATEMENT OF THE HONORABLE LINDA T. SANCHEZ, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF CALIFORNIA, AND MEMBER, COMMITTEE ON THE JU-
DICIARY

Hearing on Hearing on Mandatory Binding Arbitration: Is it Fair and Voluntary?
CAL Subcommittee

Rep. Linda T. Sanchez

September 15, 2009

Chairman Cohen, Chairman Conyers, and Ranking
Member Franks, thank you so much for allowing me
the opportunity to testify today about this very
important legislation, which also has deeply a

personal meaning to me.

Last Congress, when I chaired this Subcommittee,
we held several hearings to investigate the fairness
and usefulness of arbitration agreements. We
learned, among other things, that arbitration is a very
useful alternative to the court system, especially
when the parties agreeing to arbitrate have about the
same level of knowledge and sophistication

regarding it.
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On the other hand, we also found that, in certain
circumstances, arbitration agreements can be forced
on vulnerable parties who have little knowledge
about what they are signing, and frankly little choice

in the matter.

I want to be clear that I strongly support the
principles of arbitration and the arbitration process.
Arbitration can clear court dockets, provide swift
resolution, and reduce legal fees. But, because it can
also limit evidence and damages, and deny the
possibility of a jury trial, it must be willingly entered
into by both parties, not just the party with greater

€Conomic power.

Checking a parent or other relative into a nursing
home or other long-term care facility is a perfect
example of a time when one party really has no real

power or choice in the matter.
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For these reasons, | introduced H.R. 1237, the
“Fairness in Nursing Home Arbitration Act,” to
make pre-dispute, mandatory arbitration clauses in
long-term care contracts unenforceable and to
restore to residents and their families their full legal
rights. This legislation would allow families and
residents to maintain their peace of mind as they

look for that perfect long-term care facility.

By 2040 the demand for long-term care services will
more than double. And the long-term care industry
is increasingly requiring patients or their guardians
to sign binding, pre-dispute arbitration clauses as a

prerequisite to admission.
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Unfortunately, the inclusion of such mandatory
clauses adds a confusing—and legally binding—
complication to an event that is already difficult and

even heartbreaking.

For desperate families who are unable to provide
adequate care at home, the need for an immediate
placement for their loved one makes the “take-it-or-

leave-it” choice no choice at all.

Families who are in the midst of the painful decision
to place a parent in a nursing home rarely have the
time or wherewithal to fully and thoughtfully

consider mandatory arbitration clauses.

They are not in a position to adequately determine
what agreeing to such a clause will mean for their

loved one should the unthinkable happen.
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Instead of some future dispute, what’s real and

immediate is the proper care of a loved one now.

The emotional toll and the sense of vulnerability
when moving a loved one into the care of strangers
at a nursing home is something I am all too familiar
with.

My father, who has been struggling with
Alzheimer’s for a number of years, took a turn for
the worse in recent years, to the point where we
could no longer provide safe and adequate care at

home.

One of the last things I wanted to worry about when
searching for that perfect placement was whether he
was forgoing his legal rights. Instead, | wanted to

focus solely on the quality and range of services the

facility would provide him.
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As it turned out, my family chose a facility that met
our requirements but also had a mandatory, pre-

dispute arbitration clause in its contract.

This bill is for the families across the nation who
face similar decisions at a time when they are least

prepared to make them.

As we learned last year, many average consumers
are totally unfamiliar with the concept of arbitration.
They may not even be aware of the rights they are
signing away. In short, Congress should act to

protect these vulnerable families.
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Let me also clarify that not all nursing home
operators use mandatory, binding arbitration
agreements upon admission. Some do try to protect
vulnerable families by, for instance, offering
arbitration on a voluntary basis. Others admit
patients immediately, but give them time to consider

whether arbitration is right for them.

This bill is about fairness. It promotes fairness for
families experiencing the trauma of a parent in
declining health by making unenforceable
mandatory, binding arbitration agreements that
families were essentially forced to sign whether they

wanted to or not.

Fairness demands that parties to a contract should
have a legitimate choice, not a forced one, about

whether or not to arbitrate their disputes.
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I am proud to note that several significant groups
who advocate on behalf of seniors and consumers,
including the National Senior Citizens Law Center,
the Alzheimer’s Foundation of America, and the
National Association for Consumer Advocates,
support H.R. 1237.

I thank you for the opportunity to testify today and
hope that you will all join me in supporting this

legislation.

Mr. CoHEN. Thank you, Congresswoman Sanchez. We welcome
you back to your old home and thank you for your coming here.

Our next witness is Representative Hank Johnson, who rep-
resents Georgia’s 4th Congressional District. He is a regional whip,
and he also serves on the House Democratic leadership. He is on
Armed Forces and Judiciary and Chairman of the Courts and Com-
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petition Policy, a distinguished Member of this Subcommittee and
my dear friend.
You are recognized.

TESTIMONY OF THE HONORABLE HENRY C. “HANK” JOHNSON,
JR., A REPRESENTATIVE IN CONGRESS FROM THE STATE OF
GEORGIA

Mr. JOHNSON. Thank you, Chairman Cohen, and I have always
tried to be as great a Member as you have set the example for me.
But I want to get into this. Forced arbitration has been a concern
of mine for many years, and I firmly believe that the Congress
must act in this instance to protect consumers.

In the 100——

Mr. COHEN. Mr. Johnson, it has been suggested that you might
need to pull the mike a little closer because some of us don’t hear
as well as we did 20 years ago.

Mr. JOHNSON. All right. Okay. In the 110th Congress I intro-
duced the Arbitration Fairness Act, a bill that would prevent all
forced pre-dispute arbitration clauses. That bill passed favorably
out of this Subcommittee, and I reintroduced the legislation in this
Congress, and I am proud to have the Chairman of the full Judici-
ary Committee and three other fine Members of this Subcommittee
as original co-sponsors.

In fact, this bipartisan bill already has 90 co-sponsors. H.R. 1020,
the Arbitration Fairness Act, does not eliminate all arbitration; it
merely prevents forced pre-dispute arbitration clauses. Consumers
may still opt to arbitrate a dispute with a company, but only when
that consumer determines that it is the appropriate forum at the
time the conflict arises and not before.

As Chairman of the Judiciary Committee, Judiciary Sub-
committee on Courts and Competition Policy, I believe it is vital
that consumers continue to have access to the courts and not be
foreclosed from litigation by the constraints of pre-dispute forced
arbitration clauses. Major arbitration companies, including the Na-
tional Arbitration Forum and the American Arbitration Associa-
tion, have recently stopped arbitrating consumer claims.

However, pre-dispute arbitration clauses remain in many of the
consumer, franchisee and employment contracts. This means that
the NAF and the AAA’s grand gestures do not actually mitigate the
harmful impact of forced arbitration clauses on consumers.

Another company will eventually fill the void and begin to arbi-
trate consumer claims again. There is no reason to think that the
arbitration process will be any fairer to consumers when this oc-
curs.

Just a few weeks ago, Bank of America voluntarily dropped its
mandatory arbitration program for credit card disputes, deposit ac-
count disputes and disputes involving loans for automobiles, rec-
reational vehicles and boats.

This is very noble of Bank of America, and it is the kind of re-
form we need, but we cannot count on companies to voluntarily re-
move arbitration clauses when so many of the companies benefit
tremendously from them.

I recently wrote a letter to the attorney general of the state of
Georgia addressing the need for close scrutiny of arbitration
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clauses in home builder contracts. The personal harm alleged by
several of my constituents shows how difficult it is for consumers
to prevail in the arbitration process.

The abusive practices that harm these victims are indicative of
a much larger problem where consumers are forced to agree to ar-
bitration clauses that strongly favor the company to the detriment
of the consumer.

You know, it is okay to, across the backyard fence, to lie to your
neighbor about the length and weight of the fish that you caught
or about your previous career as an actor or a model or something
like that.

I mean, you can do that. But in court, at the courthouse, you
must take an oath of office and swear to tell the truth, and that
promise or that oath is enforceable through the criminal laws of
this Nation and various states. But we have no kind of funda-
mental check and balance on arbitration proceedings with respect
to having to tell the truth.

And secondly, well, I am not going to go into all the particulars.
I know that our witnesses to come will go into various aspects of
forced arbitration and why we need to take action as a legislature
to correct this imbalance which has existed. Thank you.

[The prepared statement of Mr. Johnson follows:]

PREPARED STATEMENT OF THE HONORABLE HENRY C. “HANK” JOHNSON, JR., A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF GEORGIA, AND MEMBER, SUB-
COMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW

Thank you, Chairman Cohen, for the opportunity to testify today before the Com-
mercial and Administrative Law Subcommittee. Forced arbitration has been a con-
cern of mine for many years and I firmly believe that Congress must act in this
instance to protect consumers.

In the 110th Congress, I introduced the Arbitration Fairness Act, a bill that would
prevent all forced pre-dispute arbitration clauses. That bill passed favorably out of
this Subcommittee. I re-introduced my legislation in this Congress, and am proud
to have the Chairman of the Full Judiciary and three other fine members of this
Subcommittee as original cosponsors. In fact, this bipartisan bill already has over
90 cosponsors.

The Arbitration Fairness Act does not forbid arbitration clauses. It merely pre-
vents forced pre-dispute arbitration clauses. Consumers may still opt to arbitrate a
dispute with a company. But only when that consumer determines that it is the ap-
propriate forum at the time the conflict arises and not before.

As Chairman of the Judiciary Committee Subcommittee on Courts and Competi-
tion Policy, I believe it is vital that consumers continue to have access to the courts
and not be foreclosed from litigation by the constraints of a pre-dispute forced arbi-
tration clause.

Major arbitration companies, including the National Arbitration Forum and
American Arbitration Association have recognized that the arbitration process, in its
mandatory form, is unfair to consumers. Recently, Bank of America voluntarily
dropped its mandatory arbitration program for credit-card disputes, deposit account
gisputes and disputes involved loans for automobiles, recreational vehicles and

oats.

These small steps towards eliminating forced arbitration clauses only underscores
the need for Congress to enact my legislation along with Representative Sanchez’s
Fairness in Nursing Home Arbitration Act. Pre-dispute forced arbitration agree-
ments are nearly always the product of unequal bargaining power between the con-
sumer and the business. The scales of justice ought not to be so weighted.

I recently wrote a letter to the Attorney General of the State of Georgia address-
ing the need for close scrutiny of arbitration clauses in home builder contracts. The
personal harm alleged by several of my constituents pertains to just one company’s
abuse of the arbitration process. However, the abusive practices that harmed these
victims of arbitration is indicative of a much larger problems where consumers are
forced to sign arbitration clauses that strongly favor the company to the detriment
of the consumer.
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Arbitration agreements remain in many other consumer, employment, and
franchisee agreements. Congress must act to prohibit forced arbitration before con-
sumers suffer any more harm.

Again, I thank Chairman Cohen for the opportunity to testify before the Commer-
cial and Administrative Law Subcommittee today.

Mr. COHEN. Thank you, Mr. Johnson. I appreciate the witnesses.
Is there any Member of the panel that would like to ask a question
of our colleagues? If not, we thank you for your testimony and your
work in authoring these bills, and we will have hearings and obvi-
ously you are welcome to attend or go to the recesses of your office
and watch by the magic of television.

So we now dismiss the first panel and welcome the second panel.

I thank the witnesses for participating in today’s hearing. With-
out objection, your written statement will be placed in the record,
and we would ask that you limit your oral remarks to 5 minutes.
You have got a lighting system, and the green means you are with-
in the first 4 minutes.

When it is yellow it means you need to be starting to think about
the fact that, in 1 minute or less, you will have a red light, which
means you are supposed to stop. If you do stop at that point, you
will be one of our best witnesses. Subcommittee Members will be
permitted to ask questions subject to the same 5-minute limit,
which is rarely kept.

Our first witness is Ms. Alison Hirschel. Professor Hirschel
serves as the “elder” law attorney—oh, I guess that is for older peo-
ple. Yes, I didn’t think it fit you—at the Michigan Poverty Law
Program, a statewide back-up center for legal services programs,
where her practice includes litigation, legislative and administra-
tive advocacy and professional and community education efforts.

Prior to coming to Michigan in 1997, she spent 12 years at Com-
munity Legal Services in Philadelphia as a staff attorney, co-direc-
tor there of the Elderly Law Project, and finally as deputy director.
Thank you for being here, Professor Hirschel, and you may begin
your 5 minutes.

TESTIMONY OF ALISON E. HIRSCHEL, NATIONAL CONSUMER
VOICE FOR QUALITY LONG-TERM CARE, WASHINGTON, DC

Ms. HIRSCHEL. Thank you very much, Chairman Conyers, Chair-
man Cohen, Ranking Member Franks

lzl/lr. COHEN. You need to pop your button on, I guess, to get
audio.

Ms. HiRsCHEL. Okay. Chairman Conyers, Chairman Cohen,
Ranking Member Franks and Members of the Subcommittee, thank
you for inviting me here today to speak on behalf of NCCNHR: The
National Consumer Voice for Quality Long-term Care.

For the past 24 years, I have been a public interest lawyer rep-
resenting long-term care consumers, and I know from my practice
that residents and families often sign admissions agreements when
they are under enormous stress. Frequently, because of a medical
crisis or the loss of the caregiver, the resident needs immediate
placement and the facility to which they are being admitted might
be the only option they have.
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Most consumers who sign admissions contracts don’t realize that
they include an arbitration clause, and even if they notice them,
they don’t know that arbitrators are often industry lawyers with an
incentive to favor the facility, or that arbitration can be costly for
consumers, or that awards are generally significantly lower than
jury awards, and that there is virtually no appeal.

The last thing on most consumers’ minds at the time of admis-
sions is how they will seek a remedy if something goes wrong. Con-
sumers enter a long-term care facility looking for care and compas-
sion, not arbitration or litigation. Even if the consumer under-
stands the provisions, most won’t challenge them.

No resident or family wants to get off on the wrong foot with a
facility that will hold the resident’s very life in their hand. No one
wants to be marked a troublemaker before the resident has even
entered the facility, especially about a legal provision in the admis-
sions contract that they hope will never apply to them.

Unfortunately, sometimes things do go grievously wrong. In the
case of Vunies B. High, a 92-year-old Detroit area woman who hap-
pened to be the sister of the legendary boxer Joe Louis, she had
dementia, and her family admitted her to an assisted living facility
where they thought she would be safe.

Unfortunately, on a frigid night in February of last year, when
the staff failed to properly supervise her, she wandered out of that
facility wearing only her pajamas and froze to death. Only then did
her family discover that the admissions agreement contained a
mandatory binding arbitration provision.

It stated, like many of these provisions, that in case of any dis-
pute, the provider has the sole and unfettered option to resolve the
dispute in binding arbitration. The provider would choose the loca-
tion for the arbitration. The provider would choose the rules, and
the provider retained its rights to any action against Ms. High in
court though she was required to give up that right if she had an
action against the facility.

Fortunately, the Federal court in that case determined that the
contract was unenforceable for a number of reasons, including the
unequal bargaining power of the parties, the lack of discussion of
the provision with Ms. High or her family, Ms. High’s obvious con-
fusion, and the fact that the agreement was presented to Ms. High
and her family after she had already moved into the facility, and
was, in fact, never signed.

The High family was lucky the arbitration agreement was invali-
dated. Courts routinely enforce onerous arbitration clauses signed
under the most coercive conditions. When arbitration agreements
are enforced, harrowing abuse or neglect may never be brought to
light, and that is an important incentive for facilities to provide
quality care, and it is lost when those things don’t come to light.

As Yale law professor, Judith Resnik, notes in a forthcoming
book, secretiveness in outcomes is often a signature of arbitration.
She notes that “arbitration is often a set of procedures without
transcripts, public observers or reported outcomes.”

At the same time we are seeing a dramatic rise in the number
of mandatory arbitration clauses, government surveys and studies
continue to provide disturbing evidence of serious neglect and
avoidable injuries and deaths in nursing homes. This is particu-
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larly shocking in an industry that receives $75 billion in taxpayer
money each year through Medicare and Medicaid.

Proponents of forced pre-dispute arbitration agreements lament
that funds that should be spent on resident care are allegedly di-
verted to pay for litigation and liability insurance.

But I want to be clear about two points: First, what really costs
taxpayers unfathomable sums of money is poor care itself. Poor
care leads to unnecessary and frequent hospitalization for condi-
tions that never should have arisen and to surgery, specialists’ vis-
its, medications and durable medical equipment to address ills that
never should have been suffered.

Second, even if providers are spared the expense of litigation and
increased premiums should those occur, there is no guarantee that
those savings will be used to improve resident care or do anything
that benefits residents. Nothing prevents providers from simply
using those funds to increase their investors’ returns.

As testimony in several congressional hearings has disclosed,
nursing home corporations are setting up complex operating and fi-
nancing structures that hide ownership, bleed funding out of facili-
ties, limit accountability and reduce nursing staff and quality of
care.

We should be limiting corporate abuse of public funds, not resi-
dents seeking justice. And finally, let me just note that I am not
anti-arbitration. I am only opposed to pre-dispute, binding, forced
arbitration.

Arbitration wasn’t intended as an end-run around justice or a
way to keep wrongdoing out of the public eye. And in cases in
which consumers already suffered grievous harm, Congress should
not permit long-term care facilities to add the bitter burden of de-
nial of the fundamental right of access to the court.

Thank you.

[The prepared statement of Ms. Hirschel follows:]

PREPARED STATEMENT OF ALISON E. HIRSCHEL

Chairman Conyers, Chairman Cohen, Ranking Member Franks and members of the
Subcommittee:

Thank you for inviting me to speak on behalf of NCCNHR: The National Con-
sumer Voice for Quality Long Term Care.! For more than 30 years, NCCNHR has
provided a national voice for long-term care residents, their families, ombudsmen,
and consumer advocates, such as the Michigan Campaign for Quality Care which
I represent. Thirty years ago, I started my career as an intern at the House Select
Committee on Aging. And for the past 24 years, I have been a public interest lawyer
representing long term care consumers on issues ranging from their initial admis-
sions to facilities to their sometimes tragic experiences of abuse or neglect in those
facilities.

Residents and families often sign admission agreements at times of enormous
stress in their lives and when they feel they have very limited options. Seeking ad-
mission to a facility is rarely a slow and deliberative process in which consumers
carefully evaluate the quality and services at numerous facilities and ponder every
page of the often voluminous admissions package to compare it to admission agree-
ments of other nearby facilities. Frequently, the admission occurs after a medical
crisis or the loss of a caregiver when the resident needs an immediate placement.

1INCCNHR (formerly the National Citizens’ Coalition for Nursing Home Reform) is a nonprofit
membership organization founded in 1975 by Elma L. Holder to protect the rights, safety and
dignity of America’s long-term care residents
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Indeed, sixty percent of nursing home admissions are directly from a hospital. The
facility to which the applicant is being admitted will often be the only facility that
has a bed, will accept the resident, or is close to the resident’s family and friends.

Most consumers who sign these contracts are unaware that they include an arbi-
tration clause, and they may not understand the provisions even if they notice them.
They don’t know that the arbitrators are often health care industry lawyers who
have an incentive to find for the facility and limit awards so that they will be hired
by the provider for future disputes. They don’t understand that arbitration can be
very costly for the consumer, that arbitration awards are generally significantly
lower than jury awards, and that there is no real ability to appeal. Moreover, the
last thing on most consumers’ minds at the time of admission is how they will seek
a remedy if something goes wrong. They enter a long term care facility looking for
care and compassion, not litigation or arbitration.

Even if the long term care facility explains the binding arbitration clause, most
consumers will not challenge it. First, nothing about the long term care admissions
process is like a negotiation between two equal parties. Consumers may not have
any other options and they generally sign whatever paperwork is presented to them.
Second, no resident or family wants to get off on the wrong foot with a facility that
will hold the fragile resident’s life in its hands. No one wants to be marked a trou-
blemaker before the resident has even entered the facility, especially about a legal
provision applicants do not expect to ever affect them.

Unfortunately, sometimes things do go grievously wrong as they did for Vunies
B. High, a 92 year old Detroit area resident with dementia. She was the sister of
the legendary boxer Joe Louis, a graduate of Howard University, an accomplished
woman who served as a long time English teacher and counselor in Detroit public
schools. Ms. High’s family placed her in an assisted living facility because they
thought she would be safe there. On a frigid night in February of last year, staff
of the facility failed to notice when Ms. High wandered out of that facility wearing
only her pajamas. She froze to death. Her family then discovered that the admis-
sions agreement contained a mandatory, binding arbitration provision. It, like many
mandatory arbitration clauses, stated that in the case of any dispute:

e The provider had the sole and unfettered option to choose to resolve the dis-
pute in binding arbitration;

e The provider would choose the location for the arbitration;

e The provider would choose the rules (the rules of the American Arbitration
Association or of the American Health Lawyers Association Alternative Dis-
pute Resolution Service Rules of Procedure for Arbitration);

e And the provider retained its right to institute any action against Ms. High
in any court of competent jurisdiction, though Ms. High was required to fore-
go that option as well as her right to a jury trial in any matter that was liti-
gated in court.

In addition, the agreement contained a limitation of only $100,000 in damages,
in addition to medical costs incurred, a provision Ms. High’s family also did not re-
call. When Ms. High’s family sought redress for her tragic and preventable death,
the facility, relying on the arbitration agreement, moved to dismiss the case. Fortu-
nately, the federal court determined that the contract was unenforceable for a num-
ber of reasons including:

e The unequal bargaining power of the parties;
o The lack of discussion of the provision with Ms. High or her family;
e Ms. High’s obvious limitations and confusion;
o The unilateral nature of the arbitration provision;
e The fact that the agreement was presented to Ms. High and her family after
she had already moved into the facility; and
e The context of presenting the agreement in an elder care facility.
The High family was lucky the arbitration agreement was invalidated. Courts

routinely enforce onerous arbitration provisions signed under the most coercive con-
ditions. When arbitration agreements are enforced, harrowing abuse or neglect may
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never be brought to light and an important incentive for facilities to provide quality
care is therefore lost.

As Yale Law Professor Judith Resnik notes in a forthcoming book, “[Slecrecy
about both processes and outcomes is often a signature of [arbitration]. . . .”2 She
cites a federal court decision that observes that confidentiality is part of the char-
acter of arbitration itself to prevent it from having precedent and gaining the
trappings of adjudication.® And that secrecy often includes banning disclosures by
participants, barring attendance by third party observers, and excluding or limiting
the media.# As Professor Resnik concludes, “The [Alternative Dispute Resolution]
packet . . . is often a set of procedures without transcripts, public observers, or re-
ported outcomes.” 5

At the same time we are seeing a dramatic rise in the number of mandatory arbi-
tration clauses, government studies continue to provide disturbing evidence of seri-
ous neglect and avoidable injuries and deaths in nursing homes. According to a Gov-
ernment Accountability Office (GAO) report in 2007, twenty percent of nursing
homes have been cited for putting their residents at risk of serious injury or death—
a shockingly high figure in an industry that receives more than $75 billion taxpayer
dollars through Medicare and Medicaid each year. And the GAO says that state sur-
veys understate the actual jeopardy and harm residents are experiencing.

It is true that we have an elaborate nursing home enforcement system. But that
enforcement system is, like many nursing homes themselves, seriously understaffed
and enormously challenged by its vital responsibilities. In my home state, a short-
age of surveyors has meant that complaints take weeks, months, and sometimes as
long as a year to investigate. In that period, records are lost or altered, witnesses
and evidence disappear, and surveyors are no longer able to substantiate even ex-
tremely serious and legitimate complaints. And when the neglect or abuse cannot
be substantiated, no penalty can be imposed.

Moreover, while surveyors miss a lot at nursing homes, licensed assisted living
facilities—which do not have the benefit of federal regulation—are inspected even
less often and less rigorously, and regulators in my state have few remedies if prob-
lems are discovered. And there is no enforcement in unlicensed facilities like the one
in which Ms. High resided. Thus, an overburdened enforcement system in nursing
homes, a limited system in licensed assisted living, and a nonexistent enforcement
system in unlicensed homes cannot be an adequate substitute for litigation in egre-
gious cases.

Proponents of forced pre-dispute arbitration agreements lament that funds that
should be spent on resident care are allegedly diverted to pay for litigation and li-
ability insurance. But I want to be clear about two points: First, what really costs
taxpayers unfathomable sums of money is poor care itself. Poor care leads to unnec-
essary and frequent hospitalization for conditions that never should have arisen,
and to surgery, specialists’ visits, medications, and durable medical equipment to
address ills that never should have been suffered. When a Wisconsin nursing home
ignored for more than five days Glen Macaux’s doctor’s orders to inspect and assess
his surgical site, the resulting infection caused septic shock, excruciating pain, se-
vere depression, and total disability—as well as hospital bills of almost $200,000.

Second, even if providers were spared the expense of litigation and increased in-
surance premiums—by tipping the playing field very much in their own favor—
there is no guarantee that savings will be invested in adequate staffing, training,
supplies, or in creating safe and appealing environments. Nothing prevents pro-
viders from using those funds to increase investors’ returns instead of improving
residents’ care and lives. The Government Accountability Office showed that when
Congress increased Medicare funding for skilled nursing facilities specifically to im-
prove nurse staffing levels, the amount of nursing care residents received was vir-
tually unchanged. And the Centers for Medicare and Medicaid Services recently re-

2See Chapter 14 in Judith Resnik and Dennis Curtis, REPRESENTING JUSTICE: THE RISE
AND FALL OF ADJUDICATION AS SEEN FROM RENAISSANCE ICONOGRAPHY TO
TWENTY-FIRST CENTURY COURTHOUSES (Yale University Press, forthcoming 2010).

31d. citing Iberia Credit Bureau, Inc. v. Cingular Wireless, 379 F. 3d 159, 175 (2005).

41d.

51d
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duced Medicare funding to nursing homes because it concluded that some of the
therapy Medicare paid for was given by aides, not licensed physical therapists, and
that it was often given to residents concurrently in groups while the government
was billed for individual treatments. Moreover, as testimony in several Congres-
sional hearings has disclosed, nursing home corporations are setting up complex op-
erating and financing structures that hide ownership, bleed funding out of the facili-
ties for corporate profits, limit accountability, and reduce nursing staff and quality
of care. We should be concerned about corporate abuse of public funds, not with resi-
dents seeking justice in the courts when they become victims of neglect and abuse
that is often caused by corporate greed.

Finally, let me note that we are not anti-arbitration. We are only opposed to pre-
dispute, binding, forced arbitration. Arbitration was not intended as an end run
around justice or a way to keep wrongdoing out of the public eye. In cases in which
consumers have already suffered grievous harm, Congress should not permit long
term care facilities to add the bitter burden of denial of the fundamental right of
access to the courts.

Thank you.

Mr. CoHEN. Thank you, Professor Hirschel, and you did good on
your red light.

Our second witness is Mr. Stuart Rossman. He is another Uni-
versity of Michigan attendee, I believe, while in undergraduate
school. He is a National Consumer Law Center staff attorney di-
recting litigation efforts there. He has 13 years in private practice
and we welcome him here.

He has founded and chaired the attorney general’s Abandoned
House Task Force, a project ready to assist municipalities and com-
munity groups in seeking solutions to abandoned properties. Thank
you, sir, we welcome your testimony.

TESTIMONY OF STUART T. ROSSMAN, NATIONAL CONSUMER
LAW CENTER, BOSTON, MA

Mr. ROSSMAN. Mr. Chairman, Members of the Committee, thank
you very much for inviting me here. As was noted, I am Director
of Litigation for the National Consumer Law Center, which is a 40-
year-old national organization representing the interests of low in-
come and elderly consumers in the areas of access to credit, afford-
able home ownership and utility rights.

We are dedicated to enforcing the substantive rights of con-
sumers and we are proud supporters of the Arbitration Fairness
Act that has been filed.

In my practice, arbitration clauses are ubiquitous. They show up
in credit cards. They show up in bank accounts. They show up in
telephone and cell phone contracts. They appear in personal, home
and car loans, utility agreements and in student financing.

They are particularly prevalent in predatory products where we
are dealing with the most vulnerable consumers, items such as
payday loans, rent-to-own contracts and subprime mortgages and
credit cards all contain the forced arbitration clauses.

Forced arbitration clauses prevent access to the constitutionally
protected judicial system. It prevents people from having access to
the rules of evidence, the rules of civil procedure, appellate review
and their right to jury.

You are well aware of the problems which have been discussed
and will be discussed this afternoon, but ostensibly we are dealing
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with issues where the arbitration provisions show up as contract
of adhesion with no choice between alternative products.

They are required prior to the dispute no one can even imagine
what the problems could be down the road. There is a lack of trans-
parency and secrecy. There is a lack of accountability with a right
of review.

There is a bias toward the merchant as the repeat user, the re-
peat player bias that we have heard about. There is susceptibility
for conflict of interest and then there is the expense to the con-
sumer.

As has been noted, there have been two major developments this
past month in this area. First is as a result of a suit brought by
the Minnesota Attorney General’s Office, the National Arbitration
Forum has dropped doing all consumer arbitration cases. They are
no longer accepting new arbitration cases or processing them.

The claims that were brought by the Minnesota Attorney Gen-
eral’s office dealt with conflicts of interest, but there were also
issues involving the level and the quality of the service that was
being provided and whether it was biased.

Then, in response to a letter from the Minnesota Attorney Gen-
eral’s Office or otherwise, the American Arbitration Association an-
nounced that it was suspending its debt collection arbitrations
pending further consideration of appropriate safeguards.

And then the Bank of America and JPMorgan Chase both an-
nounced that they would be dropping arbitration clauses in all of
their credit card agreements. Bank of America went further to indi-
cate that it was dropping it in its deposit agreements and its auto-
mobile loans.

That is a welcome development as a first step, but is not enough,
and Federal legislation still is needed. With the debt collection, the
proll)fl‘em is not the actor, the bad apple so to speak, but the system
itself.

The opportunity for abuse and for profiteering are inherent in
the relationship. It is an intrinsic flaw where the arbitration com-
pany draws its income from satisfying the debt collector or risk los-
ing that account. Private justice where the funds are being paid for
by private parties is inherently going to end up being biased.

The fact that NAF is no longer in the business does not mean
that there are not plenty of pretenders to the throne waiting in the
wings to take over this very lucrative business. The American Arbi-
tration Association did in fact drop debt collection arbitration, but
it did not drop the enforcement of forced arbitration clauses against
plaintiffs, when they brought their own cases.

Furthermore, we have no idea what safeguard would be put in
place, when they would be put in place and, most important, who
will enforce them. Without enforcement, they are just pieces of
paper.

And finally, Bank of America and JPMorgan Chase should be
congratulated for dropping the credit card requirements, but that
still means that eight out of the ten largest credit cards companies
in the United States still have mandatory arbitration clauses and
the banks can always reverse their policies. As has been seen re-
cently on a number of occasions, banks announce policies and can
easily reverse them a year or two later down the road.
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Congress created consumer rights and enforcement under the
Fair Debt Collection Practices Act and Fair Credit Reporting Act,
Truth in Lending and other statutes, but I am particularly inter-
ested, as a civil rights lawyer, in the access to fair credit. And I
would be very concerned if under the Equal Credit Opportunity Act
or the Equal Credit Opportunity Act my clients were no longer able
to assert their rights under those statutes.

For 10 years I filed suit against the automobile finance industry
for claims of discrimination. We were able to get systemic change
in those industries as a result of those lawsuits. I would not have
wanted to tell my clients, Betty Cason or Edwin Borlay that they
did not have their day in court to assert their ECOA claims be-
cause of an arbitration clause, when they couldn’t possibly have
known about the discrimination at the time that they entered into
their loan agreements.

At NCLC we say that economic justice is a civil right and I
would ask this Committee and Congress to sustain those civil
rights by passing the Arbitration Fairness Act and all other con-
sumer litigation intended to protect consumers from forced arbitra-
tion clauses. Thank you very much.

[The prepared statement of Mr. Rossman follows:]
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Chairman Cohen, Ranking Member Franks, and Members of the Subcommittee, thank
you for inviting me to testify today regarding the Arbitration Fairess Act and recent
developments in the arbitration industry.

I am the Director of Litigation at the National Consumer Law Center.!

For the past 10 years I have been responsible for coordinating and litigating cases at NCLC on
behalf of income and/or age qualified individuals, primarily in the areas of consumer financing
-and affordable housing, in state and federal courts throughout the United States . Prior to my
work at the National Consumer Law Center, | served as the Chief of the Trial Division and the
Business and Labor Protection Burean of the Massachusetts Attorney General’s Office and
worked in private practice. I testify here today on behalf of the National Consumer Law
Center’s low-income clients, Cn a daily basis, NCLC provides legal and technical assistance on
consumer law issues to legal services, government and private attorneys representing across the
country in order to promote economic justice for all consumers.

Over the last ten to fifteen years, there has been a quiet revolution in the way many
corporations do business. Practically every credit card agreement, cell phone contract, mortgage
and even many non-union employment contracts now contain a pre-dispute mandatory
arbilration clause. Buried in the fine print of thése agreements, phrased in legalese, is a clause

which says that by agreeing to the contract, the consumer or employee has agreed that any

! The National Consumer Law Center, Inc. (NCLC) is a non-profit Massachusetis Corporation, founded in 1969,
specializing in low-income consumer issues, with an emphasis on consumer credit. On a daily basis, NCLC provides
legal and technical consulting and assistance on consumer law issues to legal services, government, and private
attorneys representing low-income consumers across the country. NCLC publishes a series of eightesn practice
treatises and annual supplements on consumer credit laws, including Consumer Arbitration Agreements (™ Ed.
2007), Fair Debt Collection (6™ Ed. 2008) and Cost of Credit: Regulation, Preemption, and Industry Abuses (3d cd.
2005) as well as bimonthly newsleiters on a range of topics related to consumer credit issues and low-income
consumers. NCLC attorneys have written and advocated extensively on all aspects of consumer law affecting low-
income people, conducted training for thousands of legal services and private attorneys on the law and litigation
stralegics to deal with predatory lending, unfair debt collection practices and other consumer law problems, and
provided extensive oral and written testimony to numerous Congressional committees on these topics.

‘This testimeny was written by Stuart T. Rossman, Director of Litigation and Arielie Cohen, Stafi Atterney, NCLC.
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dispute which arises will nor be adjudicated in the court system, with its accountability to the
public, but by an arbitration company. Hundreds of millions of contracts now contain these
clauses. Hundreds of thousands of consumers forced into arbitration every year discover that
they have inadvertently signed away their legal rights.

Arbitration companies are selecied by the corporation, are often located far from the
consumer’s home and — as I will discuss — have strong financial incentives to rule in favor of the
corporation regardless of the merits of the dispule. These incentives are mherent to pre-
dispute “forced” arbitration. Recent voluntary agreements by arbitrators and credit providers
to refrain from using arbitration are helpful to consumers, but do not and cannot remedy the
inequities that are intrinsic to pre-dispute mandatory arbitration. Prompt legislative action is
needed to make pre-dispule binding mandatory arbitration clauses unenforceable in civil rights,
cmployment, consumer, and franchise disputes.

The essential problem with forced arbitration is that it creates a system strongly biased in
favor of the corporation and against the individual. This is true for a number of reasons:

s There are a number of private arbitration companies who compete to be selected by
corporations in their standard form contracts with consumers and cmployees. Arbitration
companies perceived as less favorable to corporations will not receive any business. This
sets up conditions for a ‘race to the bottom’ among arbitration companies to be the most
corporation-friendly. The marketing materials of arbitration companies — touting the
advantages to businesses of using arbitration — bear this out.

s At the level of individual arbitrators, corporations can “blackball” arbitrators who rule
against them. This is possible because the corporations are repeat players, with access to

the previous decisions of particular arbitrators. The public, and the individual consumers
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involved in arbitration, do not have access to that histery. Therefore, the roster of

arbitrators becomes heavily tilted in favor of corporate intcrests.

o The procedures of arbitration tend to favor the corporations as well. Consumers who are
unaware that they agreed to arbitration may fail to respond to notices, resulting in dcfault
judgments. The high fees and ‘loser pays” rules typical of arbitrations also discourage
consumers from participating. Even if they do respond, they are at a disadvantage to the
repeat players, who understand the process, know what infermation to submit and how to
do so, and have often sclected an arbitration company geographically distant from the
consumer.

You have heard and will hear from others more regarding the fundamental problems with
forced arbitration. Instead of repeating their testimony, Id like to spend some time going over
current cvents. In recent months, therc have been a number of developments in the arbitration
industry, with several arbitration companies getting out of the consumer debt arbitration business
and at least one corporation voluntarily agreeing to rcfrain from enforcing forced arbitration
clauses. These developments, which I will summarize, certainly are helpful to consumers, but
they do not completely or permanently solve the problems I outlined above, and therefore do not
obviate the need for legislation.

1. National Arbitration Forum

On July 14, 2009, Minnesota Attorney General Iori Swanson filed a lawsuit against the
National Arbitration Forum. NAF is — or was — the largest arbitrator of consumer credit disputes
in the country. According o NAF, it has been appointed as arbitrator in “hundreds of millions™

of contracts. In 2006, it processed more than 200,000 consumer collection arbitration claims.
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The Attorney General’s investigation of NAF revealed a series of agreements and
transactions conductcd in 2006 and 2007 whereby NAF, a New York based hedge fund group
and one of the country’s largest debt collection agencies became financially and managerially
intertwined. The lofty goal of this alliance was nothing less that the expansion of arbitration
(specifically provided by NAF) into “a comprehensive, alternative legal system.”

The debt collection agency (a large law firm) was to play “an active role in landing new
customers/partners” for NAF — essentially steering customers to NAF over other legal or
arbitration-based collection options. 1t appears that they were quite successful in that regard; in
2006, 60% of the consumer collection claims filed with NAF originated with that particular debt
collection law firm.

The Attorney General’s lawsuit was based on allegations of consumer fraud, deceptive
trade practices and false statements in advertising. The AG alleged that the National Arbitration
Forum represented to consumers and the public that it was independent and neutral, operated like
an impartial court system, and was not affiliated with and did not take sides between the parties,
when in fact, it was closely associated with owners of debt and advertised itself to corporations
as a particularly favorable forum for collection actions.

On July 17, 2009, NAF agyccd to a consent decree.? Without admitting any wrongdoing
or liability, NAF agreed to “the complete divestiture by the NAF Entities of any business related
(o the arbitration of consumer disputes,” Consumer arbitration was defined to include “any
arbitration involving a dispute between a business entity and an individual which relates to
goods, services, or property of any kind... or payment for such goods, scrvices, or property” and

“includes any claim by a third party debt buyer against a private individual.”

2 A copy of the Minnesota Office of the Attorney General’s July 19, 2009, press release announcing the agreement
with the National Arbitration Forum, with the Consent Decres and the amendatory letter to the American Arbitration
Assaciation referenced in the release attached, are provided herewith as Exhibit 1.
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Some have argued that the litigation shows that NAF was a ‘bad apple’ and that its
departure from the consumer arbitration business will eliminate any unfairness or abuses. This
view is mistaken. First, the specific actions which formed the basis for the complaint against
NAT are only tangentially rclated to the basic inequities of the forced arbitration system. As1
explained above, all arbitration companies make their money by convincing corporations to
select them as a forum for debt collection and other disputes. NAF took this a step further, by
actually becoming financially and organizationally entangled with a debt collection agency, but
the incentive to look after the interests of corporations exists for all arbitration companies.
Second, because the provision of arbitration services is # lucrative business, other companies wiil
step into the void created by NAF’s departure. This may not happen immediately, given the
current political and public attention focused on consumer arbitration, but without legislation
preventing the usc of forced arbitration clauses, it will happen as soon as that attention moves
elsewhere. Finally, while the terms of the settlemnent agresment apply broadly to consumer
disputes, employment disputes are not included. Forced arbitration of employment disputes is
particularly problematic, because it amounts to a waiver by the employee of civil rights and anti-

discrimination laws.’

II. American Arbitration Association
On July 23, 2009, the American Arbitration Association issucd a press release
announcing its decision not to accept new arbitration filings under pre-dispute arbitration

agreements in cases involving credit card bills, telecom bills or consumer finance matters and

* For additional discussion of the limitations of the NAF conscnt decree, see the July 22, 2009 Testimony of F. Paul
Bland, Jr. before the Subcommittee on Domestic Policy of the U.S. ITouse of Representatives” Committee on
Oversight and Government Reform, attached as hereto as Exhibit 2.
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calling for “Reform of Debt Collection Arbitration.” AAA identified these categories of
arbitration as needing additional protections due to a high rate of non-participation by
consumers. Although it came on the heels of the NAF settlement agrecment, AAA denied that
the decision to stop accepting new arbitration filings was made at the behest of any outside
entity.’

As in the case of the NAF settlement, the AAA decision is a positive development for
consumers, but not a solution to the problem. The decision does not cover the full spectrum of
consumer arbitrations. It provides no insights into what reforms AAA might agree to make and
what additional protections conceivably could be provided to consumers. Like the NAF
settlement, forced arbitration in employment disputes is not addressed. Finally, since AAA’s
decision was made voluntarily for business reasons, they may altcr it at any time and begin

arbitrating cases again.

1IL. Bank of America

On Angust 13", 2009, Bank of America issued a fact sheet announcing that it would not
enforce pre-dispute arbitration clauses in certain categories of consumer contracts — specifically,
credit card, auto, marine and rcereational vehicle loans and deposit accounts.® According to
company spokespeople, the decision came as a result of customer perceptions that arbitration
was unfair. Bank of America’s infention is “to rcsolve more disputes directly with our

customers.”

 See July 23, 2009 American Arbitration Association News Release attached hereto as Exhibit 3.

% See July 20, 2009 Letter from American Arbitration Asseciation to Minnesota Attorney General attached hercte as
Exhibir 4. ’

6 See August 13, 2009 Fact Sheet about Bank of America’s Arbitration Position attached hereto as Exhibit 5.
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Once again, while this is a positive development, it is not a permanent or widespread
solution. Qther financial companies have not leapt to follow Bank of America’s lead, and Bank

of America may reverse its decision at any time.

IV. Conclusion

1 want to return to the quotation from the negotiations between NAF and the debt
collection agency regarding their goal of turning arbitration inlo “a comprehensive, alternative
Icgal system.” Companies have an obvious interest in circumventing the judicial system in favor
of a system they control. Companies must not be allowed (o force consumers and employees to
givc up their substantive and procedural rights in advance and submit to decision-making by
profit-motivated third parties selected by the companies. Such a system will always be biased
against individual consumers and workers, and is contrary to basic principles of due process and
faimess. NCLC strongly supports the passage of enforceable arbitration related consumer
protection legislation designed to effectively, fairly and consistently level the playing field

between congumers and corporations in the future,
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STATE OF MINNESOTA

OFFICE OF THE ATTORNEY GENERAL

LORI SWANSON ST PAUL OV SBISE
ATTORNEY GENERAL TELEPHONS: (651) 295-6196
For Immediate Release Contact: Ben Wogsland at: {651) 296-2069
July 19, 2009 (612) 818-0965 (pager)

NATIONAL ARBITRATION FORUM
BARRED FROM CREDIT CARD AND CONSUMER ARBITRATIONS

UNDER AGREEMENT WITH ATTORNEY GENERAL SWANSON
Swanson dlso Wants Congress to Ban “Fine Print” Forced Arbitration Clauses

Minnesota Attorney General Lori Swanson and the National Arbitration Forum—the
country’s largest administrator of credit card and consumer collections arbitrations—have
reached an agreement that the company would get out of the business of arbitrating credit card
and other consumer collection disputes.

“I am very pleased with the settlement. To consumers, the company said it was impartial,
but behind the scenes, it worked alongside credit card companies to get them to put unfair
arbitration clauses in the fine print of their contracts and to appoint the Forum as the arbitrator.
Now the company is out of this business,” said Swanson.

Swanson sued the National Arbitration Forum on Tuesday, alleging that the company--
which is named as the arbitrator of consumer disputes in tens of millions of credit card
agresments-—-hid from the public ifs extensive tics to the collection industry. The lawsuit alleged
that the Forum told consumers and the public that it is independent and nentral, operates like an
impartial court system, and is not affiliated with and does not take sides between the parties. The
lawsuit alleged that the Forum worked behind the scenes, however, to convince credit card
companies and other creditors to insert arbitration provisions in their customer agreements and
then appoint the Forum to decide the disputes. The suit also alleged that the Forum has financial
ties to the collection industry. The suit ajleged that the company arbitrated 214,000 consumer
arbitration claims in 2006, nearly 60 percent of which were filed by laws firms with which the
Forum is linked through ties to a New York hedge fund.

Under the settlement, the National Arbitration Forum will, by the end of the week, stop
accepting any new consumer arbitrations or in any manner participate in the processing or
administering of new consumer acbitrations. The cormpany will permanently stop administering
arbitrations  involving consumer debt, including credit curds, consumer loans,
telecommunications, utilities, health care, and consumer leases.

Credit card companics, banks, retail lenders, and cell phone companies increasingly
place—in the fine print of their consumer agreements—what are known as “mandatory
predispute arbitration clauses.” Through these clauses, the consumers waive, in advance, their

Facsimile: (651) 297-4193 « TTY: (651) 2977206 = Toll Free Lines; (800} 657-3787 (Voice), (500) 3664812 (ITY) « www.ag.cstate.amus
An Equal Opportunity Employer Who Values Diversity P Printed on 50% recycled paper {15% post constzmer content}
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right to have their day in court if a dispute arises. Instead, the consumer agrees—usually without
knowing it—that any dispute will be resolved by an arbitrator selected by the credit card
company or other creditor, Credit card companies are among the most prolific vsers of
mandatory arbitration clauses, Just by keeping a credit card, the consumer agrees to the terms
and conditions of the card, even if the arbitration provision was sent to the consumer after the
card was issued. As a result of mandatory arbitration clauses, which appear in tens of millions of
congumer agreements, hundreds of thousands of consumer disputes are resolved each year not by
ajudge ot jury, but by a private arbitration system.

Swanson said that late this week she accepted an invitation from Congressman Dennis
Kuecinich, Chairman of the Congressional Committee on Oversight and Government Reform, to
testify before the Committee this coming Wednesday in Washington, D.C. She said she will ask
Congress to prohibit the use of mandatory pre-disputé arbitration cleuses in consumer contracts.

“The playing field is tilted against the ordinary consumer when credit card companies
bury unfair terms likc forced arbitration clauses in fine print contacts. Congress should change
that,” said Swanson.

Swanson also announced that she sent a letter to the American Arbitration Association
asking it to play a leadership role by ceasing to accept arbitration filings on consumer credit and
collection matters arising out of mandatory pre-dispute arbitration clauses.

Swanson noted that the City of San Francisce is in litigation with the Forum and that
other state Attorneys General have contacted her about these issues since the announcement of
the lawsuit, “I am very pleased with the results of our lawsuit. It is good for consumers that this
company will no longer be able to administer credit card and consumer debt collection
arbitrations. I hope other jurisdictions will use whatever authority they have to look at other
possible remedial relief in this area,” said Swanson.

The seitlement allows the Company to continue to arbitrate internet domain name
disputes (which the company handles under an appointment from the Internet Corporation for
Assigned Names and Nombers (ECANN)), personal injury protection claims (which the company
performs under appointment and supervision under the New Jersey state government), and cargo
disputes (which the company performs under rules established by the U.S. Department of
Transportation). These areas were not part of the lawsuit, and the company performs the work
under the supervision of government or non-government organizations (NGOs). Accordingly,

* the settlement does not affect this very limited activity.

The Consent Dectree and amendatory letter are attached.

30
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STATE OF MINNESOTA DISTRICT COURT
COUNTY OF HENNEPIN FOURTH JUDICIAL DISTRICT

Case Type: Other Civil
{Consumer Protection)

State of Minnesota by its Attomey General,
Lori Swanson, Court File No, 27-CV-(9-18550
Judge John L. Holahan
Plaintiff,
vs,
CONSENT JUDGMENT

National Arbitration Forum, Inc.,
National Arbitration Forum, LLC, and
Dispute Management Services, LLC, d/b/a
Forthright,

Defendants.

WHEREAS, Plaintiff State of Minnesota, by and fhrough its Attorney General, Lori
Swanson (“State™), filed a Complaint in this matter on July 14, 2009 (“Complaint”) against
National Arbitration Forum, Inc., National Arbitration Forum, LLC, and Dispute Management
Services, LLC, d/b/a Forthright (hereinafter, collectively, the “NAF Entities”) (the State, and the
NAF entities are hereinafter collectively referred to as the “Partics”);

WHEREAS, this Consent Judgment shall not be construed as an admission of
wrongdoing or liability by the NAF Entities;

NOW, THEREFORE, in the interest of resoiving this action, the State and the NAF
Entities hereby stipulate and consent to entry of this Consent Judgment, as set forth below:

1. The purpose of this Consent Judgment is to require the complete divestiture by

the NAF Entities of any business related to the arbitration of consumer disputes.
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2, The term “Consumer Arbitration” means any arbitration involving a dispute
between a business entity and a private individual which relates to goods, services, or property of
any kind allegedly provided by any business entity to the individual, or payment for such goods,
services, ot property, The term includes any claim by a third party debt buyer against a private
individual, 1 does not include, however, the arbitration of internet domain name disputes on
behalf of the Internet Corporation for Assigned Names and Numbers ICANN), the processing of
personal injury protection (PIP) disputes, the processing of shipping or storage disputes under
49 CFR § 375211, or arbifrations where a NAF Entity is appointed and supervised by a
govemment entity.

3. On or after July 24, 2009, no NAF Entity shall:

a Accept any fee for processing any new Consumer Arbitration.

b. Administer or process any new Consumer Arbitration.

< In any manner participate in any new Consumer Arbitration.

d. Attempt to influence the outcome of any arbitration proceeding currently
pending before it.

4, The NAF Entities shall not engage in any deceptive practices, or make eny false
or misleading statements, in violation of Minn. Stat. §§ 325F.69, subd. 1; 325D.44, subd. 1; and
325F.67.

5. The NAF Entities shall pay investigative costs to the State of Minneseta within
ten days of the date this Consent Fudgment is signed. Notwithstanding this payment, the NAF
Entities shall also pay the State of Minnesota an emount ¢qual to any amount paid to the City of

San Francisco over the next six months, in excess of the City’s actual investigative expenses and

attorneys’ fees.
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6. The Partics have read this Consent Judgment and voluntarily agres to its entry.

7. In consideration of the stipulated relief, the sufficiency of which is acknowledged,
the Office of the Attorney General, by execution of this Consent Judgment, hereby fully and
completely releases the NAF Entities, including all of their past and present agents, employees,
officers, directors, subsidiaries, shareholders, and affiliates, of eny and all claims of the Attorney
General connected with ar arising out of the allegations in the State’s Complaint in the above-
captioned action, up to and including the date of this Consent Judgment.

8. Promptly afier receiving notice that the Court executes this Consent Judgment, the
State shall vohntarily dismiss the above-captioned action pursuant to Minnesota Rule of Civil
Procedure 41.01(a).

9. The Parties shall cooperate to implement and facilitate this Consent Judgment,
including the exchange of information reasonably necessary for that purpose or to confirm the
NAF Entities’ compliance with this Consent Judgment.

10.  Any failure by any Party to this Consent Judgment to insist on performance by
any other Party of any provision of this Consent Judgment shall not be deemed a waiver of any
of the provisions included herein.

11.  The Parties agree to bear their own costs and fees in this matter.

12.  Each Party participated in the drafting of this Consent Judgment, and each agrees
that the Consent Judgment’s terms may not be construed against or in favor of any Party by
virtue of drafismanship. Each signatory further agrees they have authority to enter into this

Consent Judgment.
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13.  This Consent Judgment, including any issues relating to interpretation or
enforcement, shall be governed by the laws of Minnesota. The Cowt shall retain jurisdiction

over this matter to enforce the terms of this Consent Judgment.

o217 04

Dared: ?/ ! ?/ ﬂq National Arpj#fatigh Jo: LLC

{ {
By: N
Its {
Dated: :L//‘?fooi Dispute Management Services, LLC, d/b/a
/ t Forthright
By:

Ts ee \
N~/

Dated:_ 7 h 7/0'1 LORI SWANSON
‘ ATTORNEY GENERAL
STATE OF MINNESOTA

va.'
Lori Swanson

IT IS SO ORDERED.
Dated: BY THE COURT:

John L. Holahan
Hennepin County District Court Judge

LET JUDGMENT BE ENTERED ACCORDINGLY.,
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OFFICE QF THE ATTQANEY GENERAL

State of Minnesoia

LORI SWANSCN 8T. PAUL, MN SEISE

ATTCRHEY GENERAL

July 19, 2009

President

American Arbitration Association
Corperate Headquarters

1633 Broadway

10" Floor

New York, New York 10019

Dear President:

This office receatly concluded a year long investigation of National Arbitration Forum
(“NAF™). The investigation concluded with an agreement by NAF that it would no longer
arbitrate consumer debt disputes. I enclose a copy of the Consent Order and the amendatory
letter. ‘While the lawsuit focused on conflict of interest issues, our investigators and attorneys
also interviewed over one hundred consumers who complained about the arbitration process.
Based on our investigation, it is my conclusion that pre-dispute mandatory arbitration provisiens
are fundamentally unfair to the consumer. This is particularly the case with credit card contracty
and other consumer contracts—such as cell phone, utility, loar, and hospital agreements-—where
the mandatory asbitration provisions are hidden in the fine print. Our findings include the
following:

First, pre-dispute mandatory arbitration agreements are nearly always the product of
unequal bargaining power between the consumer and the business. In almost every interview we
found that the consumer was not aware of the arbitration provision. Tn many cases the consumer
never saw the provision, because it was simply mailed with a monthly statement. The consumer
is given virtually no opportunity to reject the provision. Yet, through these provisions, the
consumer gives up their important right to have his or her day in court,

Second, because the consumer is unaware of the mandstory arbitration provision, in
many cases the consumer ignored the notice of arbitration served on them. Since they did not
know that they agreed o arbitration, and were unfamiliar with the arbitration process, they didn’t
betieve they were cbligated to respond te an arbitration notice from an office in Minnesotz. Itis
part of our democracy that we have a right to redress in a court of law, and that includes the
notion that the court should be easily accessible to the consumer. Through pre-dispute
mandatory arbitration clauses, cansumers forfeit this important right without even knowing it.

EL- - i
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American Arbitration Association
Tuly 19, 2009
Page2

Third, it is apparent, based on many interviews with -consumess, arbitrators and
employees of NAF, that arbitrators have a powerful incentive to favor the dominant party in an
arbitration; namely, the corporation. Indeed, there is a term commonly used in the arbitration
industry celled “repeat player bias,” describing a phenomena describing where an atbitrator is
mote likely to favor the party that is likely to send future cases. This bias does not exist in a
court, where the judge is not reliant on a dominant player for his or her future income. In the
case of NAF, arbitrators and employzes claimed that arbitrators who issued an award against the
corporation, or who failed to award attomney’s fees against the consumer, were simply
“deselected” and not appointed to future proceedings.

Fourth, consumers are not sware they can submit exhibits, and many are not aware that
there will only be a “document hearing” with no opportunity to be heard. For instance, victims
of identity thefi were not told to submit a copy of a police report, even though arbitrators were
advised that, absent such documentation, the claim of identity theft should be ignored.

Fifth, the arbitration process is fundamentally unfair for holding corporations responsible
for any wrongdoing. In some cases, consumets forfeited important rights in the fine print of
contracts they had never seen. Consumers who we inferviewed in the NAF investigation were
told that, when they initiated a claim against the corporation, the claim could be delayed for up to
one year before there was any review cf the matter.

There are many other defects in the process. The fundamental problem with consumer
arbitrations under “fine print” contracts is that the erbitration company draws ifs income from the
dominant participant--namely the credit card company, telecommunications company, the
hospital, etc.—and personnel have a financial incentive to make sure that the corporation is
pleased with the outcome. Otherwise, the corporation will undoubtedly look to other arbitration
adminisitators. As noted above, this “repeat player” bias does not occur in court, since judges
rely on taxpayers—uot litigants—for their income.

In short, for the above Teasons and many others, I ask that your organization take the
initiative to announce that it will not accept the arbitration of credit card and other consumer debt
claims based on pre-dispute mandatory arbitration clauses, Because the AAA and NAF are the
largest arbitration compaties, I believe such a proclamation by AAA would be a powerful signal
to Congress that reform is desperately needed in this area.

incere)
-

LORI SWANSON
Attorney General

Enclosure
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TESTIMONY TO THE SUBCOMMITTEE ON DOMESTIC POLICY OF THE
U.S. HOUSE OF REPRESENTATIVES’ COMMITTEE ON OVERSIGHT AND
GOVERNMENT REFORM

ARBITRATION OR “ARBITRARY”: THE MISUSE
OF ARBITRATION TO COLLECT CONSUMER
DEBTS

July 22, 2009

By F. Paul Bland, Jr.”
Staff Attorney
Public Justice

*F. Paul Bland, Jr., is a Staff Attorney for Public Justice, where he handles precedent-setting
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INTRODUCTION AND SUMMARY

For more than tcn years, [ and other attorneys at Public Justice have spoken to

hundreds if not thousands of consumers and consumer attorneys about their experiences

- arbitrating consumer debts before the National Arbitration Forum (NAF). Consumers
and attorneys approaching us for help, or reporting to us on their experiences, have
repeatedly reported widespread abuses throughout the NAF system that raise serious
doubts about the trustworthiness of the private dispute resolution system that has been
increasingly replacing the constitutional civil justice system.

Pursuant to consent decree with the Attorncy General of Minnesota, NAF has just
announced that it is withdrawing from the business of consumer debt collection. While
NAF has publicly stated that it was innocent of any wrongdoing and is just a vietim of
overzealous pursuit by the Minnesota Attorncy General and consumer lawyers, the hard
facts establish that NAF pursued the business of debt collection arbitrations by cultivating
relationships with and the favor of creditors, fundamentally to the detriment of .
consumers.

The troubling practices in which the NAF engaged may well reappear beforc too
long (perhaps with some of the samc pcrsons operating under some ditferent institutional
name). So long as there is money to be made in debt collection arbitrations, arbitration
providers will try to make it, even if their efforts mean that consumers are deprived of
fair hearings.

This testimony will address the following issues:
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1. The collection industry’s use of mandatory binding arbitration before the
National Arbitration Forum to collcct consumer debts; and
2. Concerns about systemic irregularities and abuses that are prevalent in the

National Arbitration Forum’s debt collection arbitrations.

BACKGROUND ON PUBLIC JUSTICE

Public Justice (formerly Trial Lawycrs for Public Justice) is a national public
interest law firm dedicated to uéing trial lawyers’ skills and resources to advance the
public good. We specialize in precedent-setting and socially significant litigation,
carrying a wide-ranging docket of cascs designed to advance the rights of consumers and
injury victims, environmental protection and safety, civil rights and civil liberties,
occupational health and employce rights, protection of the poor and the powerless, and
overall preservation and improvement of the civil justice system.

Public Justice was founded in 1982 and is currently supported by morc than 3,000
members around the country. More information on Public Justice and its activities is
available on our web site at http://www.publicjustice.net. Public Justice does not lobby
and generally takes no position in favor of or against specific proposed legislation. We
do, however, respond to informational requests from legislators and persons interested in
legislation, and have occasionally been invited Lo testify before legislative and
administrative bodies on issucs within our expertise. In kecping with that practice, we
are grateful for the opportunity to share our experience with respect to the important

issues this Committee is considering today. In this connection, we have extensivc
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experience with respect to abuses of mandatory arbitration, having litigated (often
successfully) a large number of challenges to abuses of mandatory arbitration in state and
federal courts around the nation.

I.° COMPANIES COLLECTING CONSUMER DEBTS HAVE A
SYMBIOTIC RELATIONSHIP WITH THE NATIONAL
ARBITRATION FORUM

When debt buyers and credit card companies have been unable to collect on a
debt, they commonly turn to binding mandatory arbitration before NAF to effect
collection of the debt. The relationship between NAF and creditors begins with the credit
card contract: credit card companies draft the contract, which includes a clause requiring
consumers to arbitrate their disputes—usually before a specific arbitration provider—
rather than sue in court. Most credit-card issuers include these mandatory arbitration
clauses in their contracts.”

NAF, far more so than the two other major players in the arbitration industry, the
American Arbitration Association (AAA) and JAMS, has financial interests strongly
aligned with credit card companies and debt coﬁcctors. Indeed, a recent Jawsuit brought
by the Minnesota Attorney General against NAF charges that these financial ties run
deep: it alleges that NAF “is financially affiliated with a New York hedge fund group
that owns onc of the country’s major debt collection cnterprises” and that NAF conceals
this relationship from consumers.” Even before this lawsuit brought the shared
ownership betwecn NAF and debt collectors into the light, however, the impropriety of
NAF’s financial relationship with debt collectors was perfectly clear. In 2008, CNN’s

personal finance editor called NAF “the folks who are the worst actors in this industry,”
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and the Wall Street Journal observed that, more than other arbitration providers, NAF
works with a handful of large companies, and a “significant percentage of its work
includes disputes involving consumers, rather than disputes between businesses.” In
contrast, AAA and JAMS arbitrate more employment disputes and contractual disputes
between companies.5

As a result of NAT’s focus on consumer debt, NAF receives substantial fees from
its creditor and debt collector clients. For example, First USA Bank disclosed in court
filings that it had paid NAF at least $5 million in fees belween 1998 and 2000, During
that same period, First USA won 99.6% of its 50,000 collection cases before NAE¢
While advocates for banks invoke the possibility that the bank could have been equally
successful in court, “[mjaybe, however, the millions of dallars it paid the NAF in fees
tend to produce overwhelmingly favorable results.”” In sharp contrast, it would be
shocking for a public court to be so financially dependent on a litigant appearing before
it.

Among America’s major arbitration providers, NAF also has the dubious
distinction of most aggressively marketing itself to credit card companies and debt
collectors.? While NAF trumpets itself to the public as fair and neutral, “[b]ehind closed
doors, NAF sells itself to lenders as an effective tool for collecting debts.”® Inits
solicitations and advertising, NAF “has overtly suggested to lenders that NAF arbitration
will provide them with a favorable result.”" BusinessWeek revealed one of the most
shocking examples of NAF marketing to debt collectors when it described a September,

2007, PowerPoint presentation aimed at creditors—-and labeled “confidential”—that
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promises “marked increase in recovery rates over existing collection methods.”™"* The
presentation also “boasts that creditors may request procedural maneuvers that can tilt
arbitration in their favor. ‘Stays and dismissals of action requests available without fee
when requested by Claimant—allows claimant to control process and timeline.™
Speaking on condition of anonymity, an NAF arbitrator told BusinessWeck that these
tactics allow creditors to file actions even if they are not prepared, in that “[i}f there is no
response [from the debtor], you're golden. If you get a problematic [debtor], then you
can request a stay or dismissal.”'? BusinessWcck also highlighted another disturbing
NAK marketing tactic: NAF “tries to drum up business with the aid of law firms that
represent creditors.” Neither AAA nor JAMS cooperate with debt-collection law firms.in
such a manner."

NAF has an arsenal of other ways of letting potential clients know that NAF can
immunize them against liability. In onc oft-cited example, an NAF advertisement depicts
NAF as “the alternative to the million-dollar lawsuit,”** Additionally, NAF sends
markeling letters to potentia] clients in which it “tout|s] arbitration as a way of
eliminating class action lawsuits, where thousands of small claims mzy be combined . . . .
[Class actions] offer a means of punishing companies that profit by bilking large numbers
of consumers out of comparatively small sums of money.”"* NAF's marketing letters
also urge potential clients to contact NAF to see “how arbitration will make a positive
impact on the bottom line” and tell corporate lawyers that “|t]here is no reason for your
clients to be exposed to the costs and risks of the jury system.”‘6 Finally, in an interview

with a magazine for in-house corporate lawyers, NAF's managing director Anderson
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once boasted that NAF had a “loser pays” rule requiring non-prevailing consumers to pay
the corporation’s attorney’s fees."”

NAF's practices in another dispute resolution arena—that of internet domain name
disputes—further demonstrate NAF’s willingness to suggest to potential clients that it
will decide in their favor. In this area of its business, NAF issues press releases that
laud its arbitrators’ rulings in favor of claimants. These press releases, which feature
headlines such as “Arbitrator Delivers Internet Order for Fingerhut” and “May the
Registrant of magiceightball.comn Keep the Domain . . . Not Likcly,” “do little to
engender confidence in the neutrality of the NAF.” The other two domain name dispute
arbitration providers do not issue such press releases.'®

II. NAF’S ARBITRATIONS ARE RIFE WITH SYSTEMIC
IRREGULARITIES AND OVERSIGHTS THAT DENY THE VAST
MAJORITY OF CONSUMERS A FAIR HEARING

In September 2007, Public Citizen issued a report analyzing data from NAF
consumer arbitrations in California. This report found that, out of the more than 19,000
cases between January 1, 2003, and March 31, 2007, creditors won 94% of the time.'® In
response, some proponents of NAF arbitration have argued that the win rate for creditors
is wholly reasonable because so many cases are defaults, where the consumer fails to
respond to the notice of arbitration. One arbitrator, for example, said that “[blecausc
they’re defaults, the power of the arbitrator is such that you fiave no choice as long as the
partics have been informed.” In our experience and that of many other consumer

lawyers and consumers with whom we’ve spoken, this NAF arbitrator’s approach is
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normal and typical of that of nearly all NAF arbitrators, The arbitrator’s words are
revealing: they suggest that an arbitrator is compelled to enter an award for the creditor in
the full amount of whatever the creditor claims in the event of a default. In court,
however, creditors do not automatically win in the event of a defaunlt. Instead, in a
properly functioning legal system, a creditor winning a default still should be required to
produce evidence that the consumer actually owed the debt, and the creditor still should
be required to produce some evidence to verify the amount owed. Any other approach
invites abuse — since the vast majority of consumers predictably default, if no proof is
required, creditors will be rewarded for adding on imaginary or inflated claims. NAF
arbitrators, in contrast to many courts, have demonstrably and notoriously unquestionably
accepted creditors’ assertions at face value in many tens of thousands of cases, without
requiring any proof, breakdown or verification whatsoevcr, and awarding 100% of the
sum demanded.

Another key distinction between collection cases before NAF and in court is the
manner in which the decisionmaker is selected. This section will detail these differences
between collection cases before NAF and in court, then it will describe the experiences of

consumer attorneys representing clients in NAF arbitrations.

A. NAF’s Procedures for the Selection and Retention of Arbitrators Are Kept
Secret and Favor Creditors

Under NAF Rule 21{(c), either party to the arbitration gets one chance to strike a

potential arbitrator without cause: “the Forum shall submit one Arbitrator candidate to all
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Parties making an Appearance. A Party making an Appearance may remove one
Arbitrator candidate by filing a notice of removal within ten (10} days from the date of
the notice of Arbitrator sclection.” Any subscquently appointed arbitrators can be
disqualified for bias under NAF Rule 23.

This rule, however, omits a key aspect of NAF’s arbitrator sclection process: how
arbitrators are assigned to a case in the first place. NAF keeps that crucial bit of
information secret, and there is reason to believe that the selection is not random. On its
websitc, NAF boasts that it has a total of more than 1,500 arbitrators in all 50 states, but
that statistic has little significance if the vast majority of cases are steered to a small
number of persons. (NAF has also been known to falsely state in court filings that certain
lawyers, law professors, and former judges are NAF arbitrators when in fact they are
not?') Indeed, a large body of information establishes that NAF intentionally funnels the
vast majority of cases to a very small group of selected arbitrators. The evidence further
establishes that the major repeat players are more likely to decide cases in favor of
creditors. In contrast, those arbitrators who rule for consumers are blackballed, meaning
that they are no longer assigned to cases. In effect, this system gives credit card
companies and debt buyers an additional strike, since arbitrators to whom they object
would never be assigned to their cases in the first instance.

Data provided by the NAF pursuant to California Code of Civil Procedure
§ 1281.96, which requires arbitration providers to disclose certain information about their
arbitrations, reveal that a tiny number of NAF arbitrators decide a disproportionate

number of cases. The Center for Responsihle Lending recently analyzed this data and
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reached two startling conclusions: (a) companies that arbitrate more cases beforc certain
arbitrators consistently get better results from those arbitrators, and (b) individual
arbitrators who favor creditors over consumers get more cases in the future.? Similarly,
the Christian Science Monitor analyzed one year of data and found that NAF’s ten most
frequently used arbitrators—who were assigned by NAF to decide nearly three cut of
every five cases—ruled for the consumer only 1.6% of the time. In contrast, arbitrators
who decided three or fcwer cases during that year found in favor of the consumer 38% of
the time.? Likewise, Public Citizen’s analysis found that one particular arbitrator,
Joseph Nardulli, handled 1,332 arbitrations and ruled for the corporate claimant 97% of
the time. On a single day—January 12, 2007—Nardulli signed 68 arbitration decisions,
giving debt holders and debt buyers every cent of the nearly $1 million that they
demanded, #* If Nardulli worked a ten-hour day on January 12, 2007, he would have
averaged one decision every 8.8 minutes. Busy arbitrators like Nardulli are well-
compensated for workdays like this one—as one former NAF arbitrator noted, “I could
sit on my back porch and do six or seven of these cases a week and make $150 a pop
without raising a sweat, and that would be a very substantial supplement to my income
... .T'd give the [credit-card companies] everything they wantcd and more just to keep
the business coming.”™

Further evidence of NAF’s propensity for steering arbitrations to those arbitrators
who will rule in favor of its clients comes from outside of the consumer realm. In
addition to handling consumer debt collection cases, NAF has also handled a large

number of internet domain name disputes. A study of its handling of those cases
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demonstrates the same patterns NAF has displayed in consumer cases: it curries favor
with the party which sclccts the arbitrator, it determines which of the arbitrators on its
panel will favor the party which selects them, and it funnels nearly all of its cases to those
arbitrators. Law professor Michael Geist observed that, in domain name arbitrations,
NAF’s “case allocation appears to be heavily biased toward ensuring that a majority of
cases are steered toward complainant-friendly panelists. Most troubling is data which
suggests that, despite claims of impartial random case allocation as well as a large roster
of 131 panelists, the majority of NAF single panel cases are actually assigned to litde
more than a handful of pane]ists.”26 Professor Geist went on to note that “an astonishing
53% of all NAF single panel cases . . . were decided by only six people,” and the
“complainant winning percentage in those cases was an astounding 94%.” Importantly,
neither of the other two domain name arbitration services had such a skewed caseload.
Like aggressive adveriising to potential clients, this method of attracting business is
unique to NAF.

The second component of NAF’s business-friendly system of arbitrator selection
is its do‘cumented blackballing of arbitrators who dared to rule in favor of consumers.
Harvard law professor Elizabeth Bartholet went public with her concerns that, after she
awarded a consumer $48,000 in damages, NAF removed her from 11 other cases, all of
which involved the same credit card company, on the credit card company’s objection.
-As Bartholet described her experience to BusinessWeek, “NAF ran a process that
systematically serviced the interests of credit card companies,”” Bartholet told the

Minneapolis Star-Tribune that “[t|here’s something fundamentally wrong when one side

10
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has all the information to knock off the person who has ever ruled against it, and the little
guy on the other side doesn’t have that information. . . .That’s systemic bias.”*® Another
deeply troubling element of Bartholet’s experience comes from how NAF explained
Bartholet’s rernoval from her cases 1o the parties in those cases. NAF sent letters to the
parties stating that “duc to a scheduling conflict, the Arbitrator previously appointed is
not available to arbitrate the above case.” When Bartholet asked the NAF case
administrator about the letters, the administrator “agreed that [Bartholet] was likely being
removed simply because of [her] one ruling against the credit card company.” NAF's
legal counsel did not deny this explanation.”

Similarly, former West Virginia Supreme Court Justice Richard Neely stopped
receiving NAF assignments after he published an article accusing the firm of favoring
creditors. In that article, Justice Neely lamented that NAF “looks like a collection
agency” that depends on “banks and other professional litigants™ for its revenue; he
described NAF as a “system set up to squeeze small sums of money out of desperately

poor peoplc.”m

B. NAF Arbitrations Deny Consumers Some of the Protections They Would Be
Granted in Court Proceedings

Other aspects of NAF’s arbitration practices raise further doubts about the
trustworthiness of the process and the ability of consumers to get a fair hearing in
arbitration, as compared to the experiences they would have in court. Proponents of

arbitration frequently cite to a law review article from 1990 in support of their argument

11
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that consumers in credit-card collection cases fare equally poorly in court as in
arbitration,”’ This article, however, predates the explosion of third-party debt buyers and
their inability to provide propet evidence to substantiate their claims. Because of the way
debt is now sold and resold, for pennies on the dollar, debt buyers frequently lack any
meaningful substantiation of their claims and instead put forward “proof” that, because it

- fails to comport with the rules of evidence, is admissible in NAF arbitrations but would
be insufficient in many courts. Before turning to the protections available in court that
are absent in NAF proceedings, it is necessary to briefly discuss the rise of the third-party
debt buycr industry.

Third-party debt collection, in which debt buyers pay pennies on the dollar for
defaulted consumer debt, is a hugely profitable business. Despite the faltering economy,
companies that collect and buy consumer debt are flourishing, and the industry’s current
revenues of around $17 billion are expected to increase by six percent each year over the
next three years.”” The industry has alrcady undergone massive growth: in 2005, debt
buycrs purchased $66.4 billion worth in credit card debt, up from $4.4 billion just ten
years earlier.”

Bad debts are typically sold and resold, at increasingly bargain prices, as new
buyers attempt to collect debts that others have given up on, As of 2007, the average
price of one dollar in bad credit card debt was 5.3 cents.” One debt buycr, Encore
Capital Group, recently scored $5 billion worth of credit card loans from Citibank, Bank
of America, and Capital One, for 3 cents on the dollar.”® Qne court case offers a telling

example of the way consumer debts are tossed from debt buycr to debt buyer: the

12
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successor company to Providian assigned an account to Vision Management Services,
which three days later reassigned the account to Great Seneca Financial Corporation.
Less than a month later, Great Seneca Financial Corporation assigned the account to
Account Management Services, which aftcr four months sold the account to Madison
Street Investments. After five months, Madison Street Investments sold the debt to
Jackson Capital, and on the same day it received the account, Jackson Capital sold the
debt to Centurion.*® A huge number of debt buyers operate out of an endlessly shifting
set of corporate shell entities that come into and go out of business regularly, having the
same group of employees making calls on behalf of numerous supposedly separate
corporations from the same phones and offices.

Moreover, because these consumer debts are bought and resold so many times, as
part of enormous portfolios of debt that arc divided up and resold to other buyers who do
the same, debt buyers frequently lack adequate documentation of the loan, including the
original contract between the consumer and the lender. In the case of credit card debt and
arbitrations brought to collect this debt, this lack of documentation means that (a) there is
no evidence of the consumer’s agreement to arbitrate any disputes that arise between
himself and the lcnder, and (b) there is no evidence of the amount the consumer actually
owes. Instead, creditors simply offer a generic form contract and an affidavit stating the
amount owed, As will be cxplained below, these and other practices work enormous
harm on consumers who find themselves forced into arbitration over credit card debt.

In NAF arbitrations, creditors frequently attempt to demonstrate the amount

allegedly owed by simply producing an affidavit from one of their employees. In many

13
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courts, however, such an affidavit, standing alone, is not sufficient to collect a debt. A
number of states require that a creditor seeking to collect on a debt must file a copy of the
instrument itself, In Connecticut, for example, Practice Book § 17-25 states that in
defaults for a failure to appear, “the affidavit shall state that the instrument is now owned
by the plaintiff, and a copy of the executed instrument shall be attached to the affidavit.”
Similarly, pursuant to Ohio Civil Rule 10(D), account or written instrument must be
attached to the pleading. If the account or written instrument is not attached, the reason
for the omission must be stated in the pleading.” Under Florida Rule of Civil Procedure
1.130, “[a]ll bonds, notes, bills of exchange, contracts, accounts, or documents upon
which action may be brought or defense made, or a copy thereof or a copy of the portions
thereof material to the pleadings, shall be incorporated in or attached to the plcading.” In
yet more states, including Georgia, “[w]here records refied upon and referred to in an
affidavit are neither attached to the alfidavit nor included in the record and clearly
identified in the affidavit, the affidavit is insufficient.”*"

In contrast, in NAF arbitrations concerning debts in Connecticut, Ohio, Florida,
and Georgia, the debt collector has no obligation to produce a copy of the original
instrument—which is convenient for the debt buyer, since the repeated sale and resale of
the debt as part of an enormous package of debts has likely left the debt buyer without
any actual evidence or documentation of an individual account. If called upon to produce
a contract, the debt buyer will probably present a generic form contract with no evidence
that the consumer was ever bound by that particular contract. This issue is particularly

relevant in the arbitration context because creditors must demonstrate that the contract

14
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contanied an arbitration clanse. But because consumer contracts undergo frequent
revisions and are oftcn allegedly amended by “bill stuffers,” the version of the contract
that the consumer actually received may not have contained the clause. *®

Even in courts where the debt can be proved using only an aftidavit, other basic
procedural protections apply in court but can be easily evaded by filing an NAF
arbitration instead. For example, some states, including Indiana, Minnesota, and New
York, require that sworn pleadings from out-of-state be accompanied by a certificate
authenticating the affiant's authority, and courts may reject affidavits submitted without
that certificate.*® NAF arbitrations offer no such protection. Moreover, pursuant to
regular rules of evidence, affidavits must be made based on personal knowledge aud
affirmatively demonstrate that the affiant is competent to testify on the matters contained
in the affidavit—a requirement that frequently cannot be met by the debt buyer’s

affiant.™

C. NAF Arbitrations Sutfer from a Number of Other Systemic Procedural
Irregularities that Raise Doubts About the Trustworthiness of the Process

Qver the ycars, we have spoken to hundreds of consumers and consumer attorncys
about NAF. They have told us, again and again, about how NAF takes creditors’
assertions at face value, without requiring substantiation, resulting in a system that is
rigged against consumers. In preparation for this testimony, we have also conducted an
informal poll of a large number of consumer attorneys to survey their experiences of

procedural irregularities in NAF debt collection arbitrations. Their stories are too

15
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numerous and too lengthy to report in full, but below we offer some examples of
common practices in NAF debt collection arbitrations and the names and contact
information of attorneys who can have witnessed these practices. These stories, all of
which derive from NAF's willingness to enter awards despite lack of substantiation, give
rise to serious concerns about the reliability of the private justice system that is quickly
replacing American courts.

1. NAF cnters awards against individuals who are the victim of identity

theft

The numerous stories of individuals who had NAF awards entered against them
even though they were victims of identity theft are among the most troubling of all the
NAF horror stories: even the briefest impartial review of the creditor’s case would reveal
that thc;se individuals did not owe the debt that the crcditor claimed.*’ The following
individuals represent just a few instances of NAF’s entering awards against identity theft
victims.

Buddy Newsom never had an MBNA credit card account. When he received a
document from MBNA about an account in his name, ke immediately contacted MBNA
to explain that it was not his. Subsequently, Newsom discovered that an employce in his
construction business—who was later prosecuted for embezzlement—had opened credit
card accounts in his name. Nevertheless, when MBNA initiated an arbitration
proceeding, NAF entcred an award against Newsom for $17,759.65, the full amount
demanded by MBNA, even though Newsom had objected to arbitration on the ground

that there was no account and thus no arbitration agreement. After learning of the award,
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Newsom's attorney contacted the arbitrator, who explained (hat he receives a stack of 40-
50 “uncontested” cases from NAF every month, and that Newsom’s case was included in
that set. The arbitrator simply rubber-stamped Newsom's case with an award for the
creditor in the full sum, as he did for all the others. When Newsom’s attorney contacted
an NAF case manager, he learned that NAF had actually received the information about
the identity theft but decided not to forward that information to the arbitrator—bccause it
had been received one day too late.?

Six months after Beth Plowman used her MBNA card to pay a hotel bill while on
a business tip to Nigeria in 2000, MBNA called her to collect more than $26,000 spent at
sporting goods stores in Europe. Plowman had received no credit card statements during
those six months; MBNA told her that **her sister”—Plowman has no sisters—had
changed the address on the account to an address in London. Plowman filed an identity
theft report with the police and heard nothing more from MBNA. But two years later, 4
debt collection agency that had purchased the debt from MBNA got an arbitration award
against her from NAF B

Troy Cornock received a letter from NAF claiming that he owed money on an
MBNA credit card, but he had never signed a credit card agreement or made any charges
on the account, which had been opened by his ex-wife. NAF ruled against him anyway,*
But when MBNA attempted to enforce the NAF award in court, the court granted
Cornock’s motion for summary judgment, stating that “in the absence of a signed credit
card application or signed purchase receipts demonstrating that the defendant used and

retained the bencefits of the card, the defendant’s name on the account, without more, is
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insufficient evidence that the defendant manifesied assent. . . . To hold otherwise would
allow any credit card company to force victims of identity theft into arbitration, simply
because that person’s name is on the account.”’

Trene Lieber, who lives on $759 a month in Social Security disability payments,
was hounded by a dcbt collection agency after her MBNA credit card was stolen. Lieber
later received a notice of arbitration from NAF. With the help of a legul services
attorney, she asked to sce the case against her or for the claim to be dismissed. But
Lieber heard nothing until another notice arrived, stating that NAF had issued a $46,000
award against her.**

1n addition to all of these stories, several attorneys told us that NAF had entered
awards against their clients even though they were the victims of identity theft:

e Joanne Faulkner. Comnecticut, 203-772-0395, j.faulkner @snet.net

* Scott Owens, Florida, 954-923-3801, scott@cohenowens.com
* Jane Santoni, Maryland, 410-938-8666, jane @williams-santonilaw.com

2. NAF enters awards even though consumer never received notice of
arbitration

NAF’s habitual practice of failing to ensure that consumcrs receive adequate
notice of arbitration has been observed by courts asked to confirm arbitration awards as
well as by consumer attorneys.

A Connecticut court, for example, denied a debt buyer’s motion to confirm an
NAF award noting that NAF rules provide “no procedure by which the arbitrator makes
any determination of whether the defendant has reccived actual notice of the demand for

arbitration . . . . and if the defendant does not respond in writing to the demand for
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arbitration, NAF simply decides the case ‘on the papers.” This certainly results ina high
likelihood that the outcome of the arbitration will be in the defendant’s favor.”™"
Attorneys frequently reported that NAF entered awards against their client even
though the client could affirmatively demonstrate that he or she never received notice of
arbitration. New York attorney Kevin Mallon (phone: 212-822-1474; email:
kmatlon @lawsuites.net), for example, reported that NAF erroneously insisted that his
client had been served with notice of arbitration. The client was able to verify that he had
not been served, however, by demonstrating that hie had, in fact, been getting married on
the day that he allegedly received notice of arbitration. Mallon wrote NAF a letter
explaining the lack of proper service, but NAF responded by taking his letter as 4
substantive response to the creditors” allegations and entered an award against his client.
California attorney Aurora Harris (phone: 714-288-0202; email:
roraharris @aol.com) noted that an individual in Minnesota is responsible for certifying
that notices of arbitration have been sent, even though that certification offers no
cvidence that the notice of arbitration was actually mailed or that it was sent to the proper
address.
Other éttomcys who reported that NAF entered awards against their clients despite
lack of proper notice of arbitration include:
Rebecca Covey, Florida, 954-763-4300, rebeccacovey @lemonadvice.com
Angela Martin, North Carolina, 919-708-7477, martingodawgs @aol.com
Bob Martin, New York, 212-815-1810, rmartin@dc37.net
John Mastriani, Texas, 713-665-1777, mrmastriani @ gmail.com

Scott Owens, Florida, 954-923-3801, scoit@ cohenowens.com
Dale Pittman, Virginia, 804-861-6000, dale@ pittmanlawoffice.com
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& Rich Tomlinson, Texas, 713-627-2100, rtomlinson @houstonconsumerlaw.com

3. NAF enters awards despite the creditor’s failure to prove the existence
of an arbitration agreement

One of consumer attorneys” most frequent comments about NAF was that NAF
routinely entered arbitration awards against their clients in the absence of any reason to
believe that the clients had actually agreed to arbitration. One particularly tclling
example comes from California attorney Aurora Harris (phone: 714-288-0202; email:
roraharris @aol.com). NAF had entered an arbitration award when the purported contract
between Chase and her client was three illegible pages. Upon closer inspection, Harris
realized that the contract supposedly containing the arbitration agreement was actually
three unrelated pages from three different contracts, with inconsistent page numbers and
everlapping content—and nowhere in those three pages was there actually an arbitration
agreement.

Another example comes from Iowa attorney Ray Johnson (phone: 515-224-7090;
email: johnsonlaw29@aol.com} who has had clients who could not possibly have agreed
to arbitration, because (a) the account was so old that it predated the use of arbitration
clanse, and (b) the consumer had closed the account before the credit card company
amended the contract to add an arbitration provision.

Other attorneys reporting NAF's failure to verify the existence of an arbitration
agreement include:

» Craig Jordan, Texas, 214-855-9355, craig@warybuyer.com

» John Mastriani, Texas, 713-665-1777, mrmastriani@gmail.com
» Scott Owens, Florida, 954-923-3801, scott@cohenowens.com

20
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* Dale Pittman, Virginia, 804-861-6000, dale@pittmanlawoffice.com
« Joe Ribakoff, California, 562-366-47183, killerrib @ gmail.com

4. NAF enters awards even though debts are past the statute of limitations

We have spoken to a large number of consumers, and to a number of attorneys,
who have reported that NAF arbitrators entered awards against consumers clients even
though the alleged debts were past the statute of limitations. [ have seen NAF enter
awards in cases that are more than half a dozen years past the statute of limitations.
Some other attorneys who have had this experience include:

Terry Adler, Michigan, 810-695-0100, lemonadel @sbcglobal.net
Ray Johnson, lowa, 515-224-7090), jchnsonlaw29@aol.com

Bob Martin, New York, 212-815-1810, rmartin @dc37.net
Scott Owens, Florida, 954-923-3801, scoft@ cohenowens.com

5. NAF enters awards with impermissible fees added on

Several attorneys noted that NAF enters awards that have impermissible junk and
attorneys fees added, even when those fees may be prohibited by law.

Joanne Faulkner, Connecticut, 203-772-0395, j.faulkner@snet.net
Aurora Harris, California, 714-288-0202; roraharris @aol.com
Ray Johnson, lowa, 515-224-7090, johnsonlaw29 @aol.com

Bob Martin, New York, 212-815-1810, rmartin@dc37.net

Joc Ribakoff, California, 562-366-4715, killerrib@gmail.com

CONCLUSION
In all too many cases, American consumers are denied the fair and impartial

arbitration that they are promised. Rather than presenting an expedient and just way to
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resolve disputes, arbitrations before the NAF have been operating simply as an arm of the
debt-collection industry. Even though NAF has now withdrawn from the business of
consumer arbitration, the circumstances that allowed NAF to profit from credit card
arbitration remain unchanged, and it would be all too easy for another company 1o start

up where NAF left off.
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@ American Arbitation Association
Dispute Resnlution Services Warldwide NEWS RELEASE
For Immediate Release

Contact:

Wayne Kessler, Vice President, Corporate Communications
American Arbitration Association

(212) 716-3975

kesslerw@adr.org

The American Arbitration Assoclation® Calls For
Reform of Debt Coliection Arhitration
largest Arbitration Services Provider Will Decline to Administer Consumer Debt
Arbitrations until Fairness Standards are Established

New York, NY- {July 23, 2009) ~ The American Arbitration Association (AAA), the
world's largest conflict management and dispute resolution services organization, today
recommended in a House subcommitiee hearing that the process surrounding consumer
debt collection arbitration needs major reform and recommended a national policy
committee to identify and research solutions. AAA said it will not administer any
consumer debt collection programs until those solutions are determined.

AAA senior vice president Richard Naimark told the Domestic Policy Subcommittee of
the House Qversight and Government Reform Committee that the AAA “has not
administered significant numbers of debt collection arbitrations relative to some other
organizations,” and has not handled any since June after it concluded a single high-
volume program. However, he said that AAA had independently reviewed areas of the
process and concluded that it had some weaknesses. As a result of that review, itis
evident to the AAA that “a series of important fairness and due process concems must
be addressed and resolved before we will proceed with the administration of any
consumer debt collection programs.” According to Mr. Naimark, areas needing attention
from the national policy committee include consumer notification, arbitrator neutrality,
pleading and evidentiary standards, respondents’ defenses and counterclaims, and
arbitrator training and recruitment.

“AAA has been working with the Domestic Policy Subcormmittee to review potential
improvements in consumer debt collection arbitration procedures for some time. We
believe that arbitration can play a major role in consumer debt collection disputes. A
national policy committee dedicated to meaningful reform can enhance an array of due
process elements so that there is deeper faimess and transparency. Consumers
deserve an alternative to litigation, but they also need to be able to trust that option. Our
goal will be to achieve that trust,” Mr. Naimark said after the hearing.

“We have been studying this issue for some time. We made our decision to impose a
moratorium on administering consumer debt arbitration independently and not at the
behest of any outside entity as has been claimed. We commend the Domestic Policy
Subcommittee for its initiatives to protect consumers in debt collection cases, and we will
continue to work with it willingly and enthusiastically,” Mr. Naimark said.
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About the American Arbitration Association

The global leader in canflict management since 1926, the American Arbitration
Assogciation is a not-for-profit, public service organization committed to the resolution of
disputes through the use of arbitration, mediation, conciliation, negotiation, democratic
elections and other voluritary procedures. In 2008, 138,447 cases were filed with the
Association in a full range of matters including commercial, construction, labor,
employment, insurance, intemational and claims program disputes. Through 30 offices
in the United Staies, Ireland, Mexico, and Singapore, the AAA provides a forum for the
hearing of disputes, rules and procedures and a roster of impartial experts to resolve
cases. Find more information online at www.adr.org.

#t
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Ms. Lori Swanson
Attorney General
State of Minniesota
1400 Bremer Tower
445 Minnesota Street
St Paul, MN 55101

Dear Attorney General Swanson:

1 have received your letter dated July 19, 2009 and would like to respond to the
very important issues raised and concerns you have expressed.about consumer
debt arbitration programs. Like you, the American Arbitration Association
(“AAA") is deeply committed to providing access to justice for consumers, and
we have worked with great dedication over the years to develop widely
respected protocols, codes of ethics and other procedures to ensure that
arbitrations administered under the auspices of the AAA are handled fairly and
efficiently.

‘The AAA is unique with respect to our governance structure in that other ADR
providers are almost exclusively organizations that operate for a profit, whereas
the AAA is an 83 year old not-for-profit organization with a mission dedicated to
developing the widespread, effective and ethical use of alternative dispute
resolution. As part of our governance structure, we have a Board of Directors
that provides divergent representative viewpoints of former judges, government
and union officials, and the plaintiff and corporate bars. Fortunately, the AAA is
able to draw on those varied experiences, in addition to our own, in developing
dispute resolution processes that accommodate the needs of parties not only fora
cost effective and efficient method of resolving disputes, but mere importantly
dispute resolution processes that are fair and which accommodate the particular
characteristics of the parties.

Regarding some of the specific points you have raised, I would like to first make
you aware that the AAA is not currently administering any large debt coliection
programs of the type described in your letter, and in fact, the AAA has only
administered one such program which ended in June of this year. After the
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Ms. Lorl Swatson
Attorney General
State of Minnesota
July 20, 2009
Page2

conclusion of the AAA's administration of that caseload, the AAA engaged ina
significant effort to identify and consider many of the aspects of debt collection
arbitration programs that give rise to legitimate concerns.

Those concerns include issues related to matters such as the notice that is
provided to consumers, arbitrator neutrality, the amount and type of evidence
that a business is required to submit when they fite a demand for arbitration
against a consumer, and other matters such as a consumer’s ability to defend an
arbitration in light of claims such as of identity theft. You have also expressed
some thoughts about consumers’ knowledge of the arbitration process and their
percetved ability to obtain access to the arbitral forum, which are concerns
shaxed by the AAA, '

It is the AAA’s view that each of these issues must be studied individually to
determine whether the arbitration process can be accommodated to address the
concerns raised. An AAA representative will be presenting various ideas about
how it might be possible to do so at the July 22+ hearing of the Domestic Policy
Subcommittee of the House Committee on oversight and Government Reform. 1
understand that you will be a witness at that hearing as well and we lock
forward to sharing our views in detail with you at that time. In the meantime,
and unti] such that there is some consensus on how concerns about the
administration of debt collection arbitrations might be successfully addressed,
the AAA has implemented a moratorium on the administration of any consumer
debt collection arbitration programs.

However, | would also like to note that an important distinction should be made
between consumer debt collection caseloads that are filed in large numbers
almost exclusively by a single business claimant on the one hand, and individual
consumer arbitrations on the other. In connection with individual consumer
arbitration filings, it is the view of the AAA that considerable success has been
achieved in creating an arbitral forum that is accessible and fair to consurmners.
More specifically, the Searle Civil Justice Institute at Northwestern University
recently completed an in depth examination of consumer arbitrations
administered by the AAA that found that consumer arbitration is an inexpensive
and quick way to resolve consumer disputes, that the “repeat-player” effect was
riot statistically significant, and that attorneys’ fees are granted to consumers in
the majority of cases where the consumer sought such an award.
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Ms. Lori Swanson
Attorney General
State of Minnesota
July 20, 2009
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In addition, the Seatle Institute found that the AAA’s fidelity to the Consumer
Due Process Protocol was effective in identifying and responding to consumer
arbitration agreements that did not meet the AAA’s minimum standards of
fairness and due process. Finally, for consumer arbitrations other than debt
collection arbitrations administered by the AAA, the vast majority of cases (72%
of consumer cases filed with the AAA in 2008) are filed by the consumer party.
This evidence would suggest that AAA arbitration provides a meaningful
avenue for the resolution of consumer disputes. While the Searle study did not
investigate consumer debt arbitration caseloads which can fairly be viewed asa
subset of consumer arbiiration, the Searle institute has now commenced a study
of consumer debt collection arbitrations which will also be informative with
respect to improvements that might be implemented into the arbitration process.

I hope that this letter adequately explains the AAA’s current position and
practices with the administration of consumer and debt collection arbitrations.

To the extent that you have any additional questions or concerns, we wotdd
welcome the opportunity to discuss it with you further.

Sincerely yours,

William K. Slate IT
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BankofAmerica __
5

Fact Sheet about Bank of America’s Arbitration Position

« Bank of America’s Consumer businesses will no longer enforce mandatory arbitration in
new banking disputes with individual customers. This applies to the bank’s consumer
credit cards; auto, recreaticnal vehicle and marine loans; and deposit accounts.

o Bank of America eliminated mandatory arbitratian in its mortgage and home
equity agreements several years ago.

o Bank of America dramatically reduced its use of arbitration in credit
card collection actions in mid-2008.

o With this additional change, a customer with a new dispute with Bank of America
regarding a credit card loan; auto, recreational vehicle or marine loan; or deposit
account will no longer be subject to mandatory arbitration.

e Existing individual customers who currently have the right to arbitrate a dispute will
retain that right, but the bank will not require it.

e This change will be reflected in future Bank of America customer agreements, as we
update those agreements beginning later this year

»  This complements other efferts to respond to our customers. In addition to taking
actions to avoid serious disputes, Bank of America works closely with customers in
distress.

o n 2008, Bank of America modified nearly one miflion U.S. consumer credit card
and unsecured loans. During the first six months of the year, the company has
already modified 600,000 more, representing approximately $6 biilion in credit.

o Bank of America also modified 230,000 mortgage loans in 2008 and 150,000
mortgage loans during the first six months of this year.

o For more information on Bank of America’s lending and investment efforts, our
Quarterly Impact Report is available via newsroom.bankofamerica.com.

Mr. CoHEN. Thank you, sir, we appreciate your testimony.

Our third witness has a positive and a negative to me, his great
first name Stephen, Mr. Stephen Ware. He is a professor at the
University of Kansas School of Law, which brings back pangs from
1% years ago.

He teaches at the school there, doesn’t take SATSs for his basket-
ball players, taught six different law schools including Samford’s
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Cumberland School of Law, which started in Tennessee and was a
faculty member there for 2 years.

He is the author of two books, several other publications and a
frequent speaker at academic conferences, continuing legal edu-
cation programs and a “Rock Shock Jayhawk.” You are welcome.

TESTIMONY OF STEPHEN J. WARE, UNIVERSITY OF KANSAS,
SCHOOL OF LAW, LAWRENCE, KS

Mr. WARE. Thank you very much, Chairman Cohen, Ranking
Member Franks, Members of the Subcommittee.

Although I am a professor of law at the University of Kansas, I
speak to you today not on behalf of my university or anyone else,
but on my own as an individual scholar who specializes in arbitra-
tion law.

Thank you for inviting me to testify. As someone who has spent
the last 16 years focused on arbitration, it is a real honor for me
to get the chance to talk to the elected officials who ultimately con-
trol the future of arbitration in this country.

And my suggestion and request to you is to please proceed with
caution because arbitration does a lot of good, including a lot of
good for ordinary citizens. For example, I am a consumer, and I
like to see arbitration clauses in the contracts of the companies I
do business with.

That tells me that the company is saving money on legal fees be-
cause arbitration tends to be a quicker and cheaper process and
competition over time will force the company to pass on some of
those savings to me. And if I ever have a claim against one of those
companies, I would like to save my own time and money by having
access to the quicker and cheaper process.

So if arbitration and litigation tend to reach similar outcomes,
and by outcomes I mean who wins and how much money they win,
but arbitration reaches those outcomes quicker and cheaper than
litigation, then arbitration is good for everybody.

It is good for the business and it is good for the consumer or em-
ployee or whoever has a dispute with the business. And that is ba-
sically the conclusion I have reached in my career of studying arbi-
tration.

Sure the trial lawyers who feel threatened by arbitration can tell
stories of particular consumers and employees who did not fare
well in a particular arbitration, but people can also tell stories of
particular consumers and employees that did not fare well in litiga-
tion.

So we shouldn’t be comparing arbitration to some ideal imagi-
nary dispute resolution process. We should be comparing the re-
ality of arbitration with the reality of litigation, as those are the
two options available to parties today. And when the comparison
moves beyond stories, beyond anecdotes, to serious empirical stud-
ieﬁ arbitration looks very good for consumers and employees over-
all.

So what is at issue here in the bills before Congress? Basically
you are being asked what should be the law on arbitration clauses
in consumer contracts, employment contracts and similar contracts,
and there are at least three possible answers to that question.
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One answer is none of these arbitration clauses should be en-
forced and that is the answer of the Arbitration Fairness Act. If
you enact that bill or something similar, you will say none of these
arbitrations clauses shall be enforced. At the other extreme would
be laws saying all of these arbitration clauses should be enforced.
Nobody is advocating that and that is not what current law does.

What current law does under the Federal Arbitration Act is en-
force some of these arbitration clauses. The Federal Arbitration Act
instructs courts to enforce the fair ones, don’t enforce the unfair
ones, and courts frequently decline to enforce arbitration clauses.

Courts have spent generations developing legal doctrine that are
sensitive to the case-by-case variations in the facts of a case. Arbi-
tration agreements can be written in a wide variety of ways, and
the consent parties give to arbitration agreements can incur under
a wide variety of circumstances.

I suggest that courts, being sensitive to those factual differences,
courts resolving cases individually, is a better approach than legis-
lation which necessarily paints with a broad brush. I thank you for
your attention and look forward to any questions.

[The prepared statement of Mr. Ware follows:]
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September 15, 2009

Hearing on “Mandatory Binding Arbitration — Is it Fair and Voluntary?”
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Subcommittee on Commercial and Administrative Law
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Chairman Cohen, Ranking Mcmber I'ranks and Mcembers of the Subcommittee.
‘Thank you for inviting me to testify. My name is Stephen Ware, and 1 am a Professor of
Law at the University of Kansas. I spcak to you today, not on behalf of my university,
but as an individual scholar who specializes in arbitration law.

T am writing my third book on arbitration and have published twenty arbitration
arlicles in scholarly journals, as well as several arbilration-related arlicles in non-
academic publications. Within the field of arbitration law, T have devoted special
allenlion Lo arbilralion involving consumers, cmployees and other ordinary individuals.
In fact, T have devoted much of the last 16 years of my professional life to researching the
law, cconomics and praclice of such arbitration. Based on this expericnee, I conclude
that current law is generally very good at ensuring that binding arbitration is fair and
voluntary.! Therefore, I am very concerned about bills in Congress thal would, in my
vicw, worscn arbitration law and harm the very people they are designed to hel p.2

I'begin by addressing the voluntariness of arbitration then turn to its fairness.
Arbitration Is More Voluntary Than the Alternative (Litigation)

Litigation in the court system is the defaull process of dispule resolution. Parlics
can contract into alternative processes of dispute resolution, but if they do not do so then
cach party retains the right o have the dispute resolved in litigation. By contrast, a
dispute does not go to arbitration unless the parties have contracted to have an arbitrator
resolve that dispute.® In other words, arbitration binds only those who contracted for iL.
In this important sense, arbitration is not “mandatory” but litigation is. Parties who

' T have proposed some changes to the Federal Arhitration Act hut these proposals generally deal with
topics that have not become the subject of Congressional hearings. See Stephen J. Ware, Interstate
Arbitration, in CDWARD BRUNET ET AL., ARBITRATION LAW IN AMERICA; A CRITICAL ASSCSSMENT 88-126
(2006).
% Such hills include the Arhitration Fairness Act (H.R. 1020) and the Fairness in Nursing Homc Arbitration
Act (H.R. 1237). The Arbitration IFairness Act would prevent courts from enforcing pre-dispute arbitration
agreements between (1) consumers and their sellers, (2) employees and their employers. and (3) franchisees
and their (ranchisors. Similarly, the Fairness in Nursing Home Arbitration Act would prevent courts from
enforcing pre-dispute arbitration agreements between a long-terin care facility (such as a nursing home)
and a resident of a long-term care facility or anyone acting on behalf of snch a resident. 1 expect that
enactment of these bills would largely end arbitration of disputes between such parties.

During a hearing on last year’s version of The Faimess in Nursing Home Arbitration Act (H. R.
6126) Representalive Hank Johnson stated (hat the bill "would not gut arbitration as an alternative dispule
resolution; it would simply bar pre-dispute mandatory arbitration agreements in nursing home agreements."”
Hearing on H.R. 0120, the “Fairness in Nursing Home Arbitration Act of 2008 Before the Subconm. on
Comm. and Admin. Law of the H. Comm. on the Judiciary, 110th Cong. (2008) (statement ot Rep. Hank
Johnson), transcript available at 2008 W1, 2381657. Respectfully, this sets up a false choice. In fact, the
most likely result of barring pre-dispute arbitration agreements is (o "gut” arbitration. That is because
arbitration almost never occurs except as a result of pre-dispute agreements. See infra.
* Here, T am speaking of the contractual, binding arbitration that is the subject of this hearing and of the
Arbilration IFairness Act and the Tairness in Nursing Home Arbilration Act. By contrast, non-contractual
arbitration and non-binding, court-annexed arbitration are very ditferent from contractual, binding
arbilralion. See STCPIION J. WARE, PRINCIPLES OF ALTERNATIVE DISPUTE RESOLUTION §§ 2.55, 4.32 (2d ed.
2007).
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ncver contracted to be bound by the results of litigation may be lawfully subjected to
binding litigation. By contrast, parties who never contracted to be bound by the results of
arbitration may not be lawfully subjccted to binding arbitration.

Arbitration Arising Out of a Contract is Voluntary, Rather than Mandatory

Whal some call “mandalory arbitration” is betler called “conlractual arbilralion”
because it, unlike some other arbitrationf‘ does not occur unless the parties have
previously formed a contract slating their agreement Lo arbitrate the dispule. Arbilralion
is not mandatory when it arises out of a contract, because contracts are formed
volunlarily. The rare cases in which consent Lo a contract is involunlary--as when “A
grasps B's hand and compels B by physical force to write his name” to the signature line
of a conlract,” or when A puls a gun 10 B's head and says “sign or I'll shool”=-result in
contracts that arc voidablc on the ground of duress so courts do not enforce them. By
contrast, in the absence of duress il is inaccurate Lo say that a conlracl conlaining an
arbitration clausc results in arbitration that is “involuntary” or “mandatory.”

What critics of contractual arbitration objcct to is not durcss. They object to
arbitration clauses in form contracts presented take-it-or-leave-it to consumers,
cmployces, and other ordinary individuals. Tor instance, Scelion 2(3) of the Arbilration
Fairness Act says that many parties to form contracts are unlikely to read or understand
the aré)itration clause and may not cven know that there is an arbilration clause on the
form.

That is a valid point and it is a point that applies to a wide range of contracts, not
just to contracts with arbitration clauscs. Form contracts have long outnumbered custom-
drafted contracts.” For many generations, courts and commentators have debated a
varicty of legal doctrincs focused on form contracts.® All that has been said in that
ongoing debate applies to form contracts with arbitration clauses just as much as it
applics to form contracts without arbitration clauscs.

*1d.

* RESTATEMENT (SECOND) OF CONTRACTS § 174 cmt. 4, illus. 1 (1979).

® Section 2(3) of TLR. 1020 says: “Most consumers and employees have little or no meaningful option
whether to submit their claims to arbitration. Few people realize, or understand the importance of the
deliberately fine print that strips them of rights; and because entire industries are adopling these clauses,
people increasingly have no choice but to accept them. ‘They must often give up their rights as a condition
of having a job, gelling necessary medical care, buying a car, opening a bank account, gelling a credil card,
and the like. Often times, they are not even aware that they have given up their rights.”

7 See, e.g., W. David Slawson, Standard Form Contracts and Democratic Control of Lawmaking Power, 84
HARV. L. REV. 529, 529 (1971) (cstimating that 99% of all conlracts were standard form agrecments).

§ See, e.g., Nathan Tsaacs, The Standardizing of Contracts, 27 YALE L. 34 (1917); dwin W. Patterson,
The Delivery of a Life Insurance Policy, 33 HARY. L. REV. 198 (1919); Fricdrich Kessler, Contracts of
Adhesion—Some Thoughts About Ireedom of Contract, 43 COLUM, L, RCV, 629 (1943); KARL N,
[LLEWELLYN, THE COMMON [.AW TRADITION DECIDING APPEALS 362 (1960); Randy E. Bamett, Consenting
to Form Contracts, 71 TORDIIAM L. RCV, 627 (2002); Russell Korobkin, Bounded Rationality, Standard
Form Contracts, and Unconscionabilitv, 70 U. CHI 1. REV. 1203 (2003) .
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Tmportantly, thosc who arguc against cnforcement of some clauses on form
contracts do so because they believe the clauses are too one-sided (substantively
unconscionablc) or because the clauscs generally do not receive the knowing consent of
the non-drafting party, but not because the contracts containing the clauses are mandatory
or involuntary. The non-drafling party is always [ree, in the absence ol duress, (o simply
walk away from the proposed contract.

This is true even if the form contracts of an entire industry all have many of the
same clauscs. An example is the mortgage (or sccurily inlerest), a common clause of
loan agreements and what enables the lender to take collateral from the borrower if the
borrower delaulls on the loan. A few years ago, I borrowed $220,000. The lender
insisted that T grant it a mortgage on my home. This clause was non-negotiable, take-it-
or-leave-il. I am conlident that other lenders, when laced with my request for a loan of
that amount, would also havc insisted on this same non-ncgotiablc clause. Tam also
confident that the vast majority of other people borrowing thal amount of money would
have no choice but to accept this clause as well. Docs that make my mortgage
involuntary or mandatory? Of course not. Icould have rented a home or perhaps bought
a smaller home without borrowed funds. There arc always alternatives, albeit more and
less attractive ones. I consented, in the absence of duress, to a contract containing the
lending industry's take-il-or-leave-it clause, just as I and many other people consent, in
the absence of duress, to contracts containing take-it-or-leave-it arbitration clauses.
Calling the resulls of these routine transactions “mandatory arbitration” is no more
appropriate than referring to “mandatory mortgages.” Both the arbitration and the
morlgage arc cnlircly voluntary.

In short, to call arbitration arising out of form contracts “mandatory” is inaccuratc
rhetoric. As the leading scholarly treatise on federal arbitration law explains, this use of

the term “mandatory” “is extremely confusing language becausc it ignores altogether the
consensual element in contracts.”™

A related reason for referring to arbitration arising out of form contracts as
“contractual,” rather than “mandatory,” is thal doing so reserves the word mandalory for
arbitration that really is mandatory--arbitration that occurs even though the parties have
not contracted for it. For example, the ederal Inscclicide, Fungicide, and Rodenticide
Act requires chemical manufacturers to arbitrate certain disputes with each other even
though ncither of them contracled for arbitration.'® Thal is truly mandatory arbitration.
Arbitration arising out of a form contract is not.

In sum, contractual arbitration is voluntary, not mandatory. A form contract’s
arbitration clause is no more mandatory than that form contract’s other clauses. No one
scriously suggests modern socicty can do without form contracts by making them
unenforceable unless parties invest the time (o become knowledgeable about all their
terms. Commerce would slow to a snail’s pace. So courts will continuc to enforce form

* IAN R. MACNEIT, RICHARD H. SPEIDEL, THOMAS J. STIPANOWICH, (i, RICHARD SHELL, FEDERAL
ARBITRATION LAW § 2:36 n.5 (1995).
1 See STEPHEN J. WARE, PRINCIPLES OF ALTERNATIVE DISPUTE RESOLUTION § 2.55(b)(1) (2d ed. 2007).
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contracts voluntarily cntered into cven though the party who did not draft the form (such
as a consumer or employee) is not knowledgeable about all the terms. Lack of
knowlcdge about tcrms on form contracts raiscs important issucs but they arc not issucs
of voluntariness or duress. They are issues of fairness or unconscionability, the issues to
which I now turn.

Current Law is Generally Well-Suited to Ensuring That Binding Arbitration is as
Fair as the Alternative (Litigation)

In assessing the fairness of binding arbitration as it is currently practiced in this
counlry, onc musl avoid the lemplation lo compare arbilration lo some hypothelical idcal
process of dispute resolution. Instead, the current reality of arbitration should be
compared Lo the current reality of litigation. Those are the two oplions parlies now have
for binding disputc resolution.

A comparison of arbitration and litigation should consider at Icast two factors:
outcomes and process costs. The outcomes include who wins a case (e.g., consumer or
business) and how much moncy is awarded to the winner. Process costs arc the costs of
getting to the outcome, such as the time and legal fees spent on pleadings, discovery,
molions, lrial or hearing, and appeal.

In comparing the oulcomes and process cosls of arbilration and liligalion, we
should examine careful empirical studies of large numbers of cases, rather than be led
aslray by anccdoles aboul a hand(ul of {polentally unrepresentalive) cascs.
Unfortunately, however, even careful empirical studies cannot provide definitive answers.

Empirical studies can tell us the relative levels of awards and process costs
in arbitration and litigation, but that docs not mean they can tell us the
relative levels of awards and process costs in arbitration and litigation in
comparable cases. The probative valuc we give to empirical studics
should turn on our level of confidence that the studied cases going to
arbilration are comparable (o the studicd cascs going (o litigation. And, in
reality, nobody knows whether the cases going to arbitration are
comparable (o the cascs going Lo liligation. . . .

In other areas of study, a scholar can (to a great extent) overcome this
mcthodological problem. Supposc, for cxample, thal a court requires
mediation of all cases with odd docket numbers, but not of cases with even
dockel numbers. A scholar could then compare the resulls of the odd cases
to the results of the even cases and attribute any differences to the rule
requiring mediation. With a sulficiently large sample size, we would be
quite confident that the odd cases are comparable to the even cases. "That is
because the odd and even docket numbers are completely unrelated o
anything that might plausibly affect the results of the cases.

In contrast, the selection of cases between arbitration and litigation is very
different. [CJases go to arbitration when, and only when, there is an
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arbitration agrecment. The [partics that] usc arbitration agrcements may be
systematicall%l different from the [parties that] do not use arbitration
agreements.!

In sum, “[e]mpirical studies are vulnerable to the possibility that the studied cases going to
arbilration arc systematically different from the studicd cases going to litigation.”™
Therefore, in comparing arbitration and litigation, we must be cautious about how much
weighl we give cmpirical studics, although we should surcly give them far more weight than
anecdotes about a handful of (potentially unrepresentative) cases.

‘With this caution noted, what do empirical studies of arbitration tell us? The
cmpirical evidence indicates that arbitration lends Lo have lower process costs than
]iﬁg.},ation.]3 With respect to outcomes, the empirical evidence indicates that arbitration
tends (o result in lower awards [or some Lypes of cases bul higher awards in other types
of cascs and that, overall, consumers and cmploycecs farc as well as in arbitration as in
litigation.™

In short, empirical studies do not support the notion that consumer and employment
arbitration is unfair.

The Importance of Enforcing Pre-Dispute Arbitration Agreements
As noted above, litigation in the court system is the default process of dispute

resolution. Parties can contract into arbitration, but if they do not do so then each party
retains the right to have the dispute resolved in litigation.

' Stephen I. Ware, The Effects of Gilmer: Empirical and Other Approaches to the Study of Employment
Arbitration, 16 O100 ST. J. ON DISP. RESOL. 735, 755-56 (2001).

" 1d at 556. See also David Sherwyn, Samuel Estreicher & Michael 1leise, Assessing the Case for
Employment Arbitration: A New Path for Empirical Research, 57 STAN. L. REV. 1557, 1564-66 (2005).

13 See Stephen I. Ware, The Efjects of Gilimer: Empirical and Other Approaches to the Study of
Employment Arbitration, 16 QHIO ST. I. ON DISP. RESOL. 735, 753-55 (2001) (citing and summarizing
studies of cmployment arbitration); Peter B, Rutledge, Whither Arbitration? 6 GEO. J. L. PUB. POL’Y 549,
576-79 (2008). Peter B. Rutledge, Arbitration — A Good Deal for Consumers: A Response to Public
Citizen 22-24 (2008) (refuting Public Citizen's charge that “ Arbitration often costs consumers more than
court.”) That arbitration reduces process costs is confirmed by survey evidence. See ABA SECTION OF
LITIGATION TASK FORCE ON ADR EFFECTIVENESS, SURVEY ON ARBITRATION (August 2003) at 19,
available ar hip://www.abanel.org/litigalion/tasklorces/adr/surveyreport. pdl.

' Stephen J. Ware, The Effects of Gilmer: Empirical and Other Approaches to the Study of Employment
Arbitration, 16 OHIO ST. T. ON DISP. RESOL. 735, 755-56 (2001) (ciling and summarizing studics of
employment arbitration); Searle Civil Justice Institute Consumer Arbitration Task Force, Consumer
Arbitration Before the American Arbitration Association, March 2009, at 109,
htip://www.scarlcarbitration.org/p/lull report.pdf (recent study of consumer atbilration [inding that
consumers won sorne relief in 53.3% of the cases they filed and recovered an average of $19,255);
Theodore Eisenberg & Elizabeth Hill, Arbitration and Litigation of Employment Claims: An Empirical
Comparison, DISP. RESOL. ., Noy. 2003/Tan. 2004, at 44; Peler B. Rulledge, Whither Arbitration? 6 GEO,
J. .. PUB. POL’Y 549, 560 (2008)(concluding that “most measures—raw win rates, comparative win rates,
comparalive recoveries, and comparalive recoveries relative 10 amounts claimed—do not support the claim
that consumers and employees achieve inferior results in arbitration compared to litigation.”).
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A contract for binding arbitration can bc made before or after a dispute ariscs. In
rare instances, parties agree to arbitrate a dispute that has already arisen between them.
T'ar morc often, the agreement to arbitrate is formed prior to any dispute. Contracts of all
kinds include clauses obligating the parties to arbitrate, rather than litigate, disputes
arising oul of or relating Lo the contracl. These are pre-dispule arbitration agreements.

Crilics of pre-dispute arbilration agreemenls involving ordinary individuals (such
as consumers and employees) argue that arbitration must be bad for such individuals if
businesses oblain individuals’ consent o arbilration through prc—disPulc form contracts in
which the arbitration clause is unlikely to be the focus of attention.”” The argument
conlinucs by suggesling that il arbilration rcally was good [or them, individuals would
choose it post-dispute, when they have had time to consider (perhaps in consultation with
a lawyer) the pros and cons of arbilration versus liligation. According (o Lhis view, only
post-disputc arbitration agreements should be enforced. As cxplained below, this view 1s
simplistic and erroneous.

Arbitration's Lower Process Costs Benefit All Concerned (Except Perhaps Lawyers)

As noted above, available empirical data indicates that arbitration tends to have
lower process costs Lthan litigation. (By “process costs,” I refer (o the ime and legal fees
spent on pleadings, discovery, motions, trial or hearing, and appeal.) Lower process costs
obviously benelit consumers Lo Lthe cxlent they {or their lawyers) bear those costs. Lower
costs to consumer plaintiffs increase access to justice, especially in smaller cases for
which it can be difficull 1o altract a lawyer.™®

In addition, consumers also bencfit from the lower process costs paid by
businesses. That is because whatever lowers costs to businesses tends over time to lower
prices to consumers. Whilc the entire cost-savings is passcd on to consumcrs only undcr
conditions of perfect competition,” some of the cost-savings is passed on to consumers
under non-competitive conditions, even monopoly. ' The extent to which cost-savings

5 See Stephen I. Ware The Case for Enforcing Adhesive Arbitration Agreements - with Particular
Consideration of Class Actions and Arbitration Fees, 5 1. AM. ARB. 251, 262 1n.21 (2006) (citing those who
make (his argument).

1 Ag plaintiffs’ attorney Kenneth I.. Connor acknowledged during a hearing last year, “lawyers are
businesspeople too, and they simply, from an cconomic feasibility standpoint, can't handle a case that is not
likely to vield back a return to the client and to the lawyer who represents him.”  Hearing on H.R. 6126,
the “Fairness in Nursing Home Arbitration Act of 2008 Before the Subcomm. on Comm. and Admin. Law
of the H. Comm. on the Judiciary, 110th Cong. (2008) (response ol Ken Connor (o question [rom Ranking
Member Chris Cannon), transcript available at 2008 W1, 2381657, Available research bears this out. See,
e.g., William M. Howard, Arbitrating Claims of Employment Discrimination: What Really Does Happen?
What Really Should Happen?, DISP. RGSOL. I, Oct.-Dec. 1995, at 40, 44 (reporting, based on survey of
employment lawyers, that before accepting a case lawyers required, on average, minimum provable
damages of $60,000 (o $65,000 and a retainer of $3,000 o $3.600).

17 See, e.g., RICHARD A, POSNER, LCONOMIC ANALYSIS OF LAW 7 (6th ed. 2003) (*The forces of
competition tend to make opportunity cost the maximum as well as minimum price.™); Stephen J. Ware,
Paying the Price of Process: Judicial Regulation of Consumer Arbitration Agreements, 2001 J, DISP.
RESOL. 89, 91-93.

'8 See, e.g., POSNIR, supra nole 17, al 276 & Tigure 9.4 (“If costs fall (unless these are fixed costs), the
optimum monopoly price will fall and output will rise.”), and “virmally all costs are variable in the long
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arc passcd on to consumers is determined by the clasticity of supply and demand in the
relevant markets.”® Therefore, the size of the price reduction caused by enforcement of
consumer arbitration agrcements will vary, as will the time it takes to occur. But it is
inconsistent with basic economics to question the existence of the price reduction.

The analogous point can be made about the effect on wages of the enforcement of
cmployment arbilration agreements. While one can question the size or timing of the wage
increase caused by this enforcement, it is inconsistent with basic economics to question the
existence of 1% This point applics similarly with respect Lo arbilration agreements in other
contexts as well. Tt is merely an example of the general insight that contract terms favorable
lo scllers go hand-in-hand with lower prices. “Recognition of this has been standard in the
law-and-economics literature for at least a quarter of a century,”zl

In sum, the process-cost savings of arbitration arc a social good, incrcasing the
size of the pie by resolving disputes more elliciently. The only harm [rom process-cost
; . 2
savings coincs to thosc (like lawycrs) who scll proccss.

Limiting arbitration so that only post-disputc agreements arc enforced would fail
to produce all the social gains produced by enforcing pre-dispute arbitration agreements.
Thal is because arbitration will not occur nearly as oflen il an enforccable arbitralion
agreement can only be made after a dispute arises. Neither party is likely to agree, post-
dispute, to arbitrate claims for which arbilration is cxpecled Lo be less favorable Lo that
party than litigation would be.* Thus post-dispute arbitration agreements are unlikely to
occur even if both partics and their lawyers cxpect thal the process costs (for both sides)
are lower in arbitration than litigation. By contrast, pre-dispute agreements are formed at
a timc when both partics arc uncertain about whether there will be a dispute and. it so,
what sort of dispute it will be.2* That is the time when both sides have an incentive to

run.” Id. at 123. A good explanation ol this point is Jerry A. Hausman & Gregory K. Leonard, Efficiencies
from the Consumer Viewpoint, 7 GEO. MASON L. REV. 707, 708-09 (1999).

% See, e.g., Richard Craswell, Passing on the Costs of Legal Rules: Efficiency and Distribution in Buyer-
Seller Relationships, 43 STAN. L. REV. 361, 367 (1991).

* Stephen 1. Ware, The Effects of Gilmer: Empirical and Other Approaches to the Study of Employment
Arbitration, 16 OHIO ST. J. ON DISP. RESOL. 735, 747-51 (2001).

2 Stephen I. Ware, Paying the Price of Process: Judicial Regulation of Consumer Arbitration Agreements,
2001 1. Disp. RESOL. 89,92,

% Even this is part of the overall social benefit from reducing the costs of processing cases. "To the extent
that the costs of adjudication are reduced, disputes can be resolved more efficiently, i.e., fewer resources
need (o be devoled to adjudicalion. Some bright young people who would have become rial lawyers enter
other fields instead. Whatever those people produce is a gain to society from the cost savings of
arbilration." Stcphen I. Ware, Arbitration under Assault: Trial Lawyers Lead the Charge, CATO Inslilute
Policy Analysis no. 433, April 18, 2002, at 9, http:/www,cato.org/pubs/pas/pa-433es.bitmi.

» Several commentators have made this point with respect to employment arbitration. See Samuel
Estreicher, Saturns for Rickshaws: The Stakes in the Debate over Predispute Employment Arbitration
Agreements, 16 OHIO 8T, J. ON DISP. RESOL. 559, 567-68 (2001); David Sherwyn, Because it Takes Two:
Why Post-Dispute Voluntary Arbitration Programs Will Fail to Fix the Problems Associated with
Employment Discrimination Law Adjudication, 24 BERKELDY J, EMP, & LAB. L. 1, 57 (2003); Lewis L.
Maltby, Qut of the Frying Pan, nto the Fire: The Feasibility of Post-Dispute Emplovment Arbitration
Agreements, 30 WM. MITCIIELL L. REV. 313, 314 (2003).

** Christopber R. Drahozal, “Unfair” Arbitration Clauses, 2001 U. 1L 1.. REV. 693, 746 (2001).
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choosc the forum that reduces process costs.

This point about arbitration gencrally also applics to arbitration involving
consumers and employees in particular. After a consumer or employment dispute with a
business ariscs, the business can consult ils lawyers (o asscss whether arbitration or
litigation will be more favorable to its side of the case. If litigation is more favorable
than arbilration for the business then the business will not agree (o arbitration il proposed
by the consumer or employee post-dispute. Conversely, after a dispute arises, the
consumer or cmployee can similarly try (o consull onc or morc lawyers (o asscss whether
arbitration or litigation will be more favorable to their side of the case. Tt they conclude
that litigation is morc [avorable than arbilralion (o them then they will not agree Lo
arbitration if proposed by the business post-dispute.

Enforcement of Pre-Dispute Arbitration Agreements is Good Policy

To reiterate, post-dispute agreements to arbitrate arc unlikely to be morc than rarc
events. This rarity is not due Lo any fault of arbitration. This rarily is due (o litigation's
status as the default process of dispute resolution. Once a dispute ariscs, partics arc
unlikely to contract out of the default process because of one party’s self interest in
whalever tactical advantages it can gain from litigation, whether [rom an casily-
impassioned jury or expensive and time-consuming pre-trial discovery and post-trial
appcals. Only a naively simplistic view would deny that dispuling partics and their
lawyers assess the case before them and try to maneuver into a process that is expected to
advantage their side. That sort of scll-interested mancuvering is inherent in the adversary
system and lawyers might not be fully serving their clients if they did not engage in it.

1n sum, the enforcement of pre-dispute agreements to arbitrate is needed to
producc most of the social benefits resulting from arbitration’s lower process costs.
Enforcement of these agreements allows consumers and employees to compel arbitration
of disputcs when, post-dispute, the business would prefer litigation. Similarly, it allows
businesses to compel arbitration of disputes when, post-dispute, the consumer or
cmployce would prefer litigation. Allowing cach side (o compel the other Lo perform the
contract is good policy for the same reason that enforcing contracts generally is good
policy. Enlorcing contractls constrains opportunistic behavior and allows people (o rely
on each other’s promises. These policies are especially important with respect to
conlracts in which parlics promisc Lo usc a relatively quick and clficient dispule-
resolution process like arbitration.

Current Law Protects Against Unfair Arbitration Agreements

Tinally, T emphasizc that current law docs not require courts to enforce all
arbitration agreements. The Federal Arbitration Act allows courts (o invalidate
unconscionable arbitration agreements.”* And this is not just a theorctical protcction,
Each year, there are many cases in which courts hold particular arbitration agreements

B9 U.S.C. § 2 (arbitralion agreetnents “shall be valid, irrevocable, and enlorceable, save upon such
grounds as exist at law or in equity for the revocation of any contract.”™)
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unconscionable.”® Tor example, courts often refusc to enforce arbitration agreements that
prohibit class actions or require the consumer or employee to 7pay a significant portion of
the fees charged by the arbitrator or arbitration organization.Z So we currently have a
very sensible system in which courts determine, case-by-case, which arbitration
agreements should not be enforeed and which provide for a [air process and so should be
enforced. As every case is different and arbitration agreements can be written in a wide
varcly ol ways, I belicve these issucs arce betler handled on a case-by-casc basis in the
courts, rather than with the overly broad brush of legislation. In short, T recommend that
you allow arbilration law (o continue (o develop in the courts, rather than cnact a bill such
as HR. 1020 or H.R. 1237.

Thank you very much for your time and attention. T would be happy to answer
any queslions thal you may have.

Stephen J. Ware

1535 West 15" Street
Lawrcnce, KS 66045
785-864-9209
warc@ku.edu

% See STCPIION J. WARE, PRINCIPLES OF ALTERNATIVE DISPUTE RESOLUTION 61-65 (2d ed. 2007)
(collecting representative cases); Stephen A. Broome, An Unconscionable Application of the
Unconscionability Doctrine: How the California Courts are Circumventing the Federal Arbitration Act, 3
HASTINGS BUS. [..1. 39, 48 (2006) (finding that unconscionability challenges to arbitration agreements in
California succeeded in whole or in part in approximately 58% of cascs, compared to only 11% in the non-
arbilration context); Susan Randall, Judicial Attitudes Toward Arbitration and the Resurgence of
Unconscionabilitv, 52 BUFR. L. REV. 185, 194 (2004) (finding that arbitration agreements were found
unconscionable in 50.3% of cases in 2002-2003, as opposed o 25.6% lor olher types ol contracls).

*7 See STEPHEN 1. WARE, PRINCIPLES OF ALTERNATIVE DISPUTE RESOLUTION 64 (2d ed. 2007).

9
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Mr. COHEN. Thank you, sir. Appreciate your testimony, Professor
Ware.

Mr. WARE. I stayed within the 5 minutes, too.

Mr. CoHEN. Right, you did, you beat the 5-minute clock. Beulah
didn’t have to hit the buzzer.

Our final witness is Mr. Cliff Palefsky. He is a civil rights and
employment lawyer and a partner in the San Francisco law firm
of McGuinn, Hillsman and Palefsky, co-founder of the National
Employment Lawyer’s Association and co-chair of their Mandatory
Arbitration Task Force.

He has been involved in many arbitration decisions. He has been
involved in state and Federal legislative efforts dealing with man-
datory arbitration of civil rights claims. Mr. Palefsky, welcome.

TESTIMONY OF CLIFF PALEFSKY, NATIONAL EMPLOYMENT
LAWYERS ASSOCIATION, SAN FRANCISCO, CA

Mr. PALEFSKY. Thank you very much, Mr. Chairman. I think I
should start with presenting my bias here.

I am an employment lawyer. We are the folks that Congress has
asked to help enforce your civil rights laws and your whistleblower
laws and your wage and hour laws. I believe that I have an ethical
obligation to my clients to get their cases resolved as quickly as
possible without even filing a complaint if I can, because that is
what people in the employment context need.

That is my bias. You will have a hard time finding anyone in this
country who is a bigger proponent of ADR than me, a bigger user
of ADR than me. We have led the Nation in encouraging the use
of mediation for employment disputes.

Let me tell you what I have learned over the past 20 years. Civ-
ilizations are evaluated by the quality of their civil justice systems.
We are still lecturing, today, other countries about the rule of law,
while in contemporary America, American workers and consumers
are being sent to secret tribunals with no right of appeal.

It is extraordinary that we sit here and debate the right of ter-
rorists to access a Federal court, when the victims of sexual harass-
ment and whistleblowers are denied that opportunity and are told
that they must not only go to secret tribunals with no right of ap-
peal, but they must pay for that privilege.

The notion that arbitration and our public constitutional court
system are equivalent is the modern day version of separate but
equal. It would be malpractice for any practicing attorney to equate
the two systems and to not understand the differences.

In every single material defining respect, they are the exact op-
posites. Public versus private, free versus pay, full discovery versus
no discovery or limited discovery, a judge who is required to follow
the law versus not follow the law, the right to appeal versus the
right not to appeal and a judge whose economic future is dependent
on satisfying the repeat user.

Arbitration is a dispute resolution system. It is not a justice sys-
tem. It cannot be confused as a justice system. In the employment
context, it is important to realize that none of these notions that
Professor Ware talks about in terms of voluntariness apply.

Our laws, the Norris-LaGuardia Act, the National Labor Rela-
tions Act, say it is the public policy of this country to recognize that
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individual workers do not have the ability to freely negotiate terms
of labor.

Ever since the 13th amendment, we have recognized that the
free market has failed to protect employees. The notion that if you
don’t like this arbitration clause, quit, give up your job, give up
your health insurance is a proper way to regulate the workplace,
has been discredited.

What is at stake here is the integrity of the laws that you have
passed. You have passed the civil rights laws and we cannot en-
force them. They are being undermined. You have passed whistle-
blower laws and we cannot enforce them. If you blow the whistle
and no one hears, you are not a whistleblower, you are a sitting
duck. You are a sucker.

If you want to know what America would look like if all sex har-
assment claims were sent to arbitration, look at the securities in-
dustry in the 1970’s and 1980’s, when movies like “Bonfire of the
Vanities” and “Working Girl” were held up as models of how accu-
rate they are.

If you want to know what America would look like if all whistle-
blower claims went to arbitration, look at the securities industry
where they have compelled arbitration of whistleblower claims up
to the present date.

If you want to know what America would look like if subprime
lending claims go to arbitration, look at what happened here until
last year or 2 years ago, when Freddie Mac and Fannie Mae said
they would not longer buy loans with mandatory arbitration
clauses.

What is going on, in fact, is do-it-yourself tort reform. Congress-
man Franks, I would love to address what you believe are myths.
In fact all state regulation of the arbitration relationship essen-
tially has been preempted. Your own state of Arizona has specifi-
cally excluded employment contracts from your arbitration statute.
That has been preempted.

The notion that courts all over the country are enforcing
unconscionability arguments is simply not true. We have had that
success in California, but all over the country courts are not strik-
ing down clauses. They are finding the most egregious clauses to
be just fine because it clears their dockets.

What is going on is a scandal in the house of justice and the Ju-
diciary Committee must recognize—don’t worry about statistics.
You would never suggest to any other country that justice is pro-
vided in secret conference rooms by judges who have to please the
repeat user. For-profit justice has never worked. It will never work.
Thank you very much.

[The prepared statement of Mr. Palefsky follows:]
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The National Employment Lawyers Association ("NELA") is an organization of over
3,000 of this country's leading civil rights and employment lawyers. NELA's members include
not only attorneys in private practice but also lawyers on the staffs of the Equal Employment
Opportunity Commission and various Stale anti-discrimination agencies. We are the atlorneys (o

whom Congress looks for help in enforcing our nation's ¢ivil rights and labor laws.

T am & civil rights and employment lawyer. I am also a founding board member of the
National Employment Lawyers Association. lior the past twenty years 1 have coordinated
NELA’s activities with regard to mandatory arbitration. | have participated in the litigation of
many of the leading cases involving mandatory arbitration of employment claims in the State and

Federal courts.

NELA strongly supports all voluntary [orms of alternative dispule resolution, including
arbitration and mediation. In fact, NELA has been at the forefront nationally in encouraging
mediation as a preferred method for resolving employment disputes. We helped draft the Due

Process Prolocol for (he Resolution of Statutory Disputes and worked closely with the American
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Arbitration Association in the development of their specialized employment arbitration rules and

procedures.

Because there appears to be such a great disparity between the public perception of
arbitration and its day to day reality, both legal and factual, it is important to begin these

comments by setting forth some basic facts about the process which are often misunderstood.

Unlike our constitutionally defined civil justice system, arbitration is not designed with
the primary goal of achicving the legally correct result. Its primary objcetive is finality and
economy in achieving that finality. Although most of the general public is unaware of the fact,
arbitrators are nol required to know or follow the law. Moreover, a legally incorrect ruling
cannot be appeuled or rectified. The law is clear that a decision reached through binding
arbitration must be confirmed even if there is an error of fact or law on the face of the award that

causes substantial injustice to the parties.

Litigants for whom a quick and final decision is of primary importance, who do not
require much discovery to establish their cases, and who are willing to risk a decision that could
impose a result contrary to law, are certainly entitled to opt for binding arbitration of their
claims. But the requirement that all claims by employces, including civil rights, whistleblower
and wage and hour claims, be submitted to arbitration as a condition of employment is another
matter entirely. The problem is even more acute when the forum selection is controlled by the
employers, the procedures are drafted by the employers’ lawyers, and those procedures do not

conform to consensus minimum standards of due process.



91

Simply put, you cannot allow the entity being regulated by your legislation to unilaterally
opt out of the requirements of that legislation. But that is cxactly what is occurring cvery day in
the contcmporary American workplace. The main push by employers for mandatory arbitration
occurred immediately after Congress passed the Americans with Disabilities Act and the 1991
amendments ta the Civil Rights Act of 1964, which added the right to trial by jury and general
damage to the civil rights laws for the first time. In numerous public presentations 1o bar
associations and employer groups, management attorneys publicly touted mandatory arbitration
agreements as a way to avoid the new civil rights legislation. They literally cited to the success
employers in the securities industry had in defeating sex harassment and discrimination claims as
a reason to compel arbitration. Indeed, cven the Amcrican Asbitration Association, a
theoretically ncutral organization, crcated marketing materials that pointed to the “proliferation™
of new civil rights statutes such as Title Vi, the Americans with Disabilities Act, and the Older
Warker Benefit Protection Act as reasons why companies should compel arbitration of all
employment claims. They went further and told employers that they could limit discovery,
eliminate punitive damages, and keep all proceedings off limits to the public and press.

CONGRESS DID NOT INTEND THE FEDERAL ARBITRATION ACT
TO APPLY TO EMPLOYMENT CONTRACTS

The historical and legislative record is very clear that Congress never intended the
Federal Arbitration Act to apply to cmployment contracts at all. The original impetus for the Act
came from the ABA’s Committee on Commerce, Trade and Commercial Law, Its purpose was
always to be a commmercial arbitration act that would permit the Federal courts to enforce pre-
dispute arbitration clauses between merchants. Shortly afier the bill’s introduction il came (o the

attention of’ Andrew Furuseth, the President of the International Seamen’s Union of America.
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Mr. Furuseth was very concemed about the bill’s possible application to employees who would
have no ability to negotiate or rcfuse to sign these clauses. Mr. Furuseth explained:

“The bill provides for the re-introduction of forced or compulsory labor if the

freeman through his necessities shall be induced to sign. Will such contracts be

signed? Esau agreed, because he was hungry, It was the desire to live that caused

slavery to begin and continue. With the growing hunger in modern society, there

will be but few that will be able to resist. The personal hunger of the seaman and

the hunger of the wife and children of the railroadman will surely tempt them to

sign and so with sundry other workers in interstate and forcign commerce.”

Proceedings of the 26® Annual Convention of the International Seamen’s Union

of America 203-5 (1923).

In response to those objections, the Chair of the ABA Committee told Congress that it
was “never the intention of this bill to mmake an industrial arbitration in any sense.” To address
any ambiguity or doubt he suggested adding language stating that “rothing herein contained

shall apply to seamen or any class of workers in interstate and foreign commerce,” which at the

time represented the fullest cxtent of Federal jurisdiction over the employment relationship.

Similarly, Secretary of Commerce Ilerbert Iloover made the identical point. In fact,

Secretary of Commerce Iloover wrote:
“If objcction appears to the inclusion of workers® contracts in the law’s scheme, it
might well be amended by stating “but nothing herein shall apply o contracts of
employment of seamen, railroad employees or any other class of workers engaged
in interstate or foreign commerce.””
Secretary Hoover’s proposed language, intended to make it clear that the FAA would

have no application whatsoever to workers contracts, was added to the FAA verbatim as an

amendment to Section 1.
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Nevertheless, in 2001, the United States Supreme Court decided the case of Cireuit City
Stores v. 8t. Clair Adams, 532 U.S. 105 (2001), and determined for the first time that the FAA
would in fact extend to all employment contracts except those of workers who literally carried
goods across state lines. There is no real question that neither the drafters of the FAA nor
Congress ever intended the FAA to apply to employment contracts at all because of the lack of
voluntariness and the potential for the very abuses that are presently occurring. It is essential
that you restore the FAA to its original intention of excluding employment contracts from its

application.

FALSE JUSTIFICATIONS

Employers have tried to justify stripping their employees of their statutory and

constitutional rights by the use of several detnonstrably false justifications.

‘The most common is that they are motivated by trying to create access to justice for
employees who otherwise couldn’t hire a lawyer or afford access to court. It should be abvious
that employers have no interest in creating morc claims or making it casicr for cmployecs to
bring claims. And indeed, the imposition of mandatory arbitration agreements has actually
reduced the number of claims. Leading management lawyers openly state that the arbitration
requirement actually deters claims because of the high costs of arbitration, the limited discovery,
the repeal player advantages and the smaller damage awards in arbitration. And significantly,
because of the reality that arbitration is a far inferior forum with a lower chance of success, an
arbitration requirement makes it far less likely that an employee can get a lawyer to take his or

her case on a contingency basis, which is the only way most employees can afford (o hire a
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private attorney. In reality. a mandatory arbitration agreement is intended to, and in fact does,

reduce access to real justice for most employees.

All empirical evidence demonstrates that it is virtually always the employer that secks to
compel arbilration, and not the employce, which is the very best evidence as to employers’ true
motives. If arbitration truly provided better access to equal justice for employees, there would be
no need to compel arbitration as a condition of employment. These rationalizations are simply

dishonest.
STATISTICS

In 2002 the California legislature passed a statute requiring arbitration providers to post
on (he Internet statistics regarding the results of cmployment and consumer arbitrations. As a
resull we now have access to the statistical information that confirms just how unfair mandatory

arbitration is to employees.

Professor Alexander Colvin of Cornell University has conducted the most comprehensive
statistical analysis of the outcome of employment cases. A copy of his study is attached as
FExhibit A. The results of his study confirm what practitioners have known (o be true for years.
Employees have a drainatically lower winning percentage in arbitration, the damages they
reeeive when they win are significantly lower, and employers who are repeat players have a
profound advantage in arbitration. According to Professor Celvin’s study, employees win only
21.4% of the time in arbitration compared with 56.6% of (he lime in State courts. The mean
damages award in arbitralion was only 20% of the mean damage award in Statc court cases in

which damages were awarded. And repeat player employers win 3 times as often as non-repeat
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players. When Professor Colvin compared the mean award in all cases, the mean award for
employees in arbitration was a shocking 9% of the mean award in State court trials. Professor
Colvin also confirmed the same profound repeat player advantage that earlier studies had found.
His study determined that the employee win rate where there was a repeat employer-arbitrator
pairing was only 12%. There was a similar reduction in the amoumt of damages awarded against

repeat players.

DO-IT-YOURSELF DEREGULATION

Employers are not content with just imposing arbitration on their employees. Many use
their arbitration agreemnents and the courts” willingness to enforee them as a device to strip
cmployces of substantive rights and remedics. What they arc doing is, in every sense, “do-it-
yourself deregulation.” They are literally rewriting if not opting out of the laws passed by
Congress and State legislatures. Tt is very common for arbitration clauses to shorten the statute
of limitations periods set by Congress. They often limit the damages that are otherwise legally
available. They prohibit or so severely restrict discovery that it becomes nearly impossible Lo
sustain the burden of proof necessary to prevail on an employment claim because in the
employment context almost all of the documents and witnesses are under the control of the
employer. Many arbitration clauses prohibit the consolidation of claims in order to increase the
employees’ costs and avoid the presentation of compelling evidence of pattern and practices of
illegal conduct. Many clauses prohibit class actions even though such “representative’ actions
are specifically authorized by the nation’s wage and hour laws and are the only practical and

effective way to enforce those laws.
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PUBLIC JUSTICE

For years we mocked the Soviet Union and other nations for their sceret civil justice
systems. Justice is not dispensed in secret tribunals, off limits to the public and press. To this
day we lecture other nations on the importance of the “rule of law.” Indeed, our commitment to
the rule of law is so great that we debate the right of accused terrorists to access a Federal court.
Yet, we have relegated American employees to secret tribunals with no right of appeal—and
force them to pay for the privilege. The public courthouse doors are shut to working Americans.
Employees are forced to present their claims in private cenference rooms, under rules drafted to
give the employers every advantage, to arbitrators sclected and paid by their cmployers, who
have full knowledge that if they find against the cmployer they will not be selected again. What
is at stake is the very integrity of our justice system, our constitutional valucs, and democracy

itself.

VOLUNTARY v. MANDATORY ARBITRATION

NELA fully supports and encourages the use of all voluntary forms of alternative dispute
resolution. We think mediatiou is an ideal way to resolve many if not most employment
disputes. And indeed, in California, well over 90% of all employment cases get submitted to
mediation or a similar process, and most are successfully resolved. Voluntary arbitration can
also be a valuable alternative form of dispute resolution in many categories of cases. But
mandatory arbitration and voluntary arbitration are very different processes. The only check and
balance thal was ever contemplated for arbitration was the knowing and voluntary consent of the

users. When the process is voluntary, the parties themselves can ensure that they have the
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procedures and discovery they need to prepare their case. They can jointly participate in the
selection of (he arbilrator and every arbitrator knows that they will need the consent of both
parties to be selected for future cases. If arbitration was truly voluntary, the marketplace would

be ablc to cnsure fairness.

There is a lot more to a civil justice system than simply moving money around. There is
a significant emotional component to the process. No system of justice can succeed without the
confidence of its users. There is no question that mandatory arbitration does not have the
confidence of employees or consumers. Indeed, the mere act of forcing the process on a party
undermines the confidence that is required for it to be successful. 1f a party does not have
confidence in the process going in, he or she will never have confidence in the result. Injustice
systems, the perception of fairness is just as important as the fact of fairness and there can be no
real debate that mandatory arbitration does not have the perception of fairness. Additionally, the
abuscs and scandals that arc occurring cveryday in the mandatory arbitration context atc
generating so much bad publicity that the negative impression is spilling over and undermining

the credibility of the very useful and effective other voluntary forms of ADR.

COSTS AS A DETERRENT

Contrary to the cynical pronouncements of defenders of mandatory arbitration, the
process imposes huge costs on employees. American citizens already pay taxes to support a
public justice system. An employee can access a Federal or State court for a filing fee of about
$300. And in most jurisdictions, fee waivers are available for those who cannot afford to pay.
At the American Arbitration Association, the filing fees alone can be as high as $13,000 just to

get in the door. And after the filing fee is paid, the arbilrators often charge in cxcess of $400 per

9
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hour per arbitrator. It is not uncommon for the fees in employment cases to exceed $40,000,
$50,000 and sometimes even $80,000. Moreover, most providers require the fees to be paid up
front. When they are not fully paid up front, the providers refuse to release the award until the
fees arc paid. Few employees can afford the cost of arbitration and the high cost serves as a
significant deterrent to the bringing of valid claims. Even though several courts have said there
is no precedent in American jurisprudence for the requircment that an cmployee pay for the cost
of a tribunal to vindicatc statutory rights, in most states it is still perfectly legal for the employer
to bar the court house door and require employees to pay thousands of dollars they can’t afford

to vindicate their statutory claims.
PREEMPTION OF STATE ADMINISTRATIVE AGENCIES AND LABOR LAWS

States have traditionally exercised primary jurisdiction over the employment relationship.
Most, if not all, States have created administrative agencies to assist workers in collecting owed
wages or in dealing with unlawful discrimination and to help workers who cannot afford to hire
attormeys. These State agencies are indispensible to low wage earners who need an expeditious
resolution of their claims in order to put food on their tables. However, the U.S. Supreme Court
recently ruled in Preston v. Ferrer that an arbitration agreement ousts Lhese State agencies off
jurisdiction and renders them useless, Thal means that an employer can essentially require
employees lo waive their access to these agencies as a condition of employment. The public
policy implication of this practice is profound. It is a serious violation of States’ rights and in

effect a complete deregulation of the employment relationship.

At least 16 States have statutes on the books that prohibit or render unenforccable pre-

disputc agrcements to arbitrate employment claims similar to the original intention of the FAA,

10
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A table of these State statutes is attached as Exhibit B. But these efforts at employee protection
have all been rendered moot by the Supreme Court’s decisions holding that these laws are
precmpted by the Federal Arbitration Act. The Court’s jurisprudence in this arca is dircetly
contrary to its holdings in other areas limiting the scope of Federal preemption and respecting

traditional areas of State regulation.
EEOC POLICY STATEMENT

The Cqual Employment Opportunity Commission, the agency charged by Congress with
responsibility for enforcing this nation's civil rights laws, has issued an extensive policy
statemenl dealing with mandatory arbitration. While strongly supporting the utilization of
voluntary ADR procedures, the EEOC stated that, “agreements that mandate binding arbitration
of discrimination claims as a condition of employment are contrary to the findamental principles
evinced in the Federal anti-discrimination statutes,” and are thus illegal and unenforceable.
EEOC, Policy Statement on Mandatory Binding Arbitration of Employinent Discrimination
Disputes as a Condition of Employment, 133 Daily Lab.Rep (BNA) E-4 (July 11, 1997},
attached as Exhibit C. This EEOC policy was approved unanimously by the Republican and

Democratic appointees to the Commission.

Among the EEOC's objections are that arbitration is not governed by the statutory
requirements and stundards of Title VII; it is conducted by arbitrators given no training and
possessing no expertise in employment law; and it forces employees to pay exorbitant “forum
fees™ in the tens of thousands of dollars, greatly disconraging aggrieved employees from sceking

relief.

11
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NATIONAL ACADEMY OF ARBITRATORS RESOLUTION

The National Academy of Arbitrators, the leading and most respected national
organization of professional lahor-management arbitrators and the body which gave labor
arbitration its credibility, has taken the historic step of passing a resolution condemning
mandatory arbitration of statutory cmployment disputes. In 1997, the Academy stated that it,
“opposes mandatory employment arbitration as a condition of employment when it requires
waiver of direct access to either a judicial or administrative forum for the pursuit of statutory
rights” (National Academy of Arbitrators Statement and Guidelines, 103 Daily Lab.Rep. (BNA)
E-1 (May 29, 1997)). The Academy has cxpressed strong concern that mandatory arbitration
often results in arbitral fora which do not provide clements of fundamental fairness to
employees, and in which arbitrators arc often not able or willing to enforce the claimed statutory
rights. In fact, the Academy took the unprecedented step of filing a brief in the matter of
Duffield v. Robertson Stephens (1998 USApp Lexis 9284 (9™ Cir. 1998)), stating:

“The strength and justification for the enforcement of agreements to arbitrate, and

for the limited judicial review of arbitration awards, rests on the foundation that

agreements to arbitrate be voluntary . . . unless a parly has agreed to arbilrate, it

will not be compelled to do so. Likewise, the immunity from judicial review of

an arbitrator's alleged crror of law or fact is premised on the voluntary choice of

the parties to submil to an arbitrator’s judgment. Without the voluntariness of the

arbitration agreement, the public policy favorable to arbitration lacks a
foundation.” (Academy Amicus Brief in Duffield, cited above.)

CONCLUSION OF THE COMMISSION ON THE FUTURE OF
WORKER-MANAGEMENT RELATIONS

The requirement of voluntariness was also supported by the recommendations of the

“Commission on the Future of Worker-Management Relations” (The “Dunlop Commission™), a

12
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Blue Ribbon Presidential Commission consisting of business and labor leaders, government
officials and professional neutrals. In its December 1994 “Report and Recommendations,” the
Commission statcd that, “binding arbitration agrecments should not be enforceable us a condition
of employment.” Commission on the Future of Worker-Management Relations: Report and
Recommendations (December 1994), The Commission also expressed concern that:

¢...the potential for abuse of ADR created by the imbalance of power between

employer and employee, and the resulting unfairness to employees who,

voluntarily or otherwise, submit their disputes to ADR. These concerns are

obvious if the process is controlled unilaterally by employers, such as when

cmployees are required to sign mandatory arbitration clauses as a condition of
employment.”

IMPACT ON THE COURTS

Mandatory arbitration is more than unfair, Itisa
And the corrupting influence of for-profit justice is impacting the courts as well. The best and
the brightest sitting judges are being recruited off the bench to join ADR firms at an alarming
rate. There have been instances of bidding wars for certain sitting judges between various
providers at the same time those judges are ruling on arbitration issucs and declaring that public
policy “favors arbitration.” There are numerous reports of sitting judges hiring consultants to
help make theinselves more attractive to arbitration providers so that they too can enjoy the
lucrative multiple six-figure salarics being carned in private judging. Judges are being told to
keep synopses of their decisions and how to obtain the approval of the large firms with which
they need to curry favor in order to obtain their business when they leave the bench, And all

over the counlry, there are reports of judges declining assignments to criminal departments
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because they know that the civil assignments give them more exposure to the people who will be

hiring them when they leave the bench.
THE NEIMAN MARCUS PROGRAM

An excellenl example of the abuse of mandatory arbitration agreements can be found in
the Neiman Marcus Company’s program. Two years ago, in response to wage and hour
violations being redressed by class actions, Neiman Marcus sent an email to all of its employees
notifying them that by merely continuing employment they would be bound by a new disputc
resolulion program. The company didn’t even attempt to get the workers to sign an arhitration
agreement. They simply announced thal by not quitting and surrendering their job and health

benefits they would be bound by the new program.

Aud quile a program it was. It required that all arbitrators be residents of Texas (where
Neiman is headquartered) even if the cases were arbitrated in California under California law. It
required that all arbitrators be members of the Texas har. It shortencd the statute of limitations
on claims below the period provided by law. It prohibited the joinder of claims of more than one
employee and, motc significantly, the bringing of claims as class actions. This class action
prohibition was so important to the company, and so obviously the primary purpose o[ the
program, that Neiman Marcus actually provided that if the ban on class actions was struck down
by a court, the entire arbitration agreement would be voided rather than having the illegal clause
severed and the case proceed as a class action in arbitration. And perhaps the most audacious
provision allowed the “respondent” to add two additional arbitrators to the panel at any time
prior to the actual arbitration hearing if it didn’t like the way the chosen arbitrator was

conducting the pre-hearing proceedings.
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I received several calls from low wage Neiman workers all over the country who did not
want (o sign (he agreement but did not want to be fired. The first three employees contacted me
for assistance but were too afraid to be identified out of a fear of retaliation. Iwas contacted by a
fourth employee, Tayler Bayer, who wanted to challenge the agreement. Mr. Bayer had a
pending EEOC charge for disability discrimination when the new illegal policy was rolled out.
In July 2007 we filed a charge with the EEOC challenging the shortened statute of limitations
because it so clearly violated the express terms of the ADA. We filed another complaint with the
NLRB challenging the prohibition on consolidation of claims and class actions because it plainly

violated the Section 7 right of employees to engage in concerted action for mutual protection.

T.ast month, the EEQC issued a “cause finding™ determining that the shortened
Jimitations period was illegal. The General Counsel of the NLRB has determined that the
RA. Heis still considering

st hitlam o oo lidadis
prohibition on consolidation

whether to challenge the prohibition on class actions.

Despite these preliminary agency findings, Neiman Marcus is not only fighting the
agencies, but has kept the oppressive plan in place during its recent round of layoffs. It will be
several years before Neiman Marcus employees will even know if they may take their wage and

hour and discrimination claims to court.

Unfortunately, the Neiman Marcus plan is not the exception. Companies all over the
country arc rewriting and opting out of the laws regulating the employment relationship and
State courts are powerless to protect them. And it is not an adequate response ta point to alleged
“minimuin standards of faimess™ adopted by either the American Arbitration Association or

JAMS. Both providers have what they call “minimum standards™ which statc that they will not

15
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administer arbitrations where the employees do nat have the same rights and remedies they
would have in court and where they don’t have a meaningful role in the selection of the
arbitrator. But both of thosc national providers, clearly concerned about offending their
corporate clients, have refused to apply and enforce their own minimum standards against the
Neiman Marcus plan or other companies’ plans that similaily reduce the statute of limitations
and/or restrict the ability of cmployces to obtain the full scope of class-wide relief they could get
in court. Even though two Federal agencies have now determined the Neiman Marcus plan to be
violative of the laws passed by this Congtess, these providers are still afraid to enforce their own
policies. If they won’t enforce their own policies, how can anyone have confidence that they

will enforce the discrimination laws against a significant repeat customer?
NOT SEPARATE BUT EQUAL

The Supreme Court’s jurisprudence on arbitration is the modern day version of “separate
but equal.” Courts often mistakenly assert that arbitration is just a change of forum with no
impact on substantive rights. We know that isn’t truc becausc employees losc the right to have
the law enforced — which is the ultimate substantive right. The Supreme Court has imposed on
the nation not merely a fegal {iction, bul a factual fiction. Arbitration is not a separate bul equal
forum. Indeed, in every material defining respect, arbitration is the exact opposite of our
constitutionally defined system: public versus private, free versus costly, discovery versus no
discovery, follow the law versus not required to follow the law, and appeal versus no appeal.
‘What we have is a judicially created “public policy in favor of docket clearing” that seems to
foreclose any examination of the lack of truc voluntariness or the standards actually required for

the waiver of the constitutional rights.



105

Voluntary arbitration agreements can offer the parties all of the flexibility they need to
design an arbitration process appropriate for that particular case. Or they could choosc some
other form of aiternative dispute resolution like mediation which works extraordinarily well for
employment cases. Mandatory arbitration on the other hand, drafted and then imposed on the
wealker party by the repeat player, has now been shown to be what everyone always knew it was:
a far inferior forum for the resolution of statutory claims that is undermining the enforcement of
the nation’s laws. It is negating both State and Federal legislative actions regulating the
workplace. Tt is in every way an assavit on the nation’s civil rights, whistleblower and wage and

hour laws.

Because of a series of Supreme Court decisions that have limited the ability of State
courts and State legislatures to remedy this abuse, nothing short of Federal legislation can restore
o

S | intent in the BESSATT £l Dadonal Aslaiiioid oo Aot o Gf b it el
LOIgress | intent in the Ppassage o1 uic Federal Arbitration Act and of the numerous civil

rights, whistleblower and wage and hour laws.

“There is a scandal in the house of justice. For-profit jnstice does not work, has never
worked, and never will work. The implications of this subversion of our civil justice system are
profound but not yet fully understood by mwst lay people. The laws of Congress have no
meaning if they can’t be enforced. Our constitutional democracy is undermined when our basic
constitutional rights cannot be enforced. Brown v. Board nf’Education wonld never and could
never have been decided by an arbitrator. If the laws that Congress passes are to have any
meaning at all, it is essential that all Federal agencics and commissions recognize this scandal for
what it is. Congress must pass the Arbitration Fairness Act, and the EEOC, the NLRB, the

Department of Labor, and the SEC must step up and ensure full enforcement of the civil rights
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and labor laws to the fullest extent of their authority. We are not seeking any new rights or
remedies. We are merely talking about full enforeement of the laws that this Congress has
already passed and the full protcction of the First Amendment Right of Petition, the Fifth
Amcndment Right of Due Process, and the Seventh Aiuendment Right to Trial by Jury

guaranteed to all Americans by the Bill of Rights.

We urge Congress to do everything in its power, as soon as possible, to ensure the full
enforcement of the laws you passced. There is a scandal in the house of juslice and people of
good conscicnee can no longer pretend it isn’t happening. You simply cannot support full

enforcement of civil rights law and support mandatory arbitration.

Thank you very much for holding this hearing and for the opportunity to appear before

you today.
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Introduction

Employment arbitration has grown dramatically in the wake of the 1991 Gilmer
decision®. The proportion of workers covered by nonunion employment arbitration
procedures now likely exceeds those covered by union 1'epresentatiol‘:.3 Indeed, recent
estimates suggest that for perhaps a third or more of nonunion employees, arbitration not
litigation is the primary mechanism of access to justice in the employment law realm.”
Yet our empirical knowledge of the nature of this system remains minimal at best, Basic
questions such as the typical characteristics and outcomes of cascs in employment
arbitration remain to be definitively answered.

Part of the reason for the limitations in the empirical research on cmployment
arbitration is the private nature of this dispute resolution mechanism. Whereas decisions
by the courts are a matter of public record. availability arbitration decisions arc generally
subjeet to the consent of the partics, limiting access to the public, including to
researchers. As a result, much of the existing empirical research has of necessity becn
based on convenience samples of decisions thal the parties have consenled to be made
public, typically through the collections of organizations such as the American
Arbitration Association (AAA). This introduces natural concems about selection bias in
these samples. In an analogy to the well-known “hottom-drawer” effect where

researchers tend to only publish successful research studies, it may be that publically

2 Gilmer v. Iniersiate/Johnson Lane, 500 U.S. 20 (1991).

3 Alexander 1.8. Colvin, “Empirical Research on Employment Arbitration: Clarity
Anidst the Sound and Fury?” Employee Rights and Employment Policy Journal, Vol. 11,
No. 2, pp. 405-447 (2008).

1 David Lewin, “Employee Voice and Mutual Gains”, Labor and Employment Relations
Association (LERA) Proccedings (2008).
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available collections of decisions suffer from a “top-drawer” ellect where they over-
represent the relatively well-reasoned, presentable decisions.

The present paper moves beyond past research by analyzing employment
arbitration outcomes using a representative dataset of cases administered by the
American Arbitration Association (AAA) that derive [rom employer-promulgated
arbitration procedures. I present outcome statistics on key measures such as employce
win rates, award amounts, arbitrator fees and length of time to process cases. [ then turn
1o the issuc of whether there are repeat player effects in arhitration and, if so, whether we
can identify possible explanations for them. Lastly, Y examine the issuc of sell-

representation by employees in employment arbifration.

The data for this study are based on arbitrator service provider filings required
under California state law. Under the California Civil Procedure Code, orpanizations that
provide arbitration services within the state are required to make available to the public
certain prescribed information on arbitration cases administered by the service provider
that involve consumers.” This provision applies to employment arbitration cases that are
initiated under cmployer promulgated agreements, i.e. as apposed to individually
negotiated agreements. The cffect of this law is to override contracts that protect the
presumptively private nature of arbitration and allow public access to information on
arbitration outcomes. The provision proscribes what types of information need 1o be filed,

including the name of the employcr, the arbitrator, fiting and disposition dates, amounts

% Cal.Civ.Proc.Code SS 1281.96 (West 2007)
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of claims, amounts awarded, and fees charged. At the same time, many other pieces of
information, notably the name of the employee and the basis for the claim, are not
included. Morc generally, the arbitration service providers are not reqnired to provide the
complete arbitration decision accompanying the award. Despite these significant
limitations, the California Code filings provide a major new source of data on
employment arbitration outcomes, which allows us to analyze a pumber of qucstions
regarding this dispute resolution system.

Tn the present study 1 analyze cases administered by the American Arbitration
Association (AAA). The reason for focusing on the AAA is that it is the largest of the
arbitration service providers in the employment arbitration field and has provided the
most comglete filings in this area. An additional advantage is that to comply with the

.ments, the AAA has decided to include in its filings all

employment arbitration cases under employer-promulgated procedures that it administers
nationally. As 4 result, the AAA. filings provide a much larger dataset that is not restricted
fo cases heard in California. Based ou a comparison of arbitration service provider
filings, those compiled by the AAA appear relatively comprehensive. A general problem
with all filings in this area is that they contain some degree of missing data on particular
variables. For example, although the California Code provision requires the scrvice
provider to include information on the employee’s salary level, in many cases the parties
decline to provide this information. Although some degree of missing data exists in all
the service provider filings, the AAA filings include substantially fewer instances of’

missing data than those of other service providers.
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The dataset analyzed in this paper includes all employment cases (rom the AAA
California Code filings (what T will refer to henceforth as the AAA-CC filings) for the
period January 1, 2003 through December 21, 2007. This produced a iotal of 5,592 cases.
Of these, 1,647 were employment mediation cases administered by the AAA. For
purposes of this analysis, I focused on the remaining 3,945 employment arbitration cases
in the dataset. Data on the individual cases was compiled from the filings by a team of
four graduate students working under my supervision. I also separately re-checked the
data for typographical and other errors. For many of the analyses conducted in this study,
T focus on the 1,213 of the cases which resulted in awards, with the remainder of the

cases being settled or withdrawn prior lo the award stage.

Giiven the relative limited cxtent of existing information on cmployment
arbitration, some of the most interesting questions still relate to the basic descriptive
outcomes from arbitration. Knowing what the average and typical outcomes of arbitration
are will allow us to develop a general portrait of how this dispute resolution system
operates. They also provide an initial basis for moving towards comparisons of litigation
and arbitration outcomes. Whereas there have been increasingly sophisticated analyses of

litigation and its outcomes in recent ycms", our understanding of arbitration has lagged

5 See e.g. David Benjamin Oppenheimer. Verdicts Matter: An Empirical Study of
California Employment Discrimination and Wrongful Discharge Jury Verdicts Revcals
Low Suceess Rates for Women and Minorities. 37 U.C. DAVIS LAW REVIEW 511
(2003); Kevin M. Clenmont and Stewart J. Schwab, “How Employment Discrimination
Plaintiffs Fare in Federal Court,” 1(2) Journal of Empirical Legal Studies, 429-458
(2004); Eisenberg, T., and M. Schlanger. 2003, “The Reliability of the Administrative
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hehind. Although the present data does not allow a comparison of systematically matched
cases in litigation and arbitration, to begin to compare across systems it is mitially

necessary to cstablish what the arbitration outcomes are.

Win Rates

One of the most basic questions in arbitration is who wins? Past research in this
area has mostly used convenicnce samples of arbitration awards maintained by
organizations fike the AAA or the securilies industry service providers. ‘These studies
tended to show relatively high employee win rates in arbitration. For example, eatly
studies by Bingham, Maitby and Howard found employee win rates in the 65-75 percent
range.” More recent studies, including those by Bingham and Sharaff, and by Hill found
Tower, though still substantial, employee win rates in the 40-45 percent range.®
Examining securities industry employment arbitration cases, Delikat and Kleiner found a

similarly high 46 percent employee win rate.’ These employee win rates compare

favorably to employee win rates found in litigation, ranging from the 33 and 36 percent

Office of the U.S. Courts Database: An Initial Empirical Analysis.” Notre Dame Law
Review, Vol. 78 (August), 1455-96.

" Lisa B. Bingham. 1998. “An Overview of Employment Arbitration in the United States:
Law, Public Policy and Data.” New Zealand Journal of Industrial Relations, 23(2): 5-19
at 11; Lewis L. Maltby. 1998. “Private Justice: Employment Arbitration and Civil
Rights.” Columbia Human Rights Law Review, 30(29): 29-64; William M. Howard,

1995, “Arbitrating Claims of Employment Discrimination.” Dispute Resolution Journal,
50 (Oct-Dec): 40-50.

8 .isa B. Bingham and Shimon Sarraf. 2000. “Employment Arbitration Before and After
the Due Process Protocol for Mediation and Arbitration of Statutory Disputes Arising Out
of Employment: Preliminary Evidence that Self-Regulation Makes 2 Difference.”;
FElizabeth Hill. 2003, “AAA Employment Arbitration: A Fair Forum at Low Cost.™
Dispute Resolution Journal, Vob. 58, no. 2 (May-Jul 2003), pp. 8-16.

9 Michael Delikat and Morris M. Kleiner. 2003. “Comparing Litigation and Arbitration of
Employment Disputes: Do Plaintiffs Better Vindicate Their Rights in Litigation?”
Conflict Management, Vol. V1, Issue 3, pp. 1-11.
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employce win rates in federal court employment diserimination trials reported in studies
by Delikat and Kleiner and by Eisenberg and IIill, to the employee win rates in the 50-60
percent range found in studies of state court trials.'’ A note of caution in interpreting
these findings, however, is that studies by both Eisenberg and Hill and by Bingham and
Sharaff found that employee win tates were lower in cases based on employer-
promulgated procedures than in cases based on indjvidually negotiated contracts.'!

What are the employee win rates in the AAA-CC filings dafa? To answer this
question, it is necessary to make decisions aboul how o classify an employee “win”.
Most generally, any case in which the employee receives some award represents 4 case in
which the arbitrator has ruled in the employee’s favor on at least some aspect of his or
her claim. On the other hand, if the employee receives an award, but the amount is
relatively small and/or the award is much lower than the amount claimed, the employce
might view the outcome of the case as unsuccessful. Taking a narrow view of an
employee win as cases in which the employee receives all or at least some substantial
portion of the amount claimed would produce a lower estimate of the employee win rate
in arbitration. By contrast, using a broader definition of an employee win will increase
the estimated win rate. To lake a conservative approach in (his stady, 1 use a broad
definition of an employee win as including any case in which some award of damages,

however small, is made in favor of the employee. Using this broad deﬁnilioﬁ, the

19 Gee: Delikat and Kleiner (2003); Eisenberg and Hill (2003); Oppenheimer (2003).
'} jsa B. Bingham and Shimon Sarraf. 2000. “Employment Arbitration Before and After
the Due Process Protocol for Mediation and Arbitration of Statutory Disputes Arising Out
of Employment: Prefiminary Evidence that Sclf-Regulation Makes a Difference.”;
Theodore Eisenberg and Elizabeth Hill. 2003. “Arbitration and Litigation of Emplayment
Claims: An Empirical Comparison.” Dispute Resolution Journal, Nov. 2003-Jan. 2004),
Vol. 58(4): pp. 44-54 at 50.
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employees won 260 of the 1,213 cases in the AAA-CC filings which terminated in an
award, corresponding to an empleyee win rate of 21.4 percent.

This employce win rate is substantially lower than that found in previous
cemployment arbitration studies, which tended to use selcctive samples. [t is also lower
than employce win rates in litigation. However, it should be noted that we are not
necessaily comparing apples and oranges here. The characteristics of cases in arbitration
may differ systematiczlly [rom those in litigation. For example, it could be that
arbitration contains more low value cuses than litigation. Different patterns of pre-hearing
settlement may also affect the distribution of cases heard in each system. Some of these

differences may serve to depress or to increase the arbitration win rate relative to

litigation.'> Wha this estimate tells us is the unadjusted employec win rate in arbitration.

there exists an arbitration-litigation gap. The task for future research is then io analyze
what factors may explain this gap and whether or not it is problematic from a public
policy perspective, A uscful analogy can be drawn to the male-female wage gap. An
initial task in labor economics is to identify the existence and size of a gap between
average male and female wages. Once such a gap is identificd, the task becomes to
understand the factors leading to the gap and the degree to which they represent more
general labor market forces {e.g. differences in education and skill levels) or
discrimination based on gendet. Similarly in employment dispute resolution research, the

next task in analyzing the arbitration-litigation gap will be to determine the degree to

12 For a good discussion of these issues and how they may tend to inflate or deflate
arbitration-litigation differences, see: David Schwartz, “Mandatory Arbitration and
Faimess” Notre Dame Law Review (forthcoming, 2009).
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which it is due to factors such as greater access to low value claims or due {0 tendencies

of arbitrators io favor employers in their decision-miaking.

Award Amounts

When we turn to award amounts, similar patterns emerge in employment
arbitration outcomes. Earlier studies tended to find relatively high average awards,
broadly similar to thosc found in litigation. For example, in Delikat and Kleiner’s study
of sceurities industry employment arbitration outcomes, they found a median damage
award of $100,000 ($117,227 in 2005 dollars®) and a mean damage award of $236,292
($276,998 in 2005 dollars) for the 186 awards in their sample where the employee
received some type of monetary damage award.'* These amounts were roughly

comes in a samnle of federal court employment discrimination trials

they examined, where the median damage award was $95,554 (5112,015 in 2005 dollars)
and (he mean award was $377,030 ($441,981 in 2005 dollars). Eisenberg and I‘iill find
similar roughly results for cmployment arbitration outcomes overall using a selective
sample of AAA awards, however again also find relatively less favorable outcomes for
employees where arbitration is based on an employet-promulgated procedure.15

[n the AAA-CC filings data, there were 260 awards in which the employee
received some amount of monetary damages. Amongst these cases, the median amount of
damages awarded was $36,500 and the mean award was $109,858, with a standard
E)nllar amousts from earlier studics are converted to constant 2005 dollars so as to
allow easier comparability to the results from the AAA-CC filings data. The year 2005 is
chasen as the midpoint of the date range in the AAA-CC filings data.

4 Delikat and Kleiner, supra.
13 Bigenberg and Hill, supra.
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deviation of $238.227. The high mean compared to the median and relatively large
standard deviation reflects the skewed nature uf the disiribution of arbitration awards,
with a small number of large awards producing a high average outcome. Although
average outcomes are commonly calculated based on cases in which an award is made, it
is also informative to calculate the average outcome over all cases, including those iu
which zero damages are awarded. This provides an estimate of the expected outcome of
the average case, including the chance of a zero recovery outcome. Calculated on this
basis, the mean award amount for the 1,213 arbitration cases in the AAA-CC filings data
where an award was made was $23,548, with a standard deviation of $119,003.
Although, as noted abave, the data do not allow a standardized comparison af
arbitration and litigation case outcomes, it is nonctheless informative to look at studics of
employment litigation outcomes o get a sensc of the relative level of outcomes in the two
systems and whether or not a gap exists to be explained. Studies by Eisenberg and his co-
authors find relatively higher damage awards in employment litigation than those found
hete for employment arbitration. For example, in a sample of 408 federal court
employment diserimination trials, they found a median award of $150,500 ($176,426 in
2005 dollars) and a mean award of $336,291 ($394,223 in 2005 dollars). Similarly, ina
“study of California state court trial outcomes, Oppenheimer found a median award of
$296.991 ($355,843 in 2005 dollars) for 69 common Jaw discharge cases in 1998-99 and
a median award of $200,000 (239,632 in 2005 dollars) for 136 employment
discrimination cases in 1998-99. While we cannot say what the difference would be if the
same case were presented to an arbitral and a Jitigation forum, what we can say is that

overall the median damage award in employment litigation is about 5-10 times as large as
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the median award in employment arbitration. Being able to identify the rough order of
magnitude of this gap does indicate the imporlance of taking future steps to identify the
causes for it, both as a matter of academic research interest and from a public policy
perspective. Explaining this arbitration-litigation gap is of particular importance given
that a key element of the majority’s reasoning in Gilmer v. Interstate/Johnson Lane rclied
on the presumption that arbitration was acceptable “[s]o long as the prospective litigant
may vindicate [his or her] statutory cause of action in the arbitral forum, the statute will

continue {o serve both its remediaf and deterrent function.”*¢

Time to Resolution

One arca in which arbitration is widely considered to hold an advantage compared
to litigation is in producing more timely resolution of claims. This is clearly a generally
desirable feature of a disputc resolution procedure in that it reduces costs, provides
soomer certainty in outcomes and reduces the detrimental effect of the passage of time on
the ability to fairly try cases. For employment cases, concerns about the negative effects
of time delays in dispute resolution arc heightened. For employees, employment cases
often involve disruption of their existing employment situation and difficulty in linding
equivalent alternative job opportunities. For the employer, delay may also be detrimental
in producing ongoing disruption to its operations and attendant uncertainty about the
status of personnel policies and practices that are implicated in the claim. Although not

unusual for the courls in general, times to disposition in employment litigation continue

16 Gilmer v. Intersiate/Johnson Lane, 500 U.S. 20 at 28 (1991), quoting Mitsubishi
Motors v. Soler Chrysler-Plymouth 473 U.8. 614 (1985).

10
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1o be substantial. Estimates indicate cases typically take around twa to two-and-a-haif
years to reach trial in federal and state courts.”’

Analysis of the AAA-CC filings data indicates that time to hearing in employment
arbitration is substantially faster than in litigation. The mean (ime to disposition for an
employment arbitration case tbat resulted in un award was 361.5 days. Put alternatively,
the time it takes to oblain a resolution after a hearing is about half as long in arbitration as
in litigation. This is a subslantial advantage for arbitration. In & comparison, however, it
is also important to recognize that most cases in both litigation and arbitration are settled
before 2 final hearing. Although this reduces the typical time to resolution in litigation,
{his is also (rue in arbitration. Amongst employment arbitration cases that were scttled
prior to an award, the mean time to disposition was 284.4 days. T.astly, it is not obvious
that even with its reduced time to disposition that arbitration is sufficiently expeditious as
would be desirable for au employment dispute resolution procedure. A year to resolve
cases is still a relatively long period for a dispute to be ongoing both for employees who
rely on their jobs for their primary source of income and for cmployers needing to move
forward with their operations. Labor arbitration procedures in unionized workplaces have
come under increasing criticism for similar delays that also commonly result in periods of
close to a year before a hearing and award. In the casc of labor arbitration, these delays
have been driveﬁ by the relatively smail cadre of expericnced arbitrators acceptable to
both unions and management. The results found hete indicate thut similar delays before

hearing are emerging in employment arbitration.

17 Bisenberg and Iill, supra; Delikat and Kleiner, supra.

i1
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Arbitration Fees

A frequent criticism of employment arbitration is that arbitrators and service
providers charge fees, which may be substantial, whereas filing fees for access to the
courts are small by comparison. The concern is that arbitration fees imposed on
employees through employer-promulgated arbitration agreements will create a barrier
preventing employee aceess to a forum for enforcing their statutory rights. The AAA-CC
filings include data on arbitrator fees charged in the cases. Amongst all employment
arbitration cases, the median fee charged was $2,475 and the mean fee charged was
$6340, However, this includes cases that were setiled prior to a final hearing, whete fees
charged may only have related (o the initial filings or any preliminary molions or
requests. Amongst the cases that resulted in a final award following a hearing, the median
fee charged was $7,138 and the mcan fee churged was $11,070.

While the overall amount of arbitration fees is an important consideration, the
specific concerns were dirccted primarily at the possibility of individual employees

" having to bear substantial arbitration fees in order {o protect their statutory righis. In the

instance of employment arbitration administered under the auspices of the AAA, these
concerns are mitigated by that service provider’s adoption of an organizational policy of
requiring employers that utifize its services to bear the costs of arbitration fees. Although
organizational policies are not always universally reflected in actual practices, the AAA-
CC filings data include information on the allocation of fees that allow a cheek on this
question. Amongst these cases, the employer paid all arbitration fees 97 percent of the

time.
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Plaintiff Salary Levels

Accessibility to low income plaintifis is a probiem that has plagued the civil
justice system. One of the potential advantages offered by arbitration is that its relative
simplicity and speediness could reduce costs to use the system and thereby enhance
accessibility. The argument has been made that whereas employment litigation requires
relatively high potential claim amounts to justify financing of cases, arbitration will allow
lower value claims to reach a hearing.IS Based on this reasoning, advocates for
employment arbitration have argucd thal it will allow more low income plaintiffs to
enforce statutory employment rights. Respunding to this line of argument, critics of
employtnent arbitration have noted that claim amounts in employment disputes do not
always correspond to differences in income Ievels and more generally questioning the
presumption of greater accessibility of arbitration.'”

The AAA-CC filings data includes information on plaintiff salary levels. In
accard with the California Code filing requirements, the AAA data classifies plaintill
salaries into three categories: $0-8100,000; $100,(101-$250,000; and $250,001 or greater.
Although there is a relatively high frequency of missing data on {his variable due mostly
t0 the [ailure of the parties to provide this information, plaintiff salary levels are included

for 1,538 cases. For plaintiffs in these cases, 1,267 or 82.4 percent had salaries under

18 See e.g, Samuel Estreicher. Predispute Agreements (o Arbitrate Statutory Employment
Claims, 72 N.Y.U. L. REV. 1344 (1997); Samuel Estreicher, Saturns for Rickshaws: The
Siakes in the Debate over Pre-Dispute Employment Arbitration Agreements, 16 OHIO ST.
J. ON Disp. RESOL. 559 (2001).

19 See Schwartz (forthcoming, 2009), supra. Professor Schwartz aiso advances a Very
interesting analysis of the relative incentives on the parties to choose hetween litigation
and arbitration forums suggesting that many of the assumptions about the value of
mandatory arbitration in obtaining a trade-off favoring accessibility for low value claims
are incorrect.
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$100,000, 214 or 13.9 percent had salaries between $100,001 and $250,000, and 57 or
3.7 percent had salaries over $250,001. This data indicates that the large majority of the
plaintiffs in AAA employment arbitration cases had relatively modest salary levels.

Unfortunately, comparable data on salary levels in employment litigation is not
yet readily available. There are frequent citations of anecdotal reports from plaintiff
attorneys that potential claim amounts of as much as $60,000 may be necessary to Jjustify
bringing a case forward in litigation. However, there is a dearth of good systematic
research on this jssue in cmployment litigation.

One interesting comparison is to look at the claim amounts in employment
arbitration. This provides one indication of the degree to which large polential claim
amoupts may also be necessary to finance cases in employment arbitration. Although
there is also a relatively high frequency of missing data on this variable, the AAA-CC
filings data includes reports of the amount claimed by the plaintiff. Overall, amongst
1,736 cascs in which this was reported, the median amount claimed was $106,151 and the
mean amount claimed was $844,814. The average in this instance is heavily skewed by
some very large claim amount.s. To get a better scnsc of the feasibility of low claim
arnounts in arbitration, it is useful to examine the lcft end of ihe distribution of claim
amounts. The cut-off for the hottom quartile of the claim amount distribution (the 25"
percentile) was $36,000, meaning that three-quarters of all cases involved claims greater
than that amount, Ten percent of the cases did involve claims of $10,000 or less.
However, overall most cases in employment arbitration appear to involve sizable claim

amounts.
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How does plaintiff salary level relate to prospects for success in emplayment
arbitration? Both employee win rates and award amounts are positively reluted to salary
levels in employment arbitration. Whereas the employee win rate was 22.7 percent
amongst plaintiffs with salary levels below $100,000, this win rate rises to 31.4 percent
for plaintiffs with salary levels between $100,001 and $250,000, and to a win rate of 42.9

1.%° Similarly, whereas for plaintiffs

percent for plaintiffs with salary levels over §250,00
with salary levels below $100,000 the mean award amount was $19,069 (including zero
damage award cases), [or plaintiffs with salary levels between $100.001 and $250,000

the mean award amount was $64,895, and for plaintiffs with salary levels over $250,001

the mean award amount was $165,671.

Repeat Player Issucs

Issues related o repeat players have proven particularly controversial in studies of
employment arbitration. In dispute resolution more gencrally, repeal players have long
‘been identificd as having advaniages relative to one-shot participants in dispute
resohstion proccsses.n These concerns are heightened in regard to employment
arbitration because employers are systematically much more likely to be repeat players in
arbitration. By contrast, it will be very rarc for an individual employee to participate in
employmen arbitration more than once. This can be contrasted with forums such as labor
arbitration where both participants, union and management, are typicelly repeat players.

A particular concern is that arbitrators might tend to favor employers in employment

20 ATheit, we should excrcise caution in over-interpreting the significance of the finding
for the highest salary level group since it is based on a relatively small cell size of 14
observations.

21 E.g. Galanter...
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arbitration in hopes of securing future business from these repeat players. If employers do
derive some unfair advantage from being repeat players in employment arbitration, this
could undermine the legitimacy of this forum for resolving statutory employment rights.

A series of studies by Lisa Bingham in the 1990s first raised (0 prominence
concerns that employcrs had an undue advaniage as repeat players in employment
arbitration. ** Although Bingham uscd relatively small, samples of cases from AAA files,
she found some evidence that employers who participated in multiple arbitration cases
enjoyed greatcr success than those who only participated in a single case. Subsequently,
Bingham’s findings have come under criticism from some other researchers who note
that her results showed only that regular participants in arbitration performed better, not
that there was a bias by arbitrators seeking future business.”

There are a series of different possible reasons for an cmployer repeat player
advantage in employment arhitration. In analyzing the cmpirical evidence in this area, it
is useful to begin by identifying these different explanations:

1) Larger employers, who are more likely to be repeat players, may enjoy advantages

from greater resources available to devote ta cases. This could include the ability to hire

2 Bingham, Lisa B. 1995. “Is There a Bias in Arbitration of Non-Union Employment
Disputes?” International Journal of Conflict Management, Vol. 6, no, 4 {October), pp-
369-97. Bingham. 1996. “Emerging Due Process Concerns in Employment Arbitration:
A Look at Actual Cases.” Labor Law Journal, Vol. 47, no. 2, (February) pp. 108-26.
Bingham. 1997. “Employment Arbitration: The Repeat Player Effect.” Employee Rights
and Employment Policy Journal, Vol. 1, pp. 189-22. Bingham. 1998. “On Repeat
Players, Adhesive Contracts, and the Use of Statistics in Judicial Review of Employment
Arbitration Awards.” McGeorge Law Review, Vol. 29, no. 2 (Winter), pp. 223-59.

2 Blizabeth Hill. “AAA Employment Arbitration: A Fair Forum at Low Cost.” Dispute
Resolution Journal, Vol. 58, no. 2 (May-Jul 2003), pp. 8-16; David Sherwyn, Samuel
Estreicher, and Michael Heise. “Assessing the Case for Employment Arbitration: A New
Path for Empirical Research.” Stanford Law Review, Vol. 57, pp. 1557-1591 (2004).
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better defensc counsel and more specialized in-house personnel devoted to dealing with
legal claims.

2) Employers who are repeat players may develop greater expertise with (he arbitral
forum, which then works to their advantage in future arbitration cases.

3) Larger employers, who are more likely to be repeat players, they be more likely to
adopt human resource policies that ensure greater fajrness in cmployment decisions.

4) Larger employers, who arc more likely to be repeat players, may be more likely to
adopt internal grievance pracedures that lead o the resolution of meritorious cases before
they reach arbitration.

These first four explanations, all relate to the employers participation in multiple
arbitration cases and/or general advantages accruing to size. They lead to a prediction of
l greater success for repeat cmployers in arbitration, but not a specific concern about repeat
use of the same arbitrators to decide cases involving the same employer. By contrast, two
other explanations relate specifically to repeat employer-arbitrator relationships:

5) Arbitrators may be biased in favor of employers out of hope of being selected in future
cases. This bias may be heightened by the employer typically paying the entire arbitrator
fee and by the limited experience of employees with arbitration.

6) Repeut employcrs may develop expertise in identifying, and then selecting,
employment arbitrators who tend to favor employers in their decision-making. Lacking
equivalent repeat player experience, employees will be less likely to be able to identify

and then reject the pro-employer arbitrators.
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These latter two explanations should lead (o a greater employer degree of success in cases
where there is 4 repeat employer-arbitrator pairing, even compared to repeat employer
cases in general.

The large number of cases in the AAA-CC filings dataset and the availability now
of four years worth of data allow an improved analysis of the potential for either repeat
employer or repeat employer-arbitrator pairing elfects. I begin by looking at repeat
employer effects.

Overall in the AAA-CC filings dataset, 2,613 out of 3,941 or 66.3 percent of cases
involved repeal employers, defined as any employer with morc than one case in the
dataset. This indicatcs that a repeat employer is in fact the typical situation in
employment arbitrations administered by the AAA. As predicted by the above arguments,
repeat employers faired better in arbitration than one-shot empioyers. Whereas
employees won 31.6 percent of cascs involving one-shot employers, they won only 16.9
percent of cases involving repeat employers, which was a stalisﬁ@ly significant
dilference (p<.01). Similarty, whereas the mean damage award was $40,546 in cases
involving one-shot employers, the mean damage award was only $16,134 in cases
involving repeat employers, which was also a statistically significant difference (p<.01).
These results confirm earlier research indicating a repeat employer effect in employment
arbitration. However, they are also consistent with explanations 1-4 for the repeat
employer effect, described above, which do not implicate employer-arbitrator repeat
effect bias.

To test for a repeat employer-arbitrator pairing bias, T classified all cases where

the same arbitrator heard moze than one case invelving the same arbitrator. Two different
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approaches have been advocated in the literature for such classifications. In her research,
Bingham used a classification scheme that coded each appearance of a multipie pairing as
a repeat employer-arbitrator case.* Sherwyn, Estreicher and Heise, by contrast, argue
that the first instance in which the pairing occurs should pot be classified as a repeat
cmployer-arbitrator case, only subsequent incidents of the same pairi.ng?s Their
reasoning is that arbitrator bias will only emerge as reciprocation in second and
subsequent cases where the arbitrator is selected by the same employer. Although I think
there is some plausibility to this argument, my view is that in selecting an arbitrator a
second and subsequent times, the employer will take into consideratien the arbitrator’s
decision in the initial case involving the employer. From the arbitrator’s side, if there isa
temptation to be biased towards an employer in hopes of obtaining future arbilration
business, the arbitrator can signal this to the employer by more employer-favorahle
decision-making in the initial case on which the arbitrator is selected. Thus, if there isa
repeat employer-arbitrator bias, it should be manifested in more favora).alc decisions
towards employers on the first as well as subsequent cases involving a repeat employer-
arbitrator pairing. Following an approach that 1 have also taken in earlier research in this
arca®®, I initially proceed by classifying alt cases involving a repeut pairing as repeat
employer-arbitrator cases. However, to explore the alternative-approach advocated by
Sherwyn, Eisenberg and Heise, 1 also test the repeat employer-arbitrator classification
2 Bingham, supra. o

2 David Sherwyn, Samuel Estreicher, and Michael Heise. “Assessing the Case for
Employment Arbitration: A New Path for Empirical Research.” Stanford Law Review,
Vol. 57, pp. 1557-1591 (2005). .

6 Alexander J.S. Colvin, “Empirical Research on Employment Arbitration: Clarity

Amidst the Sound and Fury?” Employee Rights and Employment Policy Journal, Vol. 11,
No. 2, pp. 405-447 (2008).
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suggested by those authors, which is restricted to second and subsequent instances of the
pairing.

Overall in the AAA-CC filings dataset, 624 out of 3,934, or 15.9 percent of cases
involved repeat employer-arbitrator pairings. This is a much larger group of repeat
employer-arbitrator pairings than examined in previous studies, reflecting the size of the
data available through the Califomia Code filing requirements. Qverall, employers were
more successful in cases involving repeat employer-arbitrator pairings. Whereas the
employee win rate was 23.4 pereent in cases that did not involve a repeat employer-
arbitrator pairing, the employee win rate was only 12.0 percent in cases involving a
tepeat pairing, which was a statistically significant difference. Similarly, whereas the
average damage award was $27,039 in cases not involving a repeat pairing, it was only
$7,451 in cases that involved a repeat employer-arbitrator pairing, also a statistically
significant difference (p<.05). To more precisely identify possible explanations for the
repeat player effect, it is useful to separately aualyze the subset of cases involving repeat
employers. To the degree that effects arc due to a repeat employer-arbitrator pairing
effect rather than the more general advantages of repeal employers, they should be
identifiable in this subpopulation. When the analysis is restricted to this subsample, the
employee win rate is 12.0 percent for cases involving a repeat cmployer-arbitrator
pairing, compared to 18.6 percent for cases that do not mvolve a repeat pairing, which is
a statistically significant difference (p<.05). In this subsample, the mean award amount i

$7.451 for cases involving a repeat employer-arbitrator pairing, whereas the mean award
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is $19,146 for cases that do not involve a repeat pairing, though this difference is only of
masginal statistical signiﬂcam:a27

Do these results change when we take the alternative approach to classifying
repeat employcr-arbitrator pairings advocated by Sherwyn, Estreicher and Heise? Using
their alternative classification approach, the employee win rate is 12.2 percent with
versus 22,5 pereent without a repeat employer-arbitrator pairing, which is a statistically
significant ditference (p<.01). Similarly, the mean award amount is $3,203 with versus
$25,843 without a repeat employer-arbitrator pairing, which is also a statistically
significant difference (p<.05). When we restrict the analysis to the subsample of repeat
employers, the employee win rate is 12.2 percent with versus 16.8 percent withoutl a
repeat employer-arbitrator pairing and the mean award amount is $3,203 with versus
$20,939 withoul a repeat pairing, though only the latter difference is of marginal
significance. Overall, the usc of the alternative classification approach produces slightly
smaller differences in employee win rates and slightly larper differences in mean award
amounts. However, the general pattern of results is very similar across the two
methodologies. How exactly the repeat employer-arbitrator might operate in the area of
signaling between the two sides is an interesting research question, but the alternative
positions do not appear to have major effects on the outcomes.

Taken as a whole, the results indicate that there is a strong repeat employer effect
in employment arbitration and a smaller, but substantial repeal employer-arbitrator
pairing effect. Although the former effect appears to be larger, the latter is of grcater

concem from a policy standpoint. If the effect is due to either arbitrator bias or an

2" The difference in award amounts is statistically significant at the 90 percent confidence
level in a one-tailed test, but falls just short of the 90 percent level in a two-fuiled test.
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employer ability to systematically select more employer favorable arbitrators, one should
be concerned that the employment arbitration system is being slanted against employees
in these cases. Although alternative explanations may be offered, it is also plausible that

- the results actually understate the exient of the repeat cmployer-arbitrator pairing effect.
In cases where employees are able to retain plaintiff counsel who are relatively
experienced in this area and knowledgeable about employment arbitration, it is possible
that these attorneys will enter info agreements with employer counsel to repeatedly use
the same employment arbitrators in multiple cases where the arbitrators in question are
acceptable to both sides. Put alternatively, where plaintiff counsel arc able to actusa
repeal player in arbitration, we would expect to see instances of repeat cmployer-
arbimjtor pairings that reflect the existence of repeat players on both sides, akin to the
situation commonly seen in labor abitration. These relatively employee favorable repeat
employer-arbitrator pairings are likely to bias upward the level of employee success seen
in Tepeal pairing cases overall. I{ it were possible to remove them from the sample, the
remaining repeat pairing cases are likely to provide cvidence of a stronger repeat

employer-arbitrator effect.

Self-Representation

One of the possible benefits of employment arbitration is that the relatively
simplicity of the forum might make self-representation by erployees more plausible than
in litigation. Alternatively, given that arbitration is a private forum, one might also be
concerned that self represented employees will be more disadvantaged in arbitration than

in the public forum of litigation where judges may view themselves as having a greater
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public obligation to protect the interests of the self-represented. The AAA-CC filings
include data on whether or not cmployces in the cases were self-represented, allowing
cempirical analysis of questions related to this phenomenon. To what extent is sclf-
representation uscd in employment arbitration? What is the effect of using counsel versus
self-representation on outcomes in employment arbitration?

Overall, cmployees were self-represented in 980 out of 3,940 cascs or 24.9
percent of the time. In cascs where the employee was self-represented the employee win
rate was 18.3 percent versus an cmployee win rate of 22.9 percent in cases where the
employee was represented by counsel, which was a statistically significant di{ference
(p<.10). Though it should be noled that this is no necessarily all that large a dilference in
win rates given that there isrlikeiy to a selection effect in which counsel can identify in
advance cases where the cmployce is less likety to be successful. Turning to award
amounts, the mean award received by self-represented employees was $12,228 compared
to a mean award of $28,993 for employees represented by counsel, which was a
statistically significant difference (p<.05). Again, there may be some selection effect here
as plaintiff attorneys may be unable financially to take on cases below a certain value
threshold.

These results suggest that while a substantial minority of employecs do use self-
representation, in the large majority of instances employees are retaining counscl to
represent them in employment arbitration. The cases in which employees do have
representation by counsel are on average those in which they have a greater chance of
success and recover farger damage awards. Thus employment arbitration appears to be a

dispute resolution system predominantly based on employee representation by counsel, as
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is the case with litigation. To the degree that representation by counscl continues to be
difficult for many employees to obtain, due to factors such as low vaiue of claims, {ack of
legal sophistication of employees, and limited resources of plaintiff attorneys,

employment arbitration is providing at most a limited response to this problem.

Conclusion

In the often vociferous debates over employment arbitration, empirical research
has at times been criticized as unable to answer the key policy questions implicated in the
rise of this new systemn of dispute resolution.2® Assuming any individual study will
definitely resolve what are complex issues involving a multitude of factors and influences
is to create an unrealistic expectation. In practice, empirical research is more typically
accumulative in nature as studics gradually enhance our base of knowledge (hrough
which to make judgments about policy issues. The present study has taken this approach
in trying to extend our understanding of employment arbitration. The availability of a
broader, more representative set of data about arbitration under employer-promulgated
procedures by virtue of the California Code service provider reporting requirements
allows a more accurate and complete picture to begin to emerge of the outcomes of
employment arbitration.

‘What are the key findings of this study and what do they suggest are major future
research needs? Estimates of employec win rates and damage award amounts based on

the AAA-CC filings data indicate that arbitration outcomes are generally less favorable to

2 See e.g., Steven Ware, “The Eflects of Gilmer: Empirical and Other Approaches to the
Study of Employment Arbitration” Qhio State Journal on Dispute Resolution Vol. 16, p.
735 (2001).
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cmployees than those from employment litigation. Although the AAA-CC filings do not
provide sufficicnt information on case characteristics to identify further the factors
explaining these differences, the identification of a sizablc arbitration-litigation gap
indicates the importance of future research that gathers additional data on cases that will
help identify the factors leading to these differences. Arbitration does appear to produce
relatively quicker resolution of employment claims, albeit not necessarily as quickly as
would be ideal for either employee or employer needs. On the closely debated issue of
repeat player cffects in arbitration, this study finds strong evidence of a repcat cmployer
advantage and, more problematically, evidence of an advantage to employers in repeat
cmployer-arbitrator pairings. The existence of an employer advantage in repeat
employer-arbitrator pairings may reflect arbitral bias in some of these cases. More
generally it indicates limitations in the ability of the plaintiff attorney bar to play a
substitute role as a repeat player on behalf of employees in employer arbitration ukin to
the role played by unions iu kabor arbitration. This is not to say that plaintiff attorneys
never or cannot play this role, but rather that there may not be sufficient numbers of
plaintiff attorneys expericaced in employment arbitration accessible to employess to be
able to counter-act employer advantages in this area. Lastly, the results of this study
indicate that while employees are self-represented in a substantial number of arbitration
cases, they tend to receive less favorable outcomes than employees represented by
attorneys and representation by counsel is the more common situation in employment
arbitration. The question of providing effective and accessible representation for
employees continues {o be an important issue for investigation in futurc research in this

area.
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TEXT

EEQC Policy Statement on Mandatory Arbitration

EEQC NOTICE Number 915.002, 7/10/87

1. SUBJECT: Policy Statement on Mandatary Binding
Arbitrati ipl Discrimi: Disputes as

of Emiploy
a Condition ‘of Employment.

2. PURPOSE: This policy statement sets out the Com-
mission’s policy on the mandatory binding arbitration
of employment discrimination disputes imposed as a
condition of employment.

3. EFFECTIVE DATE: Upon issuance.

4, EXPIRATION DATE: As an exception to EEOC Or-
der 205.001, Appendix B, Attachment 4, § a(5), this No-
tice will remain in effect until inded or sup: ded

Corp., 500 U.S. 33 (1991).2 Nonetheless, for the reasons
stated herein, the Commission believes that such agree-
ments are inconsistent with the civil rights laws."

Il. The Federal Civil Rights Laws Are Squarely Based In
This Nation's History And Constitutional Framewark And
Are Of A Singular National Importance . .
Federal civil rights laws, including-the laws: prohibit-
ing discrimination in employment, play a uniqueTolein
Americen jurisprudence. They flow directly from core
Constitutional principles, and this nation’s history testi-
fies to their necessity and profound importance: Any
lysis of th itrati

5. ORIGINATOR: Coordination and Guidance Pro-
grams, Office of Legal Counsel. N

6. INSTRUCTIONS: File in Volume II of the EEOC
Compliarice Manual.

7. SUBJECT MATTER:

The United States Equal Employment Opportunity
Commission (EEOC or Commission), the federal
agency charged with the interpretation and enforce-
ment of this nation’s employment discrimination laws,
has taken the position that agreements that mandate
binding arbitration of discrimination claims as a condi-
tlon of employment are contrary to the fundamental
principles evinced in these laws, EEOC Motions on Al-
ternative Dispute’ Resolution, Motion 4 (adopted Apr.
25, 1995), 80 Daily Lab. Rep. (BNA) E-1 (Apr. 26,
1995).F This policy statement sets out in further detail
the basis for the Commission’s position.

e y of rights guaran-
teed by the employment discrimination laws must, at
the outset, be sq ly based in an under ding of the
history and purpose of these laws. RN

Title VII of the historic Civil Rights Act of 1964, 42
U.S.C. § 2000¢ et seq., was enacted to ensure equal op-
portunity in employment, and to secure the fundamen-
tal right to equal protection guaranteed by the Fouir-
teenth Amendment to the Constitution.® Congress-con-
sidered this national policy against discrimination to be
of the “highest priority” Newman V. Piggie Park En-
ters., 390°0.5. 400, 402-(1968)), and of “paramount im-
portance” (FLR. Rep. No. 88-014, pt. 2 (1963) (separate

views of Rep, McCulloch et al.)),* reprinted in 1964 Leg.

2 The Gilmer decision is not dispositive of whether emplayment
ngreements that mandate binding arbitration of discrimination
claims are enforceable. As explicitly noted by the Court, the“arbi-
tration agreement at.Issue in Gilmer was not contained in an em-
ployment contract. 500 U.S. at.25.n.2. Even if Gilmer had invalved
an

1. Background
An increasing number of employers are requiring as
g'condition of employment that applicants and employ-

ees give up their t to pursuc employment  discrimi-
nation’ claims in court and agree to resolve disputes

binding acbi These agr may be
presented in the form of an employment contract or be
Fcluded in an employee handbook or elsewhere. Some
have even d such in em-

ip

ployment applications. The use of these agreements is
not limited ta particular industries, but can be found in
various sectors of the workforce, including, for ex-
ample, the securities industry, retail, restaurant and ho-
tel chains, heslth care, broadcasting, and security ser-
vices. Some Individuals subject to datory arbitra-
tion ag! its -have chall d the bility of
these agreements by bringing employment discrimina-
tion actions in the couris. The Commission is not un-
mindful of the case law enforcing specific mandatory
arbitration agreements, in particular, the Supreme
Court’s decision in Gilmer v. Interstate/Johnson Lane

+ Although binding arbitration does not, in and of itself, under-
mine the purposes of the laws enforced by the EEOC, the Cotis-
sion believes that this Is the result when it is imposed as a term or
condition of employment. -

7-16-87

with an . the issue would remajin open
given the active role of the ﬁglslative tranch in shaping the devel-
liscrimination law. See ioh infra et

3 See, e.g., H.E. Rep. No. 88914, pt. | (1963), reprinted in
United States Equel Employment Opportunity Commission, Legis-
Iative History of Title VIl and XI of the Civil Rights Act of 1964
1964 Leg, Hist.") at 2016 (the Civil Rights Act of 1964 was “de-
signed primarily to protect and provide more effective meanstc en-
force. . . clvit rights™); H.R. Rep. No.88-914, pt.2 (1963) (separate
views of Rep. McCulloch et al), reprinted in 1964 Leg. Hist. at 2122
(“[a] key purpose of the ... I5 to secure to all Americans the
equal protection of the laws of the United States and of the several
States™); Charles & Barbara Whalen, The Longest Debate: A legis-
lative history of the 1964 Civil Rights Act 104 (1985) (epening
statement of Rep. Celler on House debate of H.R, 7152: “The legis-
lation before you seek ly to honor the
of equality under the law for all. ..". [Wjhat it does is to place into
balance the scales of justice so that the living fozce of aut Consti-
tution shall apply to all people . .. .*); H.R. Rep. No. 92-238 (1871),
reprinted in Senate Committee on Labor and Public Welfare, Sub-
committee on Labor, Legislative History of the Equal Employment
Opportunity Act of 1972 (*1972 Leg. Hist") st 63 (1972 amend-
ments ta Title VII are a “reaflirmation of ouc national policy of
equal opportunity in employment™).

“William McCulloch (R-Ohia) was the ranking Republican of
Subcommittee No. 5 of the House Judiciary Committee, to which
the civil rights bill (H.R 7152) was referred for Initial consideration
by Congress. McCulloch was emong the Individuals responsible for
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Hist. at 2123.° The Civil Rights Act of 1964, 42 U.S.C.
§2000a et seq., was intended to conform “[t]he practice
of American democracy ... to the spirit which meti-
vated the Founding Fathers of this Nation — the ideals
of freedom, equality, justice, and opportunily.” H.R.
Rep. No. B8- 914, pt. 2 (1963) (separate views of Rep.
McCulloch et al.), reprinted in 1964 Leg. Hist. at 2123.
President John F. Kennedy, in addrﬂssing the nation re-
garding his i p ive civil
rights bill, stated the i 1ssue as fo].laws .

We are confronted primarily with a mora.l issue. It
is as old as the Scriptures and it is as clear as the
American Constitution, ~

The heart of the question is whether all Americans
are to be afforded equal rights and equal opportuni-
ties, whether we are going to treat our fellow Ameri-
cans as we want to be treated.

President John F. Kennedy’s Radio and Television Re-
port to the: American People on Civil Rights (Junc 11,
1963), Pub. Papers 468, 469 (1963).¢
T'tle VII is but one of seveml federal emplayment dis-
iaws d by the C which
are “part of 2 wider statutory scheme to protect employ-
ees in the workplace nationwide,” McKennon v. Nash-
ville Banner Publ’g Co., 513 U.S. 352, 357 (1995). See
the Equal Pay Act of 1963 (“EPA™), 29 U.S.C. § 206(d);
the Age Discrimination in Employment Act of 1967
(‘ADEA"), 29 US.C. § § 621 et seq.; and the Americans
with Disabilities Act of 1990 (“ADA"), 42 U.S.C.
§§ 12101 et seq. The ADEA was enacted “as parx of an
ongoing congressional effort fo eradicate discrimina-
tion in the workplace” and “reﬂeds a soctetul condem-
naﬁon of invidi bias in p

vides that i
power to enforce the Fourteenth Amendment. 29 U.S.C.
§12101(b)(4). Upon signing the ADA, President George
Bush remarked that “the American people have once
agein given clear expression to our most basic ideals of
freedom and equality.” President George Bush’s State-
ment ori Signing the Ameéricans with Disabilities Act of
1990 (July 26, 1950, Pub. Papers 1070 (1990 Book II).
IiL. The Federal Government Has The Primary Responsibality
For The Enforcesent 0f The Federal Employment
Discrimlnation Laws

‘The federal employment discrimination laws imple-
ment national values of the utmost importance through

purpose is, in part, to invoke congressional

working out a i hn by
the fvll Judiciary Commmce for the hlu reported out by s«beom-
mittee No. 5. His views, which were johwd by six members of Con-
gress, are thus particularly noteworthy.

5 See also Albemarle Paper Co. v. Moody, 422 U.S. 405, 416
975 (The Civil Rights Act of 1964 Is a “complex leglslamre de-
sign directed at an histaric evil of national proportions™).

¢ Commitment to our national policy to eradicate discrimina-
tion continues today to be of the utmost importance. As President
Clinton stated in his second maugunl address:

Our greatest responsibility is to embrace a new spirit of com-
munity for a new century The challenge of our past remains
the challenge of our hture: Will we be one Nation, ane people,
with one common destiny, or nat? Will we all come together, or
come apart?

The divide of race has been Amedcas constant curse. And
each new wave of gives

. These forces have nearly destmyed our Nation In llm past.
They plague us stliL
President William J. Clinton's Inaugueal Address (Jan. 20, 1997),
33 Weekly Comp. Pres, Doc. 61 (Jan 27, 1997).
7-16-97

the institution of public and uniform standards of s equisl
opportumty in the workplace. See text and noteg supra
in Section IL Congress explicitly entrusted the prim:
responsibility for the interpretation, administration’
and enforcement of these standards, and the public val-
ues they embody, to the federal government. It did so in
three principal ways. First, it created the Commission,
initiatly giving it authority to investigate and conciliate
claims of discrimination and to interpret the law, see
§§ 706(b) and 713 of Title VI, 42 U.5.C. § § 2000e-5(b)
and 2000e-12, and suhsequently giving it lmgahon au-
thority in order to bring cases in court that it could not
administratively resolve, see § 706(f)(1) of Title VII, 42
U.S.C. §2000e-5(f)(1). Second, Congress granted cer-
tain enforcement autherity to the Department of Jus-
tice, principally with regard to the litigation of cases in-
volving state and local governments. See § §.706(D) (1)
and 707 of Title VI, 42 U.S.C. § §2000e-5()() and
2000e-6. Third, it established a private right of action to
engable aggrieved individuals to bring their claims di-
rectly in the federal courts, after first administratively
bringing their claims ta the Commmon See § 706(f) (1)
of Title VII, 42 U.S.C.§ 2000e-5()(1).

‘While provtd.\ng the states with an enforcement role,
see 42 U.S.C. § § 2000e-5(c) and (d) as well a3 recogniz-
ing the importance of by’
ers, see 42 U.S.C. § 2000e-! S(b) Congress emphaslzcd
that it is the federal government that has ultimate en-
forcement responsibility. As Senator Humphrey stated,
“[t]he basic rights protected by (Title VII] are rights
which accrue to citizens of the United States; the Fed-
eral Government has the clear obligation to see that
these rights are fully protected.” 110 Cong. Rec. 12725
(196'4) Cf. General Tel. Co. v. EEQC, 446 U.S. 318, 326
(1980) (in bringing enforcement actions under Title VII,
the EEOC “is gulded by ’the overriding public intemst
in equal employment opportunity . ... asserted through

direct Federal enforcement’ ™) (quoung 118 Corig. Rec.
4941 (1972)).

The importance of the federal government's role in
the enforcement of the civil rights laws was resffirmed
by Congress in the ADA, which explicitly provides that
its purposes include “ensur(ing] that the Federal Gov-
ernment plays a central rale in enforcing the standards
established in fthe ADA] on behalf of individuals wuh
disabilities.” 42 U.S.C, § 12101(0)(3).
V. Withitt This Framewotk, The Federal Courts Are -
Charged With The Ultimate Responsibility For Enfom(llx
The Discrimination Laws

Wh.ile r,he Commlssion is the pnmmy feders.l agency
for g the “dis¢

crimina-
tion laws, the courts have been vested with the final re-
sponmblhty for statutory enforcement through the con-
struction and interpretation of the statutes, the adjudi-
cation of claims, and the issuance of relief.® See, e.g.,
Kremer v. Chemical Constr. Corp., 454 US. 461, 479
n.20 {1982) (“federal courts were entrusted with ulti-
mate enforcement responsibility” of Title VII); New

York Gasllgm Club, Inc. v. Carey, 447 U.S. 54, 64 (1980)

7 Section 107 of the ADA spedifically incorporates the powers,
remedies, and procedures set forth in Title VIi with respect to the
Comuusswn the Altorney General, and nggnuved Indmduals See
42 US.C% 12117. Similar enf in
the ADEA. See 29 U.S.C. § § 626 and 628.

® In addition, unlike arbitrators, courts heve coetcive autharity,
such s the contempt power, which they can use to secure compli-
ance.
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(“Of course the 'ultimate authority’ to-secure compli-
gnce with Title VII resides in the federal courts”).* .
A. The Courts Are-Responsible For The Development And
Interpretation Of The Law . )

As the Supreme Court emphasized in Alexander v.
Gardner-Denver Co:, 415 U.S. 36, 57 (1974), “the reso-
lutlon of stafutory or censtitutional issues is a primary
responsibility of ‘courts, and judiclal construction ‘has
proved especially necessary with respect to Title VII,
whose broad language frequently can be given meaning
anly hy reference to public law concepts.” This prin-
ciple applies equally to the other émployment discrimi-
nation statutes.

‘While the statutes set out the basic parameters of the
law, many of the fundamental legal principles in dis-
crimination jurisprudence have been loped

bert, 429 U.S.:125 (1978), and Nashville Gas Co,. v,
Satty, 434 U.S, 136 (1977), overruled by Pregnancy. Dis-
crimination.Act .of 1978); that an employer does not
have the burden of pe ion on the busi ity
of an emplayment practice that has a disparate, impact
(Wards' Cove Packing Co. v. Atonio, 490 U.s. 642
(1989), overruled by § § 104 and 105-of.the Civil Rights
Act of 1991);. that an employer avoids:liability by show-
ing that it would have taken the same action‘absent: -any
discriminatory motive (Price Waterhouse v. Hopkins,
490 U.S. 228 (1989), overruled, in part, by § 107.of the
Civil Rights Act of 1991); that mandatory-retirément
pursuant to.a benefit plan in effect prior;to ena et
of the ADEA is nol prohibited age discriminati

(United Air Lines, Inc. v. McMann, 434 U.S. 192 (1977),
overruled hy 1978 ADEA amendments); and, that-age

through judicial interpretations and case law precedent.
Absent the role ‘of the courts, there might-be no dis-
crimination claims today based on, for example, thie ad-
verse impact of neutral practices not justified by busi-
ness necessity, see Griggs v. Duke Power Co., 401°'US.
424 (1974), or sexual harassment, see Harris v, Forklift
Sys., Inc., 510 U.S. 17 (1993); Meritor ‘Savings' Bank,
ESEB v. Vinson, 477 U.S. 57 (1986). Yet these two doc-
trines have proved essential to the effort to free the
workplace from unlawful discrimination, and are
broadly accepted today as key elements of civil rights
{aw.

B. The Public Nature Of The Judicial Process Enables The .
Public, Higher Courts, And Congress To Ensure That
‘::epﬁ;ﬂ:urlminaﬁm Laws Aro Propetly Interpreted And -

ugh its public neture — manifested through pub-
lis| decisions — the exercise of judicial authority is
subject to public scrutiny and to system-wide checks
and balances designed to ensure uniform expression of
and adherence to statutory principles. When courts fail
to interpret or apply the antidiscrimination laws in’ sc-
cord with the public values underlying them, they are
subject to correctiori by higher level courts and by Con-

gress. .

These safeguards are not merely theoretical, but have
enabled both the Supreme Court and Congress to play
an active and inuing role in the d of em-
ployment discrimination law, Just a few of the more re-
cent Supreme Court decisions overruling lower court
errors include: Robinson v, Shell Oil Ca., 117 S. Ct.. 843
(1997) (former employee may bring a claim for retalia-
tion); O'Connor v. Consolidated Coin Caterers, Corp.,
116 S. Ct. 1307 (1996) p in age di ina-
tion case need not be under forty); McKennon, 513 U.S.
352 (employer may not use after-acquired evidence to
justify discrimination); and Harris, 510 U.S. 17 (no re-
quirement that sexual harassment plaintiffs prove psy-
chological injury to state a claim).

Congressional action to correct Supreme Court de-
partures from congressional intent has included, for ex-
ample, legislati dments in resp to Court rul-
ings that: p discri ion is not il

discri in fringe benefits is not (Public
Emplayees-Retirement Sys. of Ohio v. Betts, 492 U.8:
158 (1989); overruled by Older Workers Benefit Protec-
tion Aict-of 1990). ’ : g
€. itie Courts Play A Crucial Role In Preventing And ... ©
Deterring Disciiniiniation And In Making Diserimination.
Victims Whole - -
The courts also play a critical role in preventing an
deterring violations -of the law, as well as providing
remedies for_discrimination victims. By establishing
precedent, the courts give valuable guidance to pei ons
and entities covered by the laws régarding their rights
and responsibllities, ing voluntary Lia
with the Jaws. By awarding damages, backpay, and in-
junctive relief as a matter of public record, the <
not only comp victims of discrimination, but pr
vidé niotice to the community, in a very tangible way, of

uintg ‘pitblic

decisions and orders, p
the identity of violators of the law and their conduct. As
has.-been illustrated time and again, the risks of .nega-
tive publicity and blemished business reputation can be
powerful influences on behavior.
D. The Private Right 0f Action With Its Guarantee Of
Individual Access To The Courts Is Essential To The
Statutory Enforcement Scheme

The private right of access to the judiciel forum to ad-
judicate claims is an essentiaf part of the statutory en- .
forcement schiemie. See, e.g., McKennon, 513 US! at
358 (granting a right of action to an injured employee is
“3 vital element” of Title V1I, the ADEA, and the EPA).
The courts cinnot fulfill their enforcement role if indi-
viduals do not have aceess to the judicial forum. The
Supreme Court has cautioned that, “courts should ever
be mindful that Congress ... thought it necessaty to
provide a judicial forum for the ultimate resolution of
discriminatory employment claims. It s the duty of
courts to assure-the fuli availability of this forum.”
Gardner-Denver, 415 U S, at 60 n.21.1°

Under the enforcement scheme for the federal em-
ployment discrimination laws, individual litigants act as
“private attorneys general” In bringing a claim in

B 1y
discrimination based on seéx (General Elec. Co. v. Gil-

9 See also H.R. Rep, No. 88-814, pt.2 (1963) {separate views of
Rep. McCulloch et al), reprinted in 1964 Leg. Hist. at 2150 {ex-
plaining that EEOC was not given cease-and-desist powers In the
finaf Housc version of the Civil Rights Act of 1964, H.R. 7152, be-
cause it was *p d that the ultimats ion of discrimi-
nation rest with the Federal judiciary”).
7-16-97

19 See also 118 Cong. Rec. S7168 (March 6, 1972) (section-by-
section analysis of H.R. 1746, the Equal Opportunity Act of 1972,
s agreed to by the conference committees of each House;analysis
of § 706((1) provides that, while it &5 hoped that most cases will
be handled through the EEOC with recaurse to a private lawsuit as
the exception, “as the individual's rights to redress are paramount
under the provisions of Title VIl it is necessary that all avenues be
left open for quick and effective reliel).
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court, the civil rights plaintiff serves not only her or his
private interests, but also serves as “the chosen instru-
ment of Congress to vindicate ‘a policy that Congress
consideted of the highest priority.’ * Christiansburg
Garment Co. v. EEOC, 434 U.S. 412, 418 (1978) ‘(quot-
ing Newman v. Piggie Park Enters., Inc,, 390 U.S. 400,
402 (1968)). See also McKennon, 513 U.S. at 358 (“[t]he
private litigant who seeks redress for his or her injuries
vindicates both the deterrence and compensation objec-
tives of the ADEA™). -

V. Mandatory Arbitratian OF ot Discriminati
Disputes “Privatizes™ Enforcement Of The Federal

ye Discrimination Laws, Thus i
Public Enforcement Of The Laws

The imposition of mandatory arbitration agreements
as a condition of employment substitutes a private dis-
pute resolution system for the public justice system in-
tended by Congress to govern the enforcement of .the
employment discrimination laws. The private arbitral
system differs in critical ways from the public judicial
forum and, when impesed as a condition of employ-
ment, it is structurally biased against applicants and

employees.
A. Mand: Has Limitations That Arc
tnherent And '!.'lfle.mfore Cannot Be Cured By The

“That arbitration is substantially different from litiga-
tion in the judicial forum is precisely the reason for its
use as a form of ADR. Even the fairest of arbitral
mechanisms will differ strikingly from the judicial fo-
rum. .
1. The Arbitral Process Is Private In Nature And

ic Accountability

“The nature of the arbitral process allows — by design
— for minimal, if any, public accountability of arbitra-
tors or arbitral decision-making. Unlike her or his coun-
terparts in the judiciary, the arbitrator answers only to
‘the private pariies to the dispute, and tiot to the public
atlarge. As the Court has lained

A praper conception of the arbitrator’s function is ba-

sic. He is not a public tribunal imposed upon the par-

ties by superior authority which the parties are
obliged to accept. He has no general charter to ad-
minister justice for a community which transcends
the parties. He is rather part of a system of self-
government created by and confined to the parties.

United Steelworkers of Am. v. Warrior and Gulf Navi-
gation Co., 363 U.5. 574, 581 (1960) (quoting from
Shulman, Reason, Contract, and Law in Labor Rela-
tions, 68 Harv, L. Rev. 999, 1016 (1955)).

The public plays no role in an arbitrator’s sclection;
s/e is hired by the private parties to a dispute. Simi-
tarly, the arbitrator’s authority is defined and conferved,
not by public law, but by private agreement.!' While the

U Article [1[ of the Constitution provides federal judges with life
tenure and salary to 4 the of the
judiciary. No such safeguards apply to the arbitrator. The impor-
tance of these safeguards was stressed in the debates on the 1972
amendments to Title VIL Senator Dominick, in offering an amend-
ment giving the EEOC the right ta file a civil action in lieu of cease-
and-desist powers, explained that the purpose of the amendment
was to “vest adjudicatory power where It belongs — in impartial
judges shielded from political winds by life tenure.” 1972 Leg. Hist.
at 549, The amendment was later revised in minor respecis and
adopted by the Senate.

. 7-16-97

courts are charged with giving force to the public val.
yes refl d in the antidiscrimination laws, the arbitra-
tor proceeds from a far narrower perspective: resolu-
tion of the immediate dispute. As noted by one com-
mentator, “{ajdjudication is more likely to do justice
than ... arbitration ... precisely because it vests the
power of the state in officials who act as trustees for the
public, who are highly visible, and who are committed
to reason.” Owen Fiss, Out of Eden, 94 Yale LJ. 1669,
1673 (1985). .

Moreover, because decisions are private, there is
little, if any, public accountability even for employers
who have been determined to have violated the law,
The lack of public disclosure not only weakens deter-
rence (see discussion supra at 8), but alse prevents as-
sessment of whether practices of individual employers
or particular industries are in need of reform. “The dis-
closure through litigation of incidents or practices
which violate national policies respecting nondiscrimi-
nation in the work force is itself important, for the oc-
cutrence of violations may disclose pafterns of noncom-
pliance resulting from a misappreciation of [Title VIHI's]
operation or entrenched resistance to its commands, ei-
ther of which can be of industry-wide significance.”
McKennon, 513 U.S. at 358-59.

2, Ambitration, By Its Nature, Does Not Allow For

The Development Of The Law
Arbitral decisions may not be required to be written
or reasoned, and are not made public without the con-
sent of the parties. Judicial review of arbitral decisions
is limited to the narrowest of grounds.’? As a result, ar-
bitration affords no opportunity to build a jurispru-

dence through precedent.!'® Moreover, there is virtually
no opportunity for meaningful scruéiny of arbiiral

12 Under the Federal Arbitration Act; arbitral awards may be
vacated only for dural i iety such as ion, fraud,
or mi SUS.C.§10. ici created of review
allow an arbitral award to be vacated where It clearly violates a
public policy that is explicit, well-defined, “dominant” and ascer-
tainable from the law, see United Paperworkers Int'l Union v.
Misce, Inc., 484 U.S. 29, 43 (1987), or where it is in “manifest dis-
vegard” of the law, see Wilko v. Swan, 346 U.S. 427, 436-37 (1953).
The latter standard of review has been described by one commen-
tator a5 “a virtually insurmountable™ hurdle. See Bret F. Randali,
The History, Application, and Policy of the Judicially Created Stan-
dards of Review for Arbitration Awards, 1992 BYU L. Rev. 759,
767. But cf. Cole v. Burns Intl Sec. Servs., 105 F3d 1465, 1486-87
(1997) (in the context of mandatory employment arbitration of
statutory disputes, the court interprets judictal review under the
“manifest disregard” standard to be sufficiently broad to ensure
that the law has been properly interpreted and applied).

'¥ Congress has recognized the inappropriateness of ADR
swhere “a definitive or authoritative resolution of the matter is re-
quired for precedential velue, and such a proceeding is not likely
1o be accepted g {ly as an itative " see Alter-
native Dispute Resolution Act, § U.S.C. § 572(b}(1) (providing for
use of ADR by federal administrative agencies where the parties
agree); or where “the case involves complex or novel legal issues,”
see Judicial Improvements and Access ta Justice Act, 28 U.S.C.
§652(c)(2) (providing for d arbi §5§652)(1)
and (2) also require the parties’ consent to arbitrate constitational
ot statutory civil rights claims). Simllar findings were made by the
U.S. Secretary of Labor's Task Force on Excellence in State and

| Throyy b i

Local o

(“Brack Commission™), which was charged with examining labor-
management cooperation in state and local government. The Task
Force's report, “Working Together for Public Service” (199G)
{“Brock ri'), recommended “Quality Standards and Key Prin-
ciples for Effective Alternative Dispute Resolution Systems for
Rights Guaranteed by Public Law and for Other Workplace Dis-
putes” which include that “ADR shauld narmally not be used in
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decision-making. This leaves higher courts and Con-
gress unable to act to correct errors in statutory inter-
pretation. The risks for the vigorous enfarcement:of the
civil rights laws are profound. See discussion supra at
section IV. B. .
3. Additional Aspécts Of Arbitration Systems Limit

Claimants’ Rights In Important Respects :

Arbitration systéms, regardless of how fair they may
be, limit the rights of injured individuals in other impor-
tant.ways. To begin with, the civil rights litigant often
has available the choice to have her or his case heard by
a jury of peers, while in the arbitral forum juries are, by
definition, unavailable. Discovery is significantly” lim-
ited compared with that available in court and permit-
ted under the Federal Rules of Civil Procedure. In addi-
tion, arbitration sy § are not suitable for lvi
class or pattern or practice claims of discrimination.
They may, in fact, protect i i

tration an employer is, the better the employer fares in
arbitration.'” .

In ‘addition, unlike voluntary post-dispute arbitration
— which must be falr enough to be atiractive to the em-
ployee — the employer imposing mandatory arbitration
is free to pulate the arbitral ism to its ben-
efit. The terms of the private agreement defining the ar-
bitrator's authority and the arbitral process are charac-
teristically set by the more powerful party, the very
party that the public law seeks to regulate. We are
aware of no examples of employees who insist on the
mandatory arbitration of future statutory employment
disputes as & condition of acoepting a job offer — the
very suggestion seems far-fetched. Rather, these agree-
ments are imposed ployers b they believe
them to be in their interest, and they are made possible
by the employer’s superior bargaining power. It is thus
not surprising that many employer-mandated arbitra-

forcing claims to be adjudicated one at a time, in isola-
tion, without reference to a broader — and more accu-
rate — view of an émployer's conduct.

B. Mandatory Arbitration Systems Include Structural
Biases Against Discrimination Plaintiffs

In addition to the ial and inevitable differ-
ences between the arbitral and judicial forums that
have almac!y heen‘di_’swssed, when arbitration of em-

tion fall far short of basic concepts of faimess.
Indeed, the C ission has chall d — by litigati
. amicus curice particip , or C ier charge —
-pariicular datory arbitration agr ts that in-

dude provisions flagrantly eviscerating core rights and
remedies that are available under the civil rights laws."

The Commission’s conclusions in this regard are con-
sistent with those of other analyses of mandatory arbi-
tration. The Commission on the Future of Worker-
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NA's Employment Discrimination Report
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Mr. COHEN. Thank you, sir. We will now have 5-minutes of ques-
tions. Same rules on the clock, and I will begin. Mr. Ware, you stat-
%d that youdhke to go to stores that have arbitration agreements.
St(())rg‘;)u read those arbitration agreements before you go into a

Mr. WARE. Well, when I receive a credit card or a cell phone con-

tract, I often look to see the arbitration clause, and I
to see when there is one in there. ’ am pleased
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Mr. CoHEN. That is kind of like the “Good Housekeeping Seal of
Approval” to you?

Mr. WARE. Well, no, it is a plus for the reason I gave earlier.
I

Mr. COHEN. And the reason was because they will save money,
and they pass the savings on to you?

Mr. WARE. Yes, it is the more efficient way of resolving disputes,
and I am confident that over time anything that saves businesses
money will be helpful to consumers.

Mr. COHEN. So do you also suggest consumers, and you should
go to stores that maybe don’t recycle because they save money, and
they can pass the savings on to you or maybe employ people at
very low wages or get their products from Asia where they have
children and women working in sweatshops?

Mr. WARE. Well, obviously, Chairman Cohen, we all want retail-
ers and other businesses to follow all the laws you referred to there
and those laws should be enforced. If the conduct:

Mr. COHEN. But you don’t—no. You don’t have to recycle, and
you can buy goods from Asia where they pay people $1 an hour,
and they don’t have kind of rights, but you would get a cheaper
product.

Mr. WARE. And each individual consumer ought to be able to de-
cide if he or she doesn’t want to support a business that engages
in those sorts of activities, and I think arbitration is importantly
distinct from those examples in that arbitration has not shown to
be harmful to consumers and employees.

Mr. Palefsky says don’t look at statistics. Don’t worry about sta-
tistics because when you move past anecdotes and get to statistics,
arbitration looks pretty darn good for consumers and employees.

Mr. CoHEN. Well, if you like it, which obviously you do and you
like that, you could always do it voluntarily. Why should it be com-
pulsory?

Mr. WARE. Oh, well, that is a hugely important point, Chairman
Cohen, the distinction between pre-dispute arbitration agreements
and post-dispute arbitration agreements.

And the fact of the matter is after a dispute arises the business
can consult its lawyer and ask itself which forum would be more
favorable to it for that particular dispute, arbitration and litigation,
and the business can’t be expected to act against its self-interest
at that point and agree post-dispute to arbitration, when that
would be the more favorable process for the consumer. Similarly a
consumer can consult a lawyer and will choose the process that is
more favorable to it post-dispute.

So we don’t see many post-dispute arbitration agreements. It is
very rare. And this is through no fault of arbitration, but just the
fact that litigation is the default. That is what happens when the
parties don’t both agree to arbitrate, and it is very rare that they
are going to both see arbitration after the fact as more favorable
to them.

Whichever party sees advantages to litigation, whether it be a
jury or greater discovery, the more expensive motion practice, et
cetera, that party can be expected to choose litigation.

Mr. COHEN. Thank you, sir. Mr. Rossman and Palefsky seemed
equally passionate, and I will recognize Mr. Palefsky first, since
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your name was mentioned. Do you have any thoughts on that testi-
mony?

Mr. PALEFSKY. Well, absolutely. First of all, I did not mean to
suggest that statistics don’t bear us out. Statistics do bear us out.
In California, we were able to pass a statute that required arbitra-
tion providers to post the results of consumer employment arbitra-
tion, and those results were profound.

Employees win a fraction of the time compared to what they win
in court. The mean damage award of all cases is only 9 or 10 per-
cent. The statistics actually support dramatically what we have
been saying, that the laws that you have passed are being under-
mined, and that arbitration is not an equal forum.

The statistic that you must focus on is the huge cost of arbitra-
tion. It can cost $40,000, $50,000, $80,000 to bring a sex harass-
ment case to arbitration. Really, this is a form of double taxation.
Americans are already paying for a public justice system. There is
no precedent in American jurisprudence to force someone to pay a
judge to have a law enforced.

So the notion that arbitration is cheaper for most plaintiffs is
simply not true. The filing fees alone at the American Arbitration
Association can be $13,000, just to file before the arbitrators start
charging $400 or $500 per hour.

Mr. COHEN. Let me ask you this, sir, you and if Ms.—if anybody
else wants to jump in, you are allowed to, the class actions are pro-
hibited. What kind of an injustice happens when people can’t bring
class actions for small claims?

Mr. PALEFSKY. If people can’t bring class actions for small claims
you are basically allowing people to cheat, to steal people’s rights
and steal people’s money, if there is no way to vindicate the small-
er claims.

It simply is not economical to bring a claim for $100 either in ar-
bitration or in court, so the only way your consumer protection
laws and the only way justice will ever be reached in certain small
claims is through the class action procedure. That is why Federal
law has specifically designated class action procedures in various
consumer statutes.

And in the wage and hour context, in the Fair Labor Standards
Act, you specifically created a collective action process recognizing
that individual workers can’t afford to bring claims for their small
wages that are owed for their overtime; that they fear retaliation.

So without the ability to bring class actions for smaller claims
you are basically giving a “Get Out of Jail Free Card,” and it is an
invitation to cheat and to steal.

Mr. COHEN. Mr. Ware, is there a way to take your love for arbi-
tration cases but also have group love and have class actions?

Mr. WARE. Yes, Mr. Chairman, absolutely. You can have class ac-
tions in arbitration. And so the question of whether consumers
should be allowed to sign away their right to class action is really
a separate question from whether that class action is going to pro-
ceed in litigation or arbitration.

And it is important, it seems to me, to recognize that from the
consumers’ standpoint class actions are something of a mixed bag.
In other words, if I win a class action, what do I win, maybe a $5
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coupon to buy more services from a company that I am already
having a dispute with and don’t want to deal with them anymore.

Whereas, if I give up that right to class action in favor of arbitra-
tion, then when I have a real dispute, a dispute I care about as op-
posed to one a plaintiff’s lawyer brought on my behalf, I may have
the better access to justice in the quicker, cheaper process.

So to me it is a very mixed question whether consumers should
want to give up that right to class action. If, however, you conclude
that they should not be able to, then you have got a separate issue
from arbitration as a whole. Arbitration Fairness Act reaches far
more broadly than class action.

Mr. COHEN. But don’t you think there are times when the class
action tends to change the policies and the practices of the mer-
chant and that is a benefit to everybody, even in you just got the
$5 coupon you don’t want to use, that they don’t continue to use
those same unscrupulous practices that got them a judgment ren-
dered against them?

Mr. WARE. Yes, Mr. Cohen, I agree with you that that would go
into the cost benefit analysis of whether it is a worthwhile right.
And again, if you disagree with my assessment of those pros and
cons, you can tackle class action separately in a much more narrow
bill than the ones that have been considered in Congress.

Mr. RossMAN. I just—if you don’t mind Mr. Chairman

Mr. COHEN. Sure, Mr. Rossman.

Mr. RossMAN. Listening to the concerns, particularly the fact is
that Congress has already taken care of the issue of $5 coupons
and the Class Action Fairness Act was passed 4 years ago and that
class actions are, in fact, the sole way that many consumer laws
can be enforced.

In the Equal Credit Opportunity Act cases that I was just men-
tioning to you, the remedy that we sought was to get systemic
change in the way that automobile loans were being handled across
the country, which were leading to discrimination against African
Americans and Hispanics.

We were seeking future injunctive relief to change those policies.
You cannot get that relief in arbitration. It was only by being able
to try cases, in Tennessee as a matter of fact, that we were able
to get those changes made across the industry. That authority was
required from the United States Federal District Court judge.

I am also somewhat confused by the professor talking about
making informed judgments. It would seem to me being able to
make a choice, whether you are the merchant or the consumer,
after dispute arises, and you can make the cost benefit analysis
knowing what is at stake, certainly makes more sense than making
that cost benefit analysis in a vacuum where you don’t even know
what the dispute is. You can’t even conceive of it.

As T said to you beforehand, I doubt very much that Mrs. Cason,
when she went in to buy her Nissan car was thinking about pre-
serving her civil rights, preventing discrimination at that point in
time and how she was going to be enforcing it 5 years down the
road.

I think that it proves the case. You should have the opportunity
to consult with counsel, knowing what your full rights are and
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knowing what the dispute is when you make that decision, not buy-
ing a pig in poke.

Mr. COHEN. Thank you. And Ms. Hirschel, you gave the example
of the nursing home situation. My father had to go into a nursing
home, and it was a very difficult time. He had Alzheimer’s, and we
were lucky to get a nursing home to take him, and most people are
fortunate. Sixty percent of admits come from hospitals, and that is
kind of the rules. It is tough.

Is there a way to have a process whereby the people have a little
bit more opportunity, you know, to render independent judgment
rather than, you know, “Oh, my God, my loved one needs this care,
I am lucky to have a bed, and let us move on?”

Ms. HIRSCHEL. If you are asking if there is some sort of com-
promise that is available, my answer to that would unfortunately
be no, because the longer a resident is in a nursing home the more
vulnerable those people feel. The more they understand that every
aspect of their life, from the meals that they need to going to the
bathroom, is dependent on the staff in that facility.

So if you say, well, after 30 days they should be more com-
fortable, at that point we can talk about arbitration. It is still a sit-
uation in which the person is very vulnerable and unwilling to cre-
ate a problem by resisting an arbitration agreement.

In addition, you know many nursing home residents don’t even
now have access to a telephone. Many nursing homes don’t have
any involved family. Nursing home residents don’t have any in-
volved family. They are hardly in a position to consult a lawyer 30
days or 60 days after they enter a nursing home for advice about
what the implications of the arbitration agreement with a manda-
tory arbitration would be.

And they are simply not in a position—the majority of nursing
home residents have some form of cognitive impairment. They are
simply not in a position to understand what the implications of
that clause would be.

Mr. CoHEN. Thank you.

And with that I recognize the Ranking Member, Mr. Franks, for
questioning.

Mr. FRANKS. Thank you Mr. Chairman. Mr. Ware, I guess some-
times it is good to restate the obvious, and that is binding arbitra-
tion in the context that we have discussed is something that people
sign up for ahead of time.

This is not something that is imposed upon them later and some-
times, you know, it occurs to me it gives them at least an initial
option to say whether I would rather subject myself to binding ar-
bitration or a court system that I may have some of the same ques-
tions as to the ultimate justice that may come out of that.

And you have made some, I think, very compelling statements
related to the similar outcome, but I was struck by Mr. Palefsky’s
comments that seem to diverge significantly from yours. I thought
the one about the terrorist was kind of interesting.

I am not sure we could get terrorists to sign a binding arbitration
agreement. It might go against some of their own philosophical per-
suasions, and I am not sure if they did that they would hold them-
selves accountable to it in the long run.
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But can you give me some idea as to why it seems that Mr.
Palefsky’s remarks are so divergent from your own?

Mr. WARE. Thank you, Mr. Franks. Mr. Palefsky, when he
backed away from his statement about “don’t worry about statis-
tics,” he then picked the one empirical study that supports his side
of the case in contrast to several that cut the other way.

The one empirical study he is referring to was the Colvin article
he attached to his testimony, and the Colvin article even cites all
the other studies and says, oh, these are surprising results and
they contradict what we have seen in the other studies.

More importantly, the Colvin study, at least what Palefsky at-
tached to his testimony is a—it is not even a published article, and
the way of course scholarship works, empirical studies are pub-
lished, and then other scholars have a chance to look at them and
critique them and debate develops. So it is clearly a reach by Mr.
Palefsky to pull the one study that contradicts the norm and then
act as if it is the only study.

Mr. FRANKS. The one area I found myself somewhat fascinated
was that sometimes I am afraid in the last couple of years this
Committee has in some cases granted more constitutional and legal
deference to terrorists than they have American citizens, but that
is another subject entirely.

What conclusion do you draw from the recent legal action against
the National Arbitration Forum for its debt collection processes and
practices?

Mr. WARE. Well, as the Minnesota attorney general’s investiga-
tion revealed, which scholars in the field had known already, is
that debt collection, whether it be through arbitration or litigation,
debt collection raises a set of issues unique to debt collection.

It has a lot to do with the defendant, the debtor being hard to
serve with process and to give notice of the dispute, and then a lot
of debtors in that situation don’t show up to court and for arbitra-
tion to defend the case so a default judgment arises.

Those issues peculiar to debt collection, in fact, have caused the
FTC to have a series of events around the country studying both
arbitration and litigation of debt collection issues because they rec-
ognize how unique those issues are.

And in the arbitration context, obviously the recent developments
with the National Arbitration Forum and the American Arbitration
Association have largely put those issues aside so that that has
been taken care of, the concerns about that have been taken care
of and those issues are simply inapplicable when we are talking
about other consumer and employment arbitration.

Mr. FRANKS. On one of the written statements that you have,
this is pointed out here, in your statement you make the argument
that “contractually agreed to mandatory binding arbitration is ac-
tually more voluntary than litigation.” Could you explain that de-
tail? Do you think that, as you have said, that arbitration remains
generally as fair as litigation?

Mr. WARE. Well that is just a simple point that arbitration
doesn’t happen unless there is a contract theme that is going to
happen, and sometimes the contract—even pre-dispute consumer,
even the sort of things that would be covered by the Arbitration
Fairness Act—everyone would agree is voluntary.
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For example, I have formed a contract with a home builder
where the home builder, the builder and I, both agree to put an
arbitration clause in the contract. I don’t think anybody would dis-
pute the voluntariness of that pre-dispute consumer transaction,
yet the AFA made that unenforceable.

So those aren’t the kind of transactions I think Members are con-
cerned about. I think the form contract, which is often not read or
understood by consumers, and those problems are problems or
issues that go far beyond arbitration.

Lots of form contracts have lots of clauses that courts sometimes
find unconscionable. So my point, again, is let us handle this as we
do now on a case-by-case basis in the courts, where courts are sen-
sitive to the particular clauses and the particular facts of the case.

Mr. FRANKS. Mr. Chairman, I have one more question, but I am
out of time, so I yield back.

Mr. COHEN. If you would like to take it, I will go ahead and yield
to you.

Mr. FRANKS. Okay, thank you. Just briefly, opponents of arbitra-
tion claim that if we eliminate pre-dispute arbitration agreements
consumers will still be able to agree to arbitrate their disputes
after the disputes arise. Now, I understand you have already ad-
dressed that to a degree, but help—just restate it in a way that the
Committee can understand as to why that is fairly unlikely?

Mr. WARE. It is highly unlikely. It doesn’t happen now and there
is no reason why it is going to happen a lot in the future, simply
because at that point, once there is a dispute both sides can look
at the dispute and say what is in my self-interest for this dispute?

So even if arbitration has lower process costs, it is quicker and
cheaper than litigation, there will often be usually one party who
says I don’t want those quicker and cheaper lower process costs. I
would rather have the forum that is better for me for whatever tac-
tical reasons in that case, and you can’t expect lawyers and their
clients to think any other way. We have an adversary system
where each side is supposed to look after their own interests.

Mr. FRANKS. Thank you.

And thank you, Mr. Chairman.

Mr. COHEN. You are welcome.

Mr. Johnson, do you seek recognition?

Mr. JOHNSON. Yes, I do, Mr. Chairman. Thank you very much.
Is it—well, you have been studying the arbitration process for 14
years you said?

Mr. WARE. Sixteen now, Mr. Johnson.

Mr. JOHNSON. Sixteen, and have you gotten some idea out of that
study as to the success rate for the merchants or the commercial
interest that has the consumer locked into it? Do you know what
the rates are in terms of how many times the consumers win and
how many times they lose, the percentage?

Mr. WARE. Yes, Mr. Johnson. Those are the empirical studies we
were discussing earlier, and Mr. Palefsky and I were referring to
the employment arbitration studies. In the consumer arbitration
side there has been a little less study but——

Mr. JOHNSON. And that is what I want to know is of the small
amount of study that has been done are you aware of the results
of those studies?
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Mr. WARE. Yes sir, I think the most reliable one is the recent
study by my faculty colleague at the University of Kansas, Chris
Drahozal. His study which he testified about here recently, shows
very comparable results in consumer actions in arbitration and liti-
gation, again, supporting the general conclusion that arbitration
and litigation do about as well for consumers in terms of outcomes
as each other.

Mr. JOHNSON. All right. Thank you.

And Mr. Palefsky, do you have any response to the kind pro-
fessor from Kansas?

Mr. PALEFSKY. I think that he is wrong. I know that many stud-
ies in the past try to find out how can you find out what happened
in arbitration because no one was making those results available.
They were secret, but now that we have the California statistics—
once those statistics were posted online by the providers, that is
where we learned that the National Arbitration Forum credit card
cases were going 99 percent where the banks win.

That is where we learned that employees were winning between
12 and 20 percent. So I think that some of the older studies didn’t
have the kind of accurate information and out of fairness to Pro-
fessor Colvin, he did publish a paper.

It is cited in his paper—what we have attached here is an up-
dated version, and Mr. Colvin, Professor Colvin’s statistics are di-
rectly from the providers. So we know that the system is not work-
ing. And if it was in fact a better system for consumers you know
the companies would not be tripping over themselves to force it on
them.

Mr. JOHNSON. All right. Thank you sir.

And Mr. Ware, is it true that you don’t have to take an oath of
office, excuse me, an oath before testifying, an oath to testify truth-
fully in an arbitration proceeding?

Mr. WARE. Well, different arbitration——

Mr. JOHNSON. Yes or no, if I could, because I am going to run
out of time shortly. Is that true or is that false?

Mr. WARE. It varies.

Mr. JOHNSON. I mean well, what public officer with the authority
to administer an oath on behalf of the government would be avail-
able for an arbitration proceeding?

Mr. WARE. None, but perjury is a ground for courts vacating an
arbitration award.

Mr. JOHNSON. Well, but perjury does require an oath that you
take to tell the truth, the whole truth and nothing but the truth,
under penalty of perjury, and that is the legal route to address
issues of lying.

Mr. WARE. Yes, Mr. Johnson, but Federal Arbitration Act Section
10 allows courts to vacate arbitration awards when there is corrup-
tion in the arbitration process such as someone lying.

Mr. JOHNSON. And then, you know, is it true the arbitration
costs are almost unbearable for the consumer?

Mr. WARE. No. In the vast majority of cases the arbitration costs
are very low. The fees to file a claim in arbitration, for example the
AAA Consumer Due Process Protocol, very low fees comparable to
the fees paid in court.
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Mr. JOHNSON. But oftentimes the proceeding is held in a city dif-
ferent from the one that the consumer lives in and where the dis-
pute arose. Is that correct?

Mr. WARE. No, I think that is quite rare that an arbitration
clause requires the consumer to travel far.

Mr. JOHNSON. Well, that was carefully worded now. I mean it
really puts—average arbitration clause doesn’t put any restrictions
on where the arbitration proceeding would take place. It is so broad
that it leaves that up to the commercial interest to decide what is
in their best interest.

But oftentimes I understand that, you know, these arbitration
proceedings actually take place—like if I live in Atlanta, and I
signed up for a cell phone agreement in Atlanta, and something
happened in where—and if you are like my momma you don’t like
anybody taking a nickel or a penny away from you, and they don’t
deserve it.

She will pursue matters like that to the end of the earth, but you
would have to sometimes go to the end of the earth to deal with
the location of the arbitration hearing.

Mr. WARE. And courts have held unconscionable the few arbitra-
tion clauses that have required the consumer to travel a long way,
while now many consumer arbitration agreements are written to
say that the arbitration will be in the county or judicial district
where the consumer resides.

Mr. JOHNSON. Thank you. I will yield back.

Mr. CoHEN. Thank you.

C%de now I recognize the gentleman in his Carolina blue, Mr.
oble.

Mr. CoBLE. Thank you sir. Professor Ware, the Chairman and
Mr. Franks and Mr. Johnson commenced their examination with
you. I don’t want you to feel slighted so I will make you my lead-
off hitter as well.

I was going to ask about the Minnesota case, but I think you
pretty well addressed that. Let me ask you this, Professor, to your
knowledge, has the American Arbitration Association ever stated
that pre-dispute contractual agreements to arbitrate are generally
unfair to consumers?

Mr. WARE. No, definitely not. That is an important distinction
that the AAA has only, and maybe even temporarily, refrained
from taking new debt collection arbitration cases. But they have
not said that the problems that the concerns about debt collection
reached beyond that to other consumer and employment arbitra-
tion.

Mr. CoBLE. Thank you, sir.

Mr. Palefsky, are there any aspects of binding arbitration that
you feel are effective and should be permitted or retained?

Mr. PALEFSKY. Oh, I think binding arbitration can be a great
way to resolve many disputes, sir. Contract disputes between par-
ties of equal bargaining power. In my practice, executives fighting
over severance, I think voluntary arbitration can be a very effective
method.

I do believe that mediation is a much better way. And if I might
correct Mr. Ware, the American Arbitration Association refuses to
accept pre-dispute clauses in the health care field and the Amer-
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ican Arbitration Association issued a press release in 1997 saying
that employment arbitration should be voluntary.

Mr. CoBLE. Well, let me—I am on a race with a red light so let
me interrupt you. Let me put another question to you, Mr.
Palefsky. Do you believe, Mr. Palefsky, there are instances—or,
strike that. Are there any instances where consumers can volun-
tarily consent to binding arbitration?

Mr. PALEFSKY. Of course. I think knowing and voluntary consent
is all that is required to make it a valid arbitration agreement. I
don’t have any problem with the current—all right, here is the
problem. The only check and balance that was ever contemplated
to keep arbitration fair was voluntariness, that the parties them-
selves ensured fairness.

This notion that a consumer has to run to court and litigate
unconscionability, which would cost you $20,000, and if you win, it
goes on appeal for 2 years, it is going to cost a consumer $50,000
in 2 years to challenge an unfair arbitration clause in court.

Mr. CoBLE. Well—

Mr. PALEFSKY. That serves nobody’s interest. Make it voluntary,
and the marketplace will ensure fairness.

Mr. CoBLE. Ms. Hirschel, if nursing homes cannot utilize binding
arbitration, how would this affect that industry?

Ms. HirscHEL. Well, I know that there is often an expressed con-
cern about the cost that nursing homes would suffer, but there are
two things that I would like to say about that. One is that if you
are looking at liability insurance premiums, the Center on Medi-
care Advocacy did a study in 2003 that showed that liability insur-
ance premiums were not tied to insurance pay-out.

The second thing is if you are looking at litigation costs, there
was a study in Florida that showed that only a very small number
of nursing homes were repeatedly sued, and that those were the fa-
cilities that were entirely predictable because they were the facili-
ties that were cited over and over for egregious violations.

So I think that both the liability insurance costs and the litiga-
tion costs are costs that are not necessarily going to go up or are
clearly tied to ending mandatory pre-dispute binding arbitration.

Mr. COBLE. Mr. Rossman, I don’t want you to feel——

Mr. RossMAN. Thank you.

Mr. COBLE [continuing]. Ignored. Is it your view that binding ar-
bitration is an ineffective venue for consumers?

Mr. RossmaN. Well, once again, that is a sweeping response. I
think that pre-dispute is ineffective because there is no way that
a consumer can make a considered and informed judgment when
they are just entering into a transaction as to any conceivable dis-
pute that would arise under that contract.

If after they have entered into the contract a dispute arises and
they are given an opportunity to choose between going through ar-
bitration or through litigation, I think that it is a perfectly accept-
able choice at that point in time, but at that point they know what
they are buying.

Mr. CoBLE. Let me go to my lead-off man and let him sum up.

Mr. WARE. Well, my response to that last point is again, when
I and my home builder put an arbitration clause in our contract
pre-dispute, we were making a deal that we both thought was
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going to save us money, and this bill we are discussing would take
money out of our pockets and put it in the hands of trial lawyers.

Mr. RossMAN. Congressman, if I could just a second, you are
using the home builder there. Are there other home builders you
could conceivably go to? What do you do when all but one mobile
telephone company in the United States requires mandatory pre-
dispute arbitration? What do you do if now eight out of ten credit
card companies require that you have mandatory pre-dispute arbi-
tration clause and prior to August it was 10 out of 10.

Mr. WARE. If the consumer really prioritizes avoiding arbitration,
the consumer can pick the cell phone or credit card company that
doesn’t require it, and for the bulk of the consumers who don’t pay
attention to that and get an arbitration clause, they are getting
what courts are saying in a case-by-case basis is a fair process, or
if it is not fair, a court will hold it unconscionable in that case.

Mr. CoBLE. Mr. Rossman, I was going to brag to my Chairman
from Tennessee at beating the red light, but you cost me that favor,
so I yield back.

Mr. RossMAN. I apologize, and I beg your forgiveness.

Mr. CoHEN. Thank you, Mr. Coble.

Mr. Scott from Virginia is recognized.

Mr. ScoTT. Thank you. Mr. Rossman, could you explain the legal
concept of adhesion contracts and explain why all of these just
aren’t thrown out based on that legal principle?

Mr. RossMAN. Well, the adhesion contract is a contract where
there is a clause that is a mandatory or a required portion and it
is a “take it or leave it.” Either you take the contract with the arbi-
tration clause or you don’t take the contract.

If in fact we are dealing in a marketplace where the alternative
is really not between taking the contract with the arbitration
clause or not taking the contract, but rather the situation of having
access to the service or not having access to the service, that is no
choice at all.

The reality of it is that, you know, until recently, unless you
were a member of the AFL-CIO or a member of AARP, you could
not get a credit card in the United States without a mandatory ar-
bitration clause.

If you want to get a cell phone right now in the United States,
you have to accept it with a mandatory arbitration clause, unless
you are with the one carrier with limited coverage in the United
States that doesn’t require it.

I would argue that in our modern society that access to credit
cards, access to mobile phones, have become virtual necessities,
and that it is no choice whatsoever. It is a “take it or leave it”
under those circumstances.

And although there are, in fact, laws that find that clauses can
be unconscionable, the reality is that there are different levels of
unconscionability depending on what state you are in. If you are
in California or in Massachusetts, you may find that there is a
much higher level of unconscionability or less of a tolerance for
unconscionability.

But it is not the same across the United States, and there are
many places where that will, in fact, be allowed, and, in fact, there
have been cases that have allowed it throughout the United States.
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That kind of checkered enforcement is inexcusable. Where I live
shouldn’t determine whether or not I have a choice between credit
cards or phone service.

Mr. ScoOTT. Are there other anti-trust implications, Mr.
Rossman?

Mr. PALEFSKY. Absolutely. Pre-dispute clauses that designate a
single provider are, in every definition, contracts in restraint of
trade. They eliminate competition in the providing of ADR services.
They lock you into perhaps the most expensive—I can get an arbi-
trator to arbitrate without any filing fee at all. Or I can go the
American Arbitration Association and pay a $13,000 filing fee and
arbitrators who charge $500 an hour.

It is absolutely inappropriate to allow one party to contract in
advance, not only with the consumer to mandate the use of a single
provider, but they work out deals with the providers themselves to
get special arrangements in the administration of their case loads.

It 1s not uncommon for these major arbitration providers to have
case managers assigned to a particular company no matter where
the arbitration arises. One person in that organization is charged
with keeping the customer satisfied.

It is an invitation to abuse. And if consumers had the ability to
choose the arbitration provider, it would do wonders to improving
the fairness of the system and reducing the cost. There is no reason
in the world—ADR used to be a noble endeavor undertaken by peo-
ple who really were concerned with solving problems.

In the labor arbitration field, they would charge $100 an hour to
resolve a dispute. Those very same arbitrators, when they are
doing my sex harassment cases, are charging $500 an hour because
they can. And that is exactly the result of these pre-dispute re-
straints of trade.

Mr. ScotT. Could you explain what the EEOC thinks of manda-
tory arbitration?

Mr. PALEFSKY. The EEOC unanimously, the Republican and
Democrat commissioners, passed a policy statement which is prob-
ably the best thing ever written on mandatory arbitration. They
say that it has structural biases against the claimants.

They say it interferes with their ability to enforce the law, to do
the job that you have asked them to do. They point to the high
costs. They point to the limited discovery. They point to the private
hearings, and the EEOC has stated unequivocally—again, it is a
shame that this has turned into a partisan issue.

Justice need not be a Democrat or Republican issue. The EEOC
unanimously has a policy statement which is attached to my testi-
mony which I urge you all to read because you cannot say you sup-
plort civil rights and support mandatory arbitration of civil rights
claims.

The reason we passed the civil rights laws was to provide access
to a Federal court and a judge who was obligated to apply the law.
Arbitrators do not need to know or follow the law. That is not ac-
ceptable for laws of Congress. That is not acceptable for civil rights
laws.

We are talking about the Lilly Ledbetter Fair Pay Act where we
had to fix Supreme Court decisions. We can’t enforce that. Arbitra-
tors don’t need to know the law or enforce it or respect the acts of
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Congress. That is not acceptable. We cannot be a Nation of laws
if there is no place to go to enforce the laws.

What does it mean to live in a constitutional democracy if Con-
gress can pass a law and the people you are trying to protect don’t
have the right to have the law enforced? The Supreme Court has
built a fiction that arbitration is just another forum with no impact
on substantive rights. That is simply false as a matter of fact, be-
cause you lose the right to have the law enforced.

Here is the law, on appeal, that “an arbitration award has to be
confirmed even if there are errors of law or fact on the face of the
award that result in a substantial injustice.” Think about that for
a second, that our courts are obligated to put their imprimatur on
a judgment that is false on its face in the enforcement of this Na-
tion’s civil rights laws. Is that what you had in mind?

Mr. Scort. Thank you.

Mr. CoHEN. Thank you, Mr. Scott. Would you like to go on any
further?

Mr. ScorT. Well, yes, can you say a word about the structural
biases in the arbitration that the EEOC pointed out?

Mr. PALEFSKY. Right. The structural biases deal with one, the
privacy makes it difficult for witnesses to gather access of similar
treatment, pattern and practice. Who else was discriminated
against? Who else was harassed?

The cost: most people can’t afford their day-to-day life. You can’t
afford $20,000 or $30,000 to bring the case. You cannot—discrimi-
nation cases are different than a lot of other cases. There are a lot
of small consumer cases where you don’t need a lot of discovery,
but in discrimination cases, I am trying to prove someone’s state
of mind. I cannot do that without depositions.

In the employment case, all of the witnesses, all of the docu-
ments are under the control of the employer. Ethical rules preclude
me from getting that information informally. I simply cannot sus-
tain my burden of proof without adequate discovery.

In many arbitration forums, they don’t even permit depositions.
In the securities industry, in FINRA arbitrations, I represent whis-
tleblowers, and I am not allowed to take a single deposition.

That is like saying, tie your hands behind your back and come
out fighting and argue your case to arbitrators selected by the secu-
rities industry who know that if they find against this firm, they
will never sit again.

There is a reason that we appoint judges for life. There is a rea-
son that we have financial disclosures for our judges. You cannot
design a system where the decision maker has a financial interest
in pleasing the repeat user. As a concept it does not work and it
cannot work.

And it is incredible that anyone in this room on this Committee
would suggest that for-profit justice where the decision maker has
an economic interest in the outcome of the case is equivalent to our
constitutional system of justice.

I wanted to point out to you that in the Declaration of Independ-
ence, Thomas Jefferson listed the grievances against the king that
justified this revolution, and we know that he said “for depriving
us of the benefit of trial by jury.” But he was also concerned about
the repeat user.
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In the Declaration of Independence he said, “He has made judges
dependent on his will alone for the tenure of their offices and the
amount in payment of their salaries.” Those words are truer today.
At the turn of the last century, arbitration was so disfavored be-
cause of the very abuses that we see occurring today, that courts
were not even permitted to enforce pre-dispute clauses.

Everything that we are seeing happening today happened 100
years ago. The FAA was passed in 1925 to permit Federal courts
to once again be able to enforce arbitration clauses between mer-
chants. It was never intended to apply in the adhesion context. It
was specifically never intended to apply to employment claims.

And that is how it was interpreted in the courts for 70 years, and
it was certainly never intended to apply to statutory claims for the
laws that you pass to encourage people to blow the whistle. If you
don’t want people to blow the whistle, take the laws off the books.

If you don’t like the civil rights laws, take them off the books.
But do not pretend you want to enforce those laws and say that
we can’t bring those to a free court to a judge who is obligated to
follow the law.

Mr. Scort. Thank you, Mr. Chairman.

Mr. COHEN. Thank you, I appreciate it. We have finished our
first round. We are not going to have a second round. I think we
have a pretty good idea about where Mr. Ware and Mr. Palefsky
stand. I am going just allow the other two witnesses to have, like,
2 minutes if you would like to have anything further to say.

Ms. Hirschel?

Ms. HIRSCHEL. Thank you very much. All I want to say is that
this really is a gross injustice, especially in the nursing home con-
text, and it is an injustice that only Congress can solve, and I ask
you to do that. Thank you.

Mr. CoHEN. Thank you.

And Mr. Rossman?

Mr. RoSSMAN. Just once again, thanking the Committee for al-
lowing us to testify today. The issue here is whether or not con-
sumers are going to be able to enforce the rights that this Congress
has given each and every one of them, to allow them a right to seek
a full and fair hearing where they have the right to be able to have
an impartial arbitrator determine their claims is one that I think
that is one that is both constitutional as well as a hallmark of our
system of justice.

By going forward and having a system, as Mr. Palefsky says,
where one party is literally paying for the cost of the arbitrator,
One thing I do want to clarify, and I will end on this note, I think
it has been passed around what the cost of arbitration is, and I
think somewhere in the testimony I saw someone said that the fil-
ing fee was $125. I believe—Professor, you may correct me on
that—I believe that is for a documents-only filing.

And the reality of it is that, whether it be a labor case or a con-
sumer case, you are not going to be able to file these on the papers.
We have to do discovery and we have to go through hearings on
this and when the arbitrator has to decide a case is being paid by
the hour, I suspect that he has very, or she, has very little incen-
tive for doing it as expeditiously as would be the case with a Fed-
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eral district court judge who is on the mandate from the chief judge
of the district to clear the docket as quickly as possible.

So you have a system that is inherently not only more expensive
when you actually assert your rights, but it is in the interest of the
arbitrators to drag it out and move it along as much as possible
to get as much fees as they possibly can under the circumstances.

Mr. CoHEN. Thank you, sir.

And Mr. Palefsky, I want to ask one last question. You distin-
guish employment law and statutory violations as areas where you
don’t think the laws of arbitration should apply in a unique way.
Any there any other type of cases that would fit into the category
that you think should be maybe carved out?

Mr. PALEFSKY. I think that every American citizen has the con-
stitutional right to access to the right of petition, to the right of due
process and to the right to trial by jury, and that right should not
be waived unless it is waived knowingly and voluntarily.

The answer to your question is yes. I don’t think adhesion con-
tracts are an appropriate way to waive constitutional rights. I
think an adhesion contract is a privilege that we extend to business
to allow them to conduct routine commercial transactions where
the rights that are being exchanged come from the parties.

It is not an appropriate way to waive constitutional rights, and
it is certainly not an appropriate way to waive the protections of
statutes that Congress passes after the free market has failed to
protect those consumers, nursing home victims, workers, investors
on Wall Street.

Mr. FRANKS. Mr. Chairman, could we ask Mr. Ware—the other
three got final thoughts. Would you be willing to let him have a
final thought?

Mr. COHEN. Sure.

Mr. WARE. Just——

Mr. COHEN. Gentlemen, you are not in Kansas anymore.

Mr. WARE. Thank you, Mr. Chairman, just to say very quickly
that we should not be comparing arbitration to this mythical vision
of litigation where everything is wonderful. We need to compare it
to the reality of litigation and the practical effect on consumers and
employees’s access to justice.

Mr. CoHEN. Thank you, Mr. Ware.

I thank all the witnesses for their testimony today and the Mem-
bers who attended. Without objection, Members will have 5 legisla-
tive days to submit any additional written questions which are for-
warded to the witnesses. I ask you to respond, unlike certain peo-
ple that have come to us from the state of New Jersey, in a timely
manner, they will be made part of the record.

Without objection, the record will remain open for 5 legislative
days from the submission of any other additional material. Again,
I thank everyone for their time and patience. The hearing of the
Subcommittee on Commercial and Administrative Law is ad-
journed.

[Whereupon, at 2:53 p.m., the Subcommittee was adjourned.]
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Hearing on Mandatory Binding Arbitration: Is it Fair and Voluntary?
September 15, 2009

Alison Hirschel, Esq., Michigan Poverty Law Program

Questions from the Honorable Steve Cohen, Chairman

L

In your written testimony you indicate that residents and families often sign
admission agreements to nursing homes at times of enormous stress in their
lives, when they might not be prepared to sort through voluminous
admissions packages and assess the complex legal implications of various
provisions (including arbitration clauses). What do you think would help
remedy the problem and better protect consumers in such situations from
siguing contract provisions they may not fully comprehend?

Unfortunately, T do not think there are any measures that would adequately
protect consumers from feeling compelled to sign contract provisions they do not
fully understand or to which they are reluctant to agree. As I noted in my
testimony, residents often do not have access to a telephone, may not have any
involved family, and may not be able to leave the facility. An estimated two-
thirds of residents have some cognitive impairment as well as physical frailties.
As a result of these circumstances, it is unlikely that residents would be able to
consult a lawyer after admission. Moreover, the vast majority of residents will
not understand the implications of the contract provisions even if they are given a
period of time after admission to consider the documents and even if the
documents use large print or relatively simple language.

The residents’ families — when they are involved -- are also unlikely to be able to
sift through the documents and make a careful and well-reasoned decision. Many
family members remain very stressed after the resident is admitted because they
must visit and follow up on care for their loved one, tie up myriad financial and
personal affairs for the resident, and juggle their usual work and family
obligations. They will have little time or inclination to pour through dozens of
pages of documents in the period after the initial admission. Moreover, even if
they read and understand the documents and are disinclined to sign a mandatory
arbitration agreement, they will often be too intimidated to refuse. Because they
understand that their vulnerable loved one’s entire life is in the hands of the
facility staff, they will be reluctant to risk being considered a troublemaker or
someone who is already contemplating litigation. Instead, they will likely sign
the documents and hope that litigation is never required.
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You noted in your written testimony that sixty percent of nursing home
admissious come directly from a hospital. Do you have any information you
can share about these admissions, and the extent to which individuals in this
sixty percent category face conditions that might preclude them from
appreciating the details of an arbitration clause?

While 1 do not have data specifically on the sixty percent who are admitted from
the hospital, 1 can provide information about the extremely vulnerable condition
of nursing home residents in general at the time of admission. According to the
most recent National Nursing Home Survey which was completed by the National
Center for Health Statistics in 2004, almost 85 percent of newly admitted
residents are 75 or older and 41 percent mmwere 85 or older. Moreover, the
population of newly admitted residents tend to be sicker than their counterparts
just a few years ago. A report by the Kaiser Commission on Medicaid and the
Uninsured entitled, “Changes in Characteristics, Needs, and Payment for Care of
Elderly Nursing Home Residents: 1999-2004” noted that health quality indicators
have declined considerably for new nursing home residents since 1999. In 2004,
69 percent of newly admitted residents had one or more of five serious physical
impairments, including strokes, heart disease, and hip fractures, and 34 percent of
those admitted were diagnosed with one or more mental or cognitive conditions,
including dementia and schizophrenia. And between 1999 and 2004, the
percentage of residents who had both physical and mental or cognitive
impairments increased by 50 percent. Obviously, many residents facing these
very significant physical and cognitive challenges will be unable to parse through
dozens of pages of an admissions agreement, identify and analyze the arbitration
provisions which may be buried in the contract, and appreciate the terms to which
they are agreeing. Moreover, vulnerable individuals in this situation are also
extremely unlikely to feel empowered to negotiate the terms of the contract,

In your written testimony you refer to Yale Law Professor Judith Resnik’s
upcoming book, Representing Justice: The Rise and Fall of Adjudication As
Seen From Renaissance Iconography to Twenty-First Century Courthouses,
and reference a federal court decision observing that “confidentiality is part
of the character of arbitration itself.” You also referred to the secretiveness
in outcomes during your oral statement In your opinion, is that
confidentiality problematic? If so, why? Do you think it is possible to expose
(and prevent) the disturbing cases of neglect and abuse in facilities without
public litigation?

I am extremely concerned about confidentiality requirements and lack of a public
record in arbitration cases concerning abuse and neglect in long term care
facilities. When those who have been grievously harmed by abuse and neglect in
nursing homes have had the opportunity to litigate their claims, the lawsuits have
often generated considerable media coverage. Publicity about these shameful
events — which providers prefer to remain confidential -- have alerted regulators
to conditions and possible trends they might not have identified, warned
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consumers about providers they should avoid, and put enormous pressure on poor
quality providers to improve care. In addition, some of the litigation has created

precedential rulings on standards of care and other important legal issues that help
to shape future litigation and facility behaviour. If the litigation in these cases had
been conducted in secrecy, none of these valuable outcomes would have emerged.

Because arbitration is conducted in secrecy, we have no data on how many claims
are filed against long term care facilities, whether particular providers are more
often involved, what kinds of abuse and neglect are alleged, the characteristics of
facilities against whom claims are made, how often consumers prevail, and what
kind of awards they receive. We simply cannot determine the neutrality of the
arbitrators or the fairness of the proceedings. Moreover, we cannot compile any
meaningful statistical analysis of the process of mandatory arbitration or the facts
and issues at stake in these disputes.

Confidentiality and the lack of a public record or precedent may work well in
arbitration between corporate entities who seek to avoid publicity about their
business disputes. But secrecy in resolving disputes involving harrowing injuries
to vulnerable individuals by providers in an industry that receives billions of
dollars of public funding each year does not serve the public interest.

In your written testimony you cite a 2007 GAO report which revealed that
twenty percent of nursing homes have been cited for putting residents at risk
of serious injury or eveu death. You also noted, according to the same
report, that state surveys understate the actual jeopardy and harm residents
experience. Do you have any sense of what the overall actual numbers would
be if states reported accurately?

Since my testimony, the GAO has released another report addressing the
continuing issue of understatement of serious care problems in nursing facilities.
See “Nursing Homes: Addressing the Factors Underlying Understatement of
Serious Care Problems Requires Sustained CMS and State Commitment,” GAO-
10-70 (Nowember, 2009). It attributes this significant problem to a multitude of
factors including pervasive shortages of surveyors, increased reliance on
surveyors with less than 2 years experience, inadequate training, and occasional
pressure by external stakeholders (such as providers) to limit citations. A 2008
GAO study, “Nursing Homes: Federal Monitoring Surveys Demonstrate
Continued Understatement of Serious Care Problems and CMS Oversight
Weaknesses,” GAO-08-517, noted that between FY 2002 and FY 2007, 15
percent of federal surveys in facilities identified actual harm or immediate
jeopardy citations that had been overlooked by state surveyors. Moreover, 70
percent of federal surveys identified at least one citation at the lowest level of
harm that state surveyors had failed to cite.

While the federal “look behind™ surveys reveal significant under-reporting by
states of both the most serious and lesser violations, no survey is likely to identify
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all the harm residents experience in facilities. First, facilities are often able to
anticipate when surveyors will appear for the annual survey or follow up surveys.
They can therefore bring in additional staff, ensure records are in order, and
present a picture to surveyors that is not representative of every day life in the
facility. Families, residents, and advocates frequently report that facilities seem
entirely different—from offering linen tablecloths and pleasant music to
scheduling significant additional staffing—when the survey team is expected to
appear. Second, surveyors review charts for and interview only a sample of
residents and may be unaware of harm suffered by residents who are not included
in the sample. Finally, when surveyors investigate complaints—often months
after the complaint was filed—they are frequently unable to substantiate
violations and issue citations for very serious incidents because the resident may
have died or left the facility, staff may no longer be employed at the facility,
records may be missing or altered, and conditions present at the time of the
incident may no longer exist. .

In your written statement you suggested that in Michigan, because of the
shortage of surveyors, complaints of abuse and neglect can take up to a year
to investigate. How pervasive is the shortage of surveyors in the United
States? What is the remedy to eliminate the shortage? Is it strictly a funding
issue for more surveyors, or something more systemic?

The GAO has documented pervasive staff shortages among state surveyors since
2003. The November, 2009 GAO report cited in my answer to question 4, above,
demonstrates that these shortages continue to exist and that Michigan’s
experience is not unusual. The report notes that 72 percent of state survey
directors asserted that they are always or frequently understaffed while 16 percent
are sometimes understaffed. The average surveyor vacancy rate was 14 percent
while a quarter of the states had vacancy rates above 19 percent.

While funding for surveyor positions is certainly an issue (and Michigan
surveyors are paid much less than many could earn in the private sector), states
face other challenges in filling vacant surveyor positions. First, surveyors have to
travel frequently and may spend considerable time away from home. Second,
they may experience a hostile reception in some nursing facilities or face pressure
from various stakeholders to ignore, change, or eliminate citations. Third, some
surveyors are frustrated when they observe neglect or abuse but are unable to take
action to address the situation immediately. Finally, because of on-going
shortages and the requirements of the federal enforcement system, many
surveyors face heavy workloads and considerable pressure to complete their work
on tight deadlines. These factors contribute both to the difficulty in attracting
qualified applicants and the frequent turn-over among surveyor staff.

To address this problem, the GAO recommended that CMS establish a national
pool of surveyors who could augment state survey teams that are experiencing
workforce shortages. This model has been used for inspections of other types of
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facilities such as organ transplant centers. CMS declined to implement that
recommendation, noting that states are responsible for meeting performance
expectations and should not be compensated with additional federal resources if,
because of poor management decisions, they fail to do so. CMS also expressed
concern that it would be improper for CMS to dictate to states how to make
personnel decisions. CMS has agreed to work with a federal/state workgroup to
determine if a national pool might ever be appropriate and to identify other
strategies to address workforce issues. In response to the report, the Association
of Health Facilities Survey Agencies also made a useful suggestion that federal
funding be made available to support state efforts to recruit and retain surveyors.

Do you believe that licensed assisted living facilities should be subject to
federal regulation as nursing homes currently are? Is there another way to
provide oversight and ensure careful inspection and adherence to proper
conditions for the residents of these facilities?

1 do believe all assisted living facilities should be regulated although [ appreciate
the costs involved in creating and maintaining a survey and enforcement system.
In Michigan, we have both licensed and unlicensed assisted living facilities. A
survey of unlicensed facilities in two urban regions of the state in 2002 noted that
because of the lack of government oversight of these facilities, it has not been
possible to obtain the most basic information about these facilities, including an
accurate count of facilities or the number of residents served in unlicensed homes.
See Mickus, M., Complexities and Challenges in the Long Term Care Policy
Frontier: Michigan's Assisted Living Facilities, Michigan Applied Public Policy
Research Program (2002), available at:
hitp://www.ippsrmsu.edu/Publications/ AR AssistedLiving pdf. Moreover, the
study found that residents of the unlicensed facilities appeared to have very
similar characteristics to residents of licensed assisted living facilities and nursing
homes. Because their facilities were not licensed, however, they did not have
access to the regulatory safeguards and advocacy services available to residents of
licensed facilities.

As Professor Mickus noted in the above study, because there is no central registry
or way of identifying unlicensed facilities, we are unable to track the number of
facilities or residents, the quality of care and life in these facilities, demographic
information about residents, and other critical data that would permit better long
term care planning in the state. Regulation is the only mechanism that can assure
residents receive quality of care and quality of life and that states obtain the data
they require to address the needs of the vulnerable population who reside in these
facilities.

Regulation of these facilities is particularly important now. As aresult of state
and federal policies to reduce nursing home utilization and an increasing reliance
on home and community based care, the acuity level of residents in these facilities
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has increased significantly. The Association of Health Facility Survey Agencies
has raised this concern in several of its recent annual meetings and it was
discussed among participants in the Assisted Living Workgroup who submitted
their final report and recommendations to the U.S. Senate Special Committee on
Aging in 2003. See The Assisted Living Workgroup, Assuring Quality in Assisted
Living: Guidelines for Federal and State Policy, State Regulation. and Operations
(April, 2003). Numerous problems in assisted living such as failure to diagnose
and treat dementia and other chronic conditions, poor medication management,
and other issues have been repeatedly documented in both peer-reviewed journals
and the media. A recent report submitted to the national Institute of Justice also
documented problems with current regulatory systems in the states and the failure
to protect residents from abuse and neglect. See Hawes, C. and Kimball, A.M.,
Detecting, Addressing and Preventing Elder Abuse in Residential Care Facilities,
Report to the National Institute of Justice from the Texas A&M Health Science
Center, College Station, TX..

While state regulation of all assisted living facilities would be a first step, |
support federal regulation. In states like Michigan that faces enormous budget
pressures and huge deficits, it is inconceivable that the state would voluntarily
take on a significant oversight and enforcement role for facilities unless it is
mandated to do so. Moreover, state efforts to regulate assisted living facilities
would face powerful resistance from providers who prefer to remain unlicensed
and who have considerable influence with legislators. Finally, federal regulation
would provide a uniform set of standards for assisted living facilities across the
country instead of the current patchwork and confusing mix of regulations we
now face.

In your written statement you noted that “arbitration was not intended as an
end run around justice or a way to keep wrongdoing out of the public eye,”
and that you only oppose pre-dispute, binding, forced arbitration. What do
you believe is the goal of arbitration, and in what — if any —circumstances do
you believe non-binding arbitration can be a useful and productive tool?
‘What can Congress do to increase its productivity and prevent abuse?

Arbitration is an appropriate and useful tool when both parties decide, after a
dispute arises, that it is the most efficient way to resolve the matter. In those
cases, arbitration might resolve the case more quickly than litigation and do so to
all parties’ satisfaction. The key to ensuring that arbitration is appropriate is that
it is truly voluntary after the dispute has arisen and after both parties—operating
on a level playing field -- have had a reasonable opportunity to consider the
options to resolve the dispute.

While T cannot speak from personal experience about non-binding arbitration, I
have consulted with trial attorneys who report they have not found non-binding
arbitration to be useful in nursing home abuse and neglect cases. In their

experience, defendants are rarely willing to negotiate seriously until they are in
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litigation. Non-binding arbitration only delays the litigation and increases the
likelihood that the resident who has been harmed will die before the conclusion of
the proceedings. And in these cases, justice delayed can be justice denied

During his opening statement, Ranking Member Franks stated: “Jury trials
are remote prospects in the vast majority of consumer lawsuits in the first
place. The uorm for these cases iu court is uot jury trial, but dismissal ou
pre-trial motions or disposition on summary judgment.” Please respond to
the accuracy of that statement in the context of disputes arising between
residents and long-term care facilities.

1 do not litigate long term care abuse and neglect cases myself, but | have
consulted trial attorneys who assure me that these cases are rarely disposed of by
dismissal on pre-trial motions or summary judgment. David Couch, a trial lawyer
in Arkansas, told me that in 25 years of litigating these cases, both as a defense
lawyer and now as a plaintiff’s attorney, he could not recall a single malpractice
case involving a long term care facility that was resolved by a motion for
summary judgment. [ also posed this question to Professor Lisa Tripp of John
Marshall Law School, an expert on arbitration in long term care settings. She
noted that most abuse and neglect cases involving residents of long term care
facilities result in settlements and that residents who have the ability to have their
cases heard in public by a jury of their peers have a better chance of obtaining a
fair settlement.

Supporters of the use of pre-dispute binding arbitration agreements contend
that arbitration “is a critical tool in our society because it makes justice
prompt and accessible for millions of Americans, and without it too many
citizens wonld be left out in the cold by overburdened courts and overpriced
lawyers.” Please respond to that contention.

Tt is essential to note that the legislative proposals under consideration do not bar
arbitration or limit citizens’ access to arbitration. As 1 have stated, 1 do not
oppose arbitration in general and appreciate its value in appropriate
circumstances. 1 object only to pre-dispute, mandatory arbitration clauses. If,
after a dispute arises, consumers believe they are being “left out in the cold by
overburdened courts and overpriced lawyers,” they can choose at that point to
enter into arbitration.

Moreover, I think it is mandatory pre-dispute arbitration clauses that do indeed
leave some Americans out in the cold. Anecdotal evidence suggests that pre-
dispute mandatory arbitration cases result in lower awards for plaintiffs and make
it more difficult to find lawyers who are willing to accept these cases. An April,
11, 2008 front page article in the Wall Street Journal illustrates that point. See
“Nursing Homes, in Bid to Cut Costs, Prod Patients to Forego Lawsuits — Big
Payouts Fade As Arbitration Rises” Wall Street Journal (Nov. 11, 2008). The
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article describes the case of Mary Hight, a Mississippi nursing home resident who
appeared to have died from dehydration and neglect four hours after facility staff
refused to call an ambulance for her. Her daughter was forced to push her
wheelchair uphill to the hospital, but it was too late to save her. Although the
arbitrator found the nursing home was negligent both in allowing Mrs. Hight to
become dehydrated and in failing to obtain emergency care for her, he awarded
only $90,000 for pain and suffering to Mrs. Hight’s family and did not award
punitive damages. The family’s attorney asserted that the firm’s expenses in
arbitrating the case were greater than the award and he is now wary of accepting
similar cases. He noted, “You know, at the end of the day, you won’t get the
relief you want.”

Moreover, plaintiffs are left out in the cold in many arbitration cases because the
contract provisions sometimes limit discovery and damages, shorten the statute of
limitations, prohibit punitive damages, limit the choice of arbitrators, require that
the arbitration take place in distant locations, require up-front payment for
arbitrators, and contain other restrictions that disadvantage consumers. These
provisions do not make justice accessible to Americans who would fare much
better in court.

In yonr oral statement yon indicated that the long-term care indnstry
“receives $75 billion in taxpayer money each year throngh Medicaid and
Medicare.” What is the Federal Government’s position regarding the nse of
pre-dispnte binding arbitration in long-term care facility admission
agreements? Does the Federal Government snpport or oppose the use of
snch agreements? Please explain.

On January, 9 2003, the Director of Survey and Certification at CMS issued a
rather weak and limited opinion on mandatory arbitration agreements in nursing
homes (Ref: S&C-03-10). 1t did not discuss the appropriateness of these agreements
but asserted that its primary focus should be “the quality of care actually received by
nursing home residents that may be compromised by such agreements.” It stated:

Under Medicare, whether to have a binding arbitration agreement is an
issue between the resident and the nursing home. Under Medicaid, we
will defer to State law as to whether or not such binding arbitration
agreements are permitted subject to the concerns we have where Federal
regulations may be implicated. Under both programs, however, there may
be consequences for the facility where facilities attempt to enforce these
agreements in a way that violates Federal requirements.

The policy explains that an enforcement action may be initiated against a facility
that discharges or retaliates against a resident who refuses to sign a binding
arbitration agreement. While it is undoubtedly true that discharging or retaliating
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against a resident for refusing to sign such an agreement violates federal law,
CMS should bar the nursing facilities it regulates from requiring mandatory
arbitration clauses under any circumstances. Since CMS correctly asserts it is
illegal for facilities to take action against residents who refuse to sign such
agreements, it should also protect residents who are unaware that they have
signed such agreements or too intimidated to refuse to sign them.

In your oral testimony you stated that “what really costs taxpayers
unfathomable sums of money is poor care itself.” What is the interplay
between the use of pre-dispute binding arbitration agreements and poor
care?

Poor care does indeed cost enormous sums of money. For example, facilities are
often cited for inadequate infection control practices. In CMS’s July, 20, 2009
revisions to its infection control guidelines for Medicare and Medicaid certified
facilities, it noted:

Infections are a significant source of morbidity and mortality for nursing
home residents and account for up to half of all nursing home resident
transfers to hospitals. Infections result in an estimated 150,000 to 200,00
hospital admissions per year at an estimated cost of $673 million to $2
billion annually. When a nursing home resident is hospitalized with a
primary diagnosis of infection, the death rate can reach as high as 40
percent.

High costs are also associated with treatment of pressure ulcers (“bedsores™). The
Agency for Health Care Research and Quality (AHCRQ) reported that patients
hospitalized with pressure ulcers stay nearly three times longer than those without
pressure ulcers — 14.1 days, compared to 5.0 days. The mean cost per
hospitalization for patients whose principal diagnosis was pressure ulcers was
$16,800. Based on the AHCRQ data, the Center for Medicare Advocacy estimates
that the total annual cost for residents admitted to the hospital from long term care
facilities with a primary diagnosis of pressure ulcers was $43,747,200. The mean
cost per hospitalization for patients whose secondary diagnosis was pressure
ulcers was $20,400. The Center for Medicare Advocacy estimates that the total
annual cost for long term care residents who enter the hospital with this diagnosis
is $817,142,400. See Agency for Healthcare Research and Quality,
Hospitalizations Related to Pressure Ulcers Among Adults 18 Years and Older,
Healthcare Cost and Utilization Project, Statistical Brief, #64, December, 2008.
And nursing homes experience considerably higher daily costs for caring for
resident with pressure ulcers in the facility, See David M. Smith, M.D, Pressure
Ulcers in the Nursing Home, 123 Annals of Internal Medicine 433 (1995).

As noted above, litigation of cases of preventable pressure ulcers and infections as
well as other abuse and neglect has a significant impact on nursing facility
providers. Litigation often results in adverse publicity, the possibility of
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significant jury awards, increased scrutiny by state and federal investigators,
market pressures, and demands from insurance companies to reduce risk by
improving care and adopting quality improvement systems. All of these results
create incentives to provide better care. When consumers who suffer from abuse
and neglect are denied the opportunity to litigate these cases, those powerful
incentives to improve the quality of care and reduce needless human suffering and
unnecessary expense are lost.

As 1 have observed, it appears that awards in arbitration tend to be lower than
Settlements or awards in litigation of abuse and neglect cases. Professor Lisa
Tripp notes that the key factor in providing quality care in nursing homes is
sufficient staff. She cites empirical evidence supporting the cause and effect
relationship between limiting financial liability and profit-maximizing behaviour
that results in reductions in staffing and poor resident outcomes. See L. Tripp, A
Senior Moment: The Executive Branch Solution fo the Problem of Binding
Arbitration Agreements in Nursing Home Admission Contracts. 31 Campbell L.
Rev. 157, 189-90. Professor Tripp analyzed the much publicized trend of private
equity firms purchasing nursing home chains and then cutting staff as well as
supplies, activities, and services to increase profits. She notes that “When private
equity groups limit their liability through Byzantine corporate structuring, “[tlhe
first thing owners do is lay off nurses and other staff that are essential to keeping
patients safe.”” She concludes, “While the act of limiting liability through
arbitration is obviously not identical to making a company judgment-proof
through corporate manipulation, the same principle underlies both actions: it is
rational for profit-maximizing actors in human capital-intensive firms like
nursing homes to boost the bottom line by cutting staff when their liability for
negligence is limited.”

You referred during the hearing to a 2003 Center on Medicare Advocacy
study that showed that liability iusurauce premiums were not tied to
insurance pay-outs. You also referred to a study in Florida that “showed
that only a very small number of nursing homes were repeatedly sued, and
that those were the facilities that were entirely predictable because they were
the facilities that were cited over and over for egregious violations.” Please
explain in greater detail the two studies.

A. The 2003 study by the Center for Medicare Advocacy

This study demonstrated that insurance companies raise premiums based on
national, rather than state-specific, nursing home pay-out experience. According
to the report:
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The director of rates and forms at the South Carolina Department of
Insurance explained this apparent anomaly with the observation that since
insurance carriers writle_lpolicies nationally, increased claims in one state
can affect other states.!! A similar view was expressed by the managing
director of the insurance company CNA HealthPro, who acknowledged
that rate increases in Connecticut reflected both Connecticut and national
claims experience. As [an article in The Hartford Courant] recounted,
“the company has too little data for Connecticut alone to be statistically
credible.™  Large rate increases in Wisconsin also represent claims filed
elsewhere, since Wisconsin has one of the lowest rates of liability claims
nationwide !

Thus, the report concludes that arguments about litigation causing increases in the
cost of liability insurance are overstated. Although insurance premiums have
risen in many states, there are multiple explanations that go beyond tort litigation.

B. The Florida study

The Florida study was a 4 month investigation conducted in 2001 by the Sun-
Sentinel and the Orlando Sentinel. The newspapers reviewed 924 lawsuits filed
during the previous five years against nursing homes in eight counties of South
and Central Florida, which accounted for one-third of the state's 679 nursing
homes. According to the published report:

The cases studied contained allegations that included rape, physically
abusive staff, poor medical decisions and outright neglect. Hundreds of the
lawsuits accused nursing homes of allowing festering bedsores that led to
infections and amputations, allowing multiple falls that snapped brittle
bones, and allowing untreated cases of malnutrition and dehydration --
many leading to death. Almost half the suits claimed residents died at the
hands of the nursing homes.

“Skyrocketing Suits Spur Crisis in Care Residences Plagued with Financial
Dilemmas: Special Report: Nursing Homes on Trial, ” Sun-Sentinel (Mar. 4,
2001). The newspapers compared the tort litigation information to the state
survey data. According to the investigative report, “[h]omes slapped with a high
number of quality violations in state inspections were sued three times as often as
homes with the fewest violations....” “Quality Violations Often Lead to Suits:
Even the Best Homes Can End Up in Court: Special Report: Nursing Homes on
Trial,” Sun-Sentinel, (Mar. 6, 2001). Moreover, nonprofit homes -- with one-third
fewer violations than for- profit homes -- were sued less than half as often. /d.
Between 1996 and 2000, the 10 facilities (out of 143 in South Florida) that had 15
or more lawsuits filed against them had an average of 48.7 deficiencies during the
period (ranging from 24 to 72). During the same five-year period, the 25 facilities
with zero lawsuits had an average of 20 deficiencies (ranging from 1 to 44).
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“Some Well-Kept Nursing Homes Have Never Been Sued,” Sun-Sentinel (Mar. 5,
2001).

1 South Carolina: “TTigher insurance rates raise nursing home costs,” Charleston, SC, AP Wire
(Sep. 16,2001),

2 Dianc Levick, “Liability Headaches For Carcgivers,” The Hartford Courant (Aug, 31, 2001).

3 Phill Trewyn, “Nursing home liability insurance on the rise,” The Business Journal of
Milwaukee (Tul. 13, 2001).
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RESPONSE TO POST-HEARING QUESTIONS FROM STUART T. ROSSMAN,
NATIONAL CONSUMER LAW CENTER, BOSTON, MA

Questions for the Record
Subcommittee on Commercial and Administrative Law
Hearing on Mandatory Binding Arbitration: Is it Fair and Voluntary?
September 15, 2009

Responses of Stuart Rossman, Esq., National Consumer Law Center

Questions from the Honorable Steve Cohen, Chairman

1.

A witness who testified at one of this Subcommittee’s hearings last term had written
an article suggesting that mandatory binding arbitration agreements are a defense
against consumer litigation. How neutral is mandatory arbitration agreements if
they are considered a defense to consumer lawsuits?

ANSWER:

Mandatory, pre-dispute arbitration agreements imposed by businesses and financial
institutions upon consumers as a prior condition to gaining access to fundamental
financial products are anything but neutral. To the contrary, such provisions exclusively
are controlled by the purveyor and structured specifically to deny consumers the
opportunity to protect their interests through legal actions by denying them full and fair
due process rights to discovery, equitable relief, class certification, jury trials and
appellate review. The consumer is required to waive his or her rights at a point in the
transaction where they do not have access to counsel or an awareness of the potential
ramifications of their actions. Nor do they have any alternatives, as a practical matter,
since such clauses are ubiquitous in many types of standard consumer contracts like
credit card agreements, cell phone contracts, home construction agreements and nursing
home admission contracts. There is a built in bias to the mandatory arbitration process
because the business is a repeat customer, which provides a substantial source of income
for the chosen arbitrators, while the consumer is a one time participant. The costs and
expenses of the arbitration bear more heavily on the consumer and serve as a realistic
deterrent upon their participation in the process. By relegating consumer issues to a
private, non-public forum, mandatory binding arbitration agreements restrict consumer
access to information regarding alleged consumer abuses and serve as a shield against
potential enforcement actions by public officials or scrutiny by the press. Finally, the
secret system of mandatory arbitration hampers the important functions of our open
judicial system in regards to educating the public about potential consumer abuses and
providing an available record of how the law is being interpreted and applied when
consumer harm occurs. Without the establishment of legal precedent, Congress has little
way of assessing the effectiveness of federal consumer laws and determining whether
improvements need to be made. The public also loses the benefit of learning facts that
might encourage or spur political or legal reforms.
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Are there alternatives to mandatory binding arbitration that you would find fair for
consumers and businesses?

ANSWER

Altemative dispute resolution mechanisms are a critical component to any properly
functioning judicial system. There clearly are times when, based on the facts and
circumstances, mediation and/or arbitration are the preferable, more efficient. option for
settling a contested issue. However, in order to be fair, both sides must have a say in the
decision after the dispute arises. The choice of such an option should be made upon a
fully informed judgment, with benefit of counsel and an awareness of the ramifications of
the decision. [t never should be coerced, procured under duress or made without
knowledge of the nature of the dispute, the remedies available and the due process rights
that are at stake. If there is a supervised, level playing field for consumers and
businesses, the parties can voluntarily choose whether alternative dispute resolution
mechanisms are appropriate options for their particular case.

Consumer advocates argue that arbitration clauses can be drafted to undermine
certain legal protections, such as consumer lending laws protecting credit
cardholders. In your opinion, and based on any evidence yon have, are companies
drafting clauses to do that?

ANSWER

Virtually every federal and state consumer protection law enacted in the past 50 years has
been structured to provide that the consumer is expected to be the primary enforcer of the
rights and remedies contained in said statutes. Such a system is natural given that most
consumer related claims involve small dollar values spread over a broad marketplace.
Although violations of the substantive provisions of these acts may result in substantial
benefits to the business in gross, the harm caused to the individual consumer, although
material, may not justify the expense or effort for enforcement by the consumer, let alone
by a public agency. The costs and expenses only are increased if the pursuit of the
relevant cause of action requires proof of pattern or practice, information that in the
consumer context often exclusively is in the control of the business. Therefore the
consumer protection laws provide incentives for private actions, including, but not
limited to express rights to choice of forum, injunctive and other equitable relief, class
actions and fee shifting. To undermine these important protections, businesses have
drafted arbitration clauses that unilaterally designate inconvenient forums for the
proceedings, deny access to injunctive and other equitable relief which are not available
in a non-judicial setting, prohibit class actions which enable the pooling of smaller claims
to enable joint enforcement efforts that reflect the true magnitude of the damages at stake
and require upfront expenditures of expenses that are beyond the means of most
consumers. As such, they are defeating the very legislative policies incorporated in
consumer statutes intended to protect consumer interests.
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Consumer advocates argue that some businesses forbid class action lawsuits with
the use of arbitration clauses. What effect does this have on consumers arbitrating
their claims?

ANSWER

In actuality, many consumer advocates argue that mandatory pre-dispute arbitration
clauses specifically are intended to defeat access to consumer class action lawsuits which
are an important enforcement mechanism enacted by Congress and state legislatures to
protect the interests of consumers. As a practical matter, without the right to join claims
as part of a class action, many consumer violations will go unasserted and will not be
vindicated. Many consumer claims involve the presentation of sophisticated elements of
proof in order to achieve comparatively small individual damages recoveries. Although
such recoveries are material for the claimants, and significant when taken in the
aggregate for the entire marketplace, they usually do not justify the expenditure of time,
effort and expense required to procure competent legal counsel and to prove their case,
especially in the circumstances usually found in the consumer context where the business
has access to, and controls, all of the evidence and records in the case. By expressly
forbidding class action lawsuits in mandatory pre-dispute arbitration clauses, businesses
are attempting to deprive consumers of the procedures that make it possible for them to
fulfill the legislative mandate intentionally set forth in most consumer protection statutes.
Without the ability to certify a class, and the opportunity to pool resources, aggregate
claims and share a common prosecution of available causes of action, many consumers
forced to arbitrate their dispute will not be able to assert their rights in any reasonable,
cost effective tashion.

Regarding the lawsuit and resulting settlement between the Minnesota Attorney
General and the National Arbitration Forum, what has happened to the bnsinesses
who used the Forum to arbitrate their disputes with consumers? Is the Minnesota
Attorney General focusing its attention on those businesses who had such close
relationships with the Forum that the arbitrations were not neutral?

ANSWER

Businesses which included the National Arbitration Forum (“NAF”) as one available
arbitrator option under the terms of their consumer contracts prior to NAF’s cessation of
consumer related arbitration business this past summer merely selected another one of the
alternative private arbitration companies available for hire. When the contract called for
arbitration only before NAF, however, some Courts have ruled that the mandatory
arbitration clause fails and arbitration is not compelled under the agreement. See, Carr v.
Gateway, Inc., 2009 WL 4263796 (11l. Ct. App. Nov. 24, 2009); Carideo v. Dell, Inc.,
2009 WL 3485933 (W.D. Wash. Oct. 26, 2009); but see, Adler v. Dell Inc., 2009 WL
4580739 (E.D. Mich. Dec. 3, 2009). 1 am not in a position to respond as to where the
Minnesota Attorney General’s Office currently is focusing its attentions with regards to
the NAF matter.
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You indicate in your testimony that practically every credit card agreement, cell
phone contract, mortgage and even many non-union employment contracts —
including “hundreds of millions” of contracts — now contain a pre-dispute
mandatory arbitration clause. Do you have a sense of who exactly is being
impacted most by these contracts? How many low-income individuals are affected
by these binding clauses?

ANSWER

Prior to the recent announcements by certain banks modifying their mandatory pre-
dispute arbitration policies for consumer contracts, virtually every credit card agreement
and cell phone contract in the country included binding arbitration provisions. As a result
almost every consumer with a credit card or cell phone, whether they qualify as a low
income individual or not, was impacted by such clauses and suffered equally the same
loss of rights. Tt is impossible to determine exactly how many low income individuals
were affected, but the number is significant, particularly for those who had access to
banking accounts (i.e. the proportion of low income consumers who are “unbanked” is
much higher than in other segments of the American population). It should be noted,
however, that mandatory pre-dispute arbitration clauses also have become the
overwhelming norm in many sub-prime lending products (i.e. payday loans, auto finance
pawn, etc.) often relied upon by low income individuals in lieu of traditional prime
banking products (including credit cards) that otherwise are not available to them.

You testified that arbitratiou companies have strong financial incentives to rule in
favor of the corporation, and that these incentives are inherent to pre-dispute
“forced” arbitration. Do you believe it could be possible to eliminate or reduce
these inceutives without legislative action to make pre-dispute binding mandatory
arbitration clauses nnenforceable in certain disputes?

ANSWER

The fundamental flaw in any privately based alternative dispute mechanism is the built in
potential bias by mediator or arbitrator towards the source of their income. In the case of
voluntary decisions to engage in arbitration affer a dispute has arisen, the parties are in a
position to negotiate terms that will ameliorate if not eliminate this problem (i.e. through
the joint selection of the arbitrator and an equal sharing of costs). With mandatory pre-
dispute arbitration agreements for consumers, however, there never is a level playing
field from the beginning. Since the business or financial institution gets to choose the
arbitration company prior to the “agreement” and because of the adhesive nature of the
contract which gives the consumer few or no options, the arbitrator automatically is
beholden to business or financial institution for repeat assignments. Inherent in the
system is the problem that the arbitrator naturally will favor the party that controls their
access to future, very lucrative, business over the consumer who has no leverage and, as
an individual, little impact on the arbitrators overall profit margin. In light of the
disparity between the positions of businesses and consumers in the mandatory pre-dispute
arbitration context, it would not be possible to reduce, let alone eliminate, these
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incentives. Therefore, preserving and protecting consumer access to the public judicial

justice system, and the level playing field it guarantees, is vital.

You wrote in your statement that the essential problem with forced arbitration is
that it creates a system strongly biased in favor of the corporation and against the
individual. You suggested that one of the reasons for this problem is that
arbitration procedures tend to favor corporations, and the high fees and ‘loser pays’
rules discourage consumers from participating. Would changing the arbitration
rules and procedures create greater equity iu the process, or is it uecessary to
legislate against pre-dispute, forced arbitration altogether?

ANSWER

Merely changing the arbitration rules and procedures will not, in and of themselves, level
the playing field for consumers participating in mandatory pre-dispute arbitration
proceedings because of the inherent biases built into the system as discussed above in the
answer to Question 7. Of course, limiting higher fees would be helpful to consumers and
eliminating a “loser pays™ rule would remove a major disincentive for consumers
participating in arbitration. However, given the nature and size of most consumer claims,
which in the non-mortgage related area tend to involve material amounts at stake for the
average consumer but do not justify the payment of the up front costs, legal fees and
expenses involved in private arbitration, any non-public dispute resolution mechanism
will present signiticant barriers for the consumer. Alternatively, if the business or
financial institution is required to pick up most if not all of the arbitration company’s
payments (which presumably it can afford more easily than an individual consumer and
absorb as a cost of doing business) it feeds the same financial conflicts of interest for
arbitrators previously mentioned.

You indicate that all arbitration companies make their money by convincing
corporations to select them as a forum for debt collectiou and other disputes. Could
Congress play a role in creating alternative incentives for arbitration companies,
which would facilitate greater justice iu the process?

ANSWER

Unfortunately, at least in the case of mandatory pre-dispute arbitration agreements in
consumer contracts, justice has a price. As discussed above, business and financial
institution control of the source of income earned by arbitration companies through
mandatory pre-dispute arbitrations taints the entire alternative dispute resolution
mechanism. If an arbitration company does not consistently find in favor of the entity
that is determining its profit margin it runs the real rigk that the business or financial
services institution will take its repeat business elsewhere. Congress could take away that
power by substituting public funds for the private arbitration payments, capping
arbitration fees and/or requiring governmental supervision of the arbitrator assignment
process. However, we believe that such an intrusion by government would be a serious
misuse of federal tax dollars and resources that also would unnecessarily undercut the
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authority and primacy of the federal judicial system already in place to protect consumer
interests in an unbiased, publically available forum.

‘Why do you believe a system of pre-dispute, binding arbitration will always be
biased against individual consumers and workers? [s there any way to improve the
system and level the playing field between consumers and corporations?

ANSWER

Congress already has taken important steps to level the playing field between consumers
and corporations by including provisions in virtually every federal consumer statute that
enable consumers to enforce their own rights and guaranty their access to justice through
the judicial system. The availability of jury trials, appellate review, class action
certitications, injunctive relief, statutory damages, multiple damages for intentional and
wilful violations, fee shifting provisions as well as the application of the Federal Rules of
Evidence and the Federal Rules of Civil Procedure all are intended to empower and
protect consumers’ interests. Conversely, mandatory pre-dispute arbitration provisions
have been inserted in consumer contracts as adhesive clauses by businesses and financial
institutions specifically and intentionally to circumvent these sources of consumer
empowerment and protection and to defeat the Congressional public policy that infuses
consumer statutes. Instead, private dispute resolution mechanisms are involuntarily
imposed upon consumers seeking financial services, cell phone access and other basic
components of modern life in the Unites States. Through their built in biases and
conflicts of interest, as discussed above, they substitute a flawed system that stacks the
deck against consumers. Finally, by removing these disputes from the public forum they
are preventing access to information about alleged violations of the consumer laws from
government enforcement authorities, the press and consumers and protecting businesses
and financial institutions from public scrutiny of their practices and procedures.
Arbitration may be a valid and useful system of dispute resolution, providing fairness,
efficiencies and economies for adversarial parties who might otherwise engage in
litigation—but it should be based upon mutual, informed consent, voluntary engagement,
a truly neutral forum, transparency and accountability, none of which are present in the
mandatory pre-dispute consumer context,

You refer in your written testimony to recent decisions by the American Arbitration
Association and Bank of America, which you suggest are positive developments, but
uot permanent or widespread solutions. You indicate that because they made their
decisions voluntarily, they may alter the decision at any time and begin arbitrating
cases once again. Can you envision a way to encourage more companies to follow
Bank of America’s lead, or to provide incentives to make such decisions permauent?
Also, have any other corporations dropped the use of pre-dispute binding
arbitratiou since Bank of America stopped maudatiug arbitration to resolve
disputes?
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ANSWER

Since the hearing on September 15, 2009, a number of additional financial institutions
have joined Bank of America in agreeing to eliminate mandatory pre-dispute arbitration
provisions in their new credit card agreements. They include JP Morgan Chase, Capital
One, PNC Bank, TD Bank, Regions Bank. JP Morgan Chase and Capital One also have
agreed that their new credit card agreements will allow their customers the right to a jury
trial and the right to participate in a class action. On January 5, 2010, it was announced
that HSBC Holdings tentatively has agreed to settle claims it illegally colluded with other
banks to require credit card holders to arbitrate disputes, including debt collections.
Under the agreement, HSBC apparently will drop an arbitration clause and a ban against
class actions from its consumer credit card agreements until at least 2013. The
announcement follows settlements between cardholders and JP Morgan Chase, Capital
One and Bank of America in a lawsuit that had accused Bank of America, Capital One,
Chase, Citibank, Discover, HSBC and others of having secretly met or consulted some 30
times for the purpose of requiring cardholders to arbitrate all disputes with credit card
companies in violation of the antitrust laws. All of the settlements must be approved by a
federal court in New York before they can take effect. These developments are laudable.
They also demonstrate that financial services companies can transact business with
consumers at a profit without requiring mandatory pre-dispute arbitration provisions in
their credit card agreements. Finally, they lead to the inescapable conclusion that
external scrutiny and effective consumer protection efforts are a necessary impetus for
permanent, widespread change. It is not a coincidence that these newly adopted policies
follow on the heels of proposed arbitration fairness legislation, Congressional hearings
over the past 12 months, the Minnesota Attorney General’s lawsuit against the National
Arbitration Forum and the settlement of private antitrust enforcement actions. Remove
the pressure and eliminate the oversight and one would have to be concerned that new
policies would be rescinded and the old policies resurrected. Adding consumer
protections to federal law governing arbitrations is the only way to insure that abusive
practices are permanently and effectively prohibited.

During his opening statement, Ranking Member Franks stated: “Jury trials are
remote prospects in the vast majority of consumer lawsuits in the first place. The
norm for these cases in court is not jury trial, but dismissal on pre-trial motions or
dispositiou on summary judgment.” Please respond to the accuracy of that
statement in the context of consumer disputes.

ANSWER

Tt is true that jury trials are remote prospects in the vast majority of all civil lawsuits, not
merely consumer lawsuits. In fact, the vast majority of all civil lawsuits, including
consumer cases, result in settlements achieved by parties, represented by counsel,
litigating in a neutral forum subject to established rules of procedure and evidence that
provides for open public access and scrutiny and supervision by an independent jurist.
Specifically in the case of class actions, any such settlement is subject to the review and
approval of the Court pursuant to the provisions of Rule 23 of the Federal Rules of Civil
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Procedure and the recently enacted Class Action Faimness Act. None of these important
restrictions and protections applies in the mandatory pre-dispute arbitration context for
consurmers.

Supporters of the use of pre-dispute binding arbitration agreements contend that
arbitration “is a critical tool in our society because it makes justice prompt and
accessible for millions of Americans, and without it too many citizens would be left
out in the cold by overburdened courts and overpriced lawyers.” Please respond to
that contention.

ANSWER

Limiting the contention to mandatory pre-dispute arbitration provisions included in
consumer agreements, the hypothetical benefits of the process are far outweighed by the
significant rights and protections consumers are required to abandon without full advice
or consent as part of a contract of adhesion in order to gain access under duress to credit
cards, cell phones, nursing home admissions or other critical resources in modern society.
Furthermore, it appears that when placed under scrutiny, financial institutions are willing
and able to forego the “critical tool”. For example, a spokesman for JP Morgan Chase &
Co. recently said that the bank’s decision to remove the mandatory pre-dispute arbitration
clauses from its future credit card agreements was a new policy that “reflects [the banks]
commitment to clearer and simpler communication with our customer.” In fact, as
discussed above, mandatory pre-dispute binding arbitration clauses are intended to be,
and operate as, an expedient method for businesses and financial institutions to deprive
consumers of access to justice until and unless they are prohibited by federal law.

You stated during the hearing that “somewhere in the testimony I saw someone said
that the filing fee was $125. I think... that is for a documeuts-only filing.” Please
explain the typical types of filings a party can present and the typical fees associated
with each such filing.

ANSWER

Each arbitration provider has different types of filing requirements and separate fee
schedules. It would be difficult, therefore, to define a “typical” set of standards. Asan
example, however, T have attached a copy of the American Arbitration Association’s
Consumer Arbitration Costs posting from its website, dated January 6, 2010, setting forth
the fees charged in its consumer arbitrations effective January 1, 2010. The posting sets
forth the different types of filings that are possible in consumer arbitration proceedings
and the fees and costs associated with the different services to be provided. Unlike court
forums that only require a single filing fee payable upon initiating an action, arbitration is
a pay-as-you-go system that often charges for such things as the issuance of a subpoena,
filing a motion or receiving a written decision that provide the arbitrator’s rationale. |
believe that in my testimony I was responding to the contention by another witness that
arbitration filing fee only cost consumers $125. My rejoinder was that [ believed that
such a fee usually applied in “documents-only” filings which create a proceeding where
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there is no hearing and the arbitrator decides the dispute solely upon the written
submissions of the parties. Such proceedings obviously are the least expensive to procure
because they require the least amount of time, effort and attention by the arbitrator.
However, most consumer disputes cannot be resolved though such expedited proceedings
because of the contested factual issues and the need for discovery by the consumer since
the business or financial institution often has exclusive possession, control or custody of
critical records, documents and agreements, usually maintained in an electronic format.
Therefore, many consumer claims require further discovery proceedings and/or at least
one or more hearings that may result in higher fees, costs and expenses for the consumer.

January 8, 2010 Stuart T. Rossman
National Consumer Law Center
7 Winthrop Square 4" F1
Boston, MA 02110
(617) 542-8010
srossman@ucle.org
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Consumer Arbitration COSTS
Rules Effective September 15, 2005
Fees Effective January 1, 2010

There are two fees applicable to the arbitration process. Trained and experienced arbitrators charge a fee for the time they spend on
cases. The AAA also charges an administration fee. This fee covers the case administration services provided to the parties, including
assistance in sslecting the arbitrator, handling documents, scheduling a hearing if required, and distributing the arbitrator's decision.

Administrative Fees

Administrative fees are based on the size of the claim and counterclaim in a dispute. They are based only on the actual damages and not
an any additional damages, such as attorneys' fees or punitive damages. These fees may be partially refundable per the Refund
Schedule.

Arbitrator Fees

For cases in which no claim exceeds $75,000, arbitrators are paid based on the type of proceeding that is used. The parties make
deposits as set forth below. Any unused deposits are retumed at the end of the case.

Desk Arbitration or Telephone Hearing $250 for service on the case
In Person Hearing $750 per day of hearing

For cases in which a claim or counterclaim exceeds $75,000, arbitrators are compensated at the rates set forth on their panel
biographies.

Fees and Deposits to be Paid by the Consumer:

if the consumer's claim or counterclaim does not exceed $10,000, then the consumer is responsible for one-half the arbitrator's fees up to
& maximum of $125. This deposit is used to pay the arbifrator. It is refunded if not used.

If the consumer's claim or counterclaim is greater than $10,000, but does not exceed $75,000, then the consumer is responsible for one-
half the arbitrator's fees up to a maximum of $375. This deposit is used to pay the arbitrator. It is refunded if not used.

If the consumer's claim or counterclaim exceeds $75,000, or if the consumer's claim or counterciaim is non-monetary, then the consumer
must pay an Administrative Fee in accordance with the Commercial Fee Schedule. A portion of this fee is refundable pursuant to the

e ial Fee The must also deposit one-half of the arbitrator's compensation. This deposit is used to pay the
arbitrator. This deposit is refunded if not used. The arbitrator's compensation rate is set forth on the panel biography provided to the
parties before the arbitrator is appointed.

Fees and Deposits to be Paid by the Business:
Administrative Fees:

If neither party's claim or counterctaim exceeds $10,000, the business must pay $775 and a Case Service Fee of $200 if a hearing is
held. A portion of this fee is refundable pursuant to the Commercial Fee Schedule.

If either party's claim or counterclaim exceeds $10,000, but does not exceed §75,000, the business must pay $975 and a Case Service
Fee of $300 if a hearing is held. A portion of this fee is refundable pursuant to the Commercial Fee Schedule.

If the business's claim or counterclaim exceeds $75,000, or if the business's claim or counterclaim is non-monetary, the business must
pay an Administrative Fee in accordance with the Commercial Fee Schedule. A portion of this fee is refundable pursuant to the
Commercial Fee Schedule.

http://www.adr.org/sp.asp?id=22039 1/6/2010
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Arbitrator Fees:

The business must pay for all arbitrator compensation deposits beyond those that are the responsibility of the consumer. These deposits
are refunded if not used.

If a party fails to pay its fees and share of the admini ive fee or the arbif COME jon deposit, the other party may advance such
funds. The arbitrator may assess these costs in the award.

AAA Administrative Fee Waiver/Deferral/Hardship Provisions In cases where an AAA Administrative fee applies, parties are eligible for
consideration for a waiver or deferral of the administrative fee. These requirements are detailed in th e AAA Administrative Fee
Waiver/Deferral/Hardship Provisions section of the AAA Administrative Fee Waivers and Pro Bono Arbitrators Services document.

Pro Bono Service by Arbitrators : A number of arbitrators on the AAA panel have volunteered to serve pro bono for one hearing day on
cases where an individual might otherwise be financially unable tc pursue his or her rights in the arbitral forum. See the Pro Bono Service
by Arbitrator sec tion of the AAA Administrative Fee Waivers and Pro Bono Arbitrators Services document for more details.

Questions

Further information on fees is available in the Supplementary Procedures for Consumer-Related Disputes, effective September 15, 2005.
These rules are available in the Consumer section of Focus Areas on the AAA Web site.

For more information, please contact the AAA's Customer Service Department at 1-800-778-7879.

FILE A CASE 5 CONTAGT US

* AAA MISSION & PRINCIPLES

* PRIVACY POLICY

» TERMS OF USE

» TECHNICATL RECOMMENDATIONS

» ©2007 AMERICAN ARBITRATION ASSOCIATION. ALL RIGHTS RESERVED

http://www.adr.org/sp.asp?id=22039 1/6/2010
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RESPONSE TO POST-HEARING QUESTIONS FROM STEPHEN J. WARE,
UNIVERSITY OF KANSAS, SCHOOL OF LAW, LAWRENCE, KS

Replies by Professor Stephen J. Ware
to
Questions for the Record
Subcommittee on Commercial and Administrative Law
Hearing on Mandatory Binding Arbitration: Is it Fair and Voluntary?
September 15, 2009

Professor Stephen J. Ware, School of Law, University of Kansas

Questions from the Honorable Steve Cohen, Chairman

1.  Inlight of the settlement by the National Arbitration Forum, how can Americans be
confident that if they enter into an arbitration with their employer, that the arbitration
provider will be neutral and independent? Why should Congress rely on arbitration
providers to police themselves, and employers to choose neutral arbitrators, when not
doing so can benefit their bottom lines?

To begin, I would not draw conclusions about arbitration as a whole based on allegations against
NAF.

Nonetheless, I do not believe Congress should rely on arbitration providers (or individual
arbitrators) to police themselves. I believe Congress should continue to rely on the courts, as
guided by the Federal Arbitration Act, to police the neutrality of arbitration in the United States.
Courts currently do this in at least two important ways.

First, the Federal Arbitration Act allows courts to invalidate unconscionable arbitration
agreements." And this is not just a theoretical protection. Each year, there are many cases in
which courts hold particular arbitration agreements unconscionable.” For example, courts often
refuse to enforce arbitration agreements that prohibit class actions,” limit remedies,” or require

19 11.8.¢. § 2 (arbitration agreements “shall be valid, irrevocable, and enforceable, save upon such grounds as exist
at law or in equity for the revocation of any contract.”)

? See STEPHEN J. W ARE, PRINCIPLES OF ALTERNATIVE DISPUTE RESOLUTION 61-65 (2d cd. 2007) (collccting
representative cases); Stephen A. Broome, An Unconscionable Application of the Unconscionability Doctrine: How
the California Courts are Circumventing the Federal Arbitration Act, 3 TIASTINGS BUS. L.T. 39, 48 (2006) (finding
that unconscionability challenges o arbitration agrecments in California succeeded in whole or in part in
approximately 58% of cases, compared to only 11% in the non-arbitration context), Susan Randall, Judicial
Attitudes Toward Arbitration and the Resurgence of Unconscionability, 52 Bull. L. REv. 183, 194 (2004) (finding
that arbitration agreements were found unconscionable in 50.3% ol cases in 2002-2003, as opposed 0 25.6% lor
other types of contracts).

¥ See, e.g., Ting v. AT&T, 319 I.3d 1126, 1150 (9th Cir. 2003); Powertel v. Bexley, 743 S0.2d 570 (Fla. App. 1999);
Whimey v. Alltel Communications, Inc., 173 S.W.3d 300 (Mo. App. 2005); Kinkel v. Cingular Wireless, LLC, 857
N.E.2d 250 (11l 2006): Leonard v, Terminix Iniernational Company, LI, 854 S0.2d 529, 538-39 (Ala. 2003);
Williams v. Aetna Fin. Co., 700 N.E.2d 859, 866-67 (Ohio 1998): State of West Virginia ex rel. Dunlap v. Berger,
567 S.E.2d 265 (W.Va. 2002).
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the consumer or employee to pay a significant portion of the fees charged by the arbitrator or
arbitration organization.” So I believe that we currently have a very sensible system in which
courts determine, case-by-case, which arbitration agreements should not be enforced and which
provide for a fair process and so should be enforced.

Second, courts do not enforce all arbitration awards. Federal Arbitration Act § 10(a) permits
courts to vacate an arbitration award:

(1)Where the award was procured by corruption, fraud, or undue means.

(2) Where there was evident partiality or corruption in the arbitrators, or either of them.
(3) Where the arbitrators were guilty of misconduct in refusing to postpone the hearing,
upon sufficient cause shown, or in refusing to hear evidence pertinent and material to the
controversy; or of any other misbehavior by which the rights of any party have been
prejudiced.

(4) Where the arbitrators exceeded their powers, or so imperfectly executed them that a
mutual, final, and definite award upon the subject matter submitted was not made.’

Here, as well, current law sensibly allows courts to determine, case-by-case, which arbitration
awards were the result of an unfair process and thus should not be enforced and which awards
were the result of a fair process and so should be enforced.

2. In your written testimony, you suggest that arbitration is fair and voluntary for
employees. How can arbitration be fair in situations when the forum selection is controlled
by the employers, the procedures are drafted by the employers’ lawyers, and those
procedures do not conform to consensus minimum standards of due process?

Your question calls attention to factors such as the bargaining (or lack thereof) in the formation
of the arbitration agreement and the arbitration process prescribed by that agreement. These are
the factors courts routinely consider in deciding whether an arbitration agreement is
unconscionable.” As these factors vary from case to case, I believe they are better handled on a
case-by-case basis in the courts, rather than with the overly broad brush of legislation.

3. CIiff Palefsky, who testified at the hearing, contends in his written statement that
“Leading management lawyers openly state that the arbitration requirement actually
deters claims because of the high costs of arbitration, the limited discovery, the repeat

* See, ¢.g., Booker v. Robert Ialf Int’l, 413 F.3d 77 (D.C.Cir.2005); Ingle v. Circuit City Stores, Inc. 328 F.3d 1165
(9h Cir.2003); Armendariz v. Foundation Ilealth Psychcare Services, Inc., 99 Cal Rpir.2d 745 (Cal.2000); State ex
rel. Dunlap v. Berger, 567 S.E.2d 265 (W.Va.2002).

® See, e.g., Ingle v. Circuit City Stores, Inc. 328 [.3d 1165 (9th Cir. 2003); Armendariz v. Foundation Health
Psycheare Services, Inc., 99 Cal.Rptr.2d 745 (Cal. 2000); Brower v. Gateway 2000 Inc., 676 N.Y.S.2d 569, 574
(App. Div. 1998);: D.R. Horlon, Inc. v. Green, 96 P.3d 1159 (Nev, 2004).

C9 TS § 100a).

7 See STEPHEN |, W ARE, PRINCIPLES OF ALTERNATIVE DISPUTE RESOLUTION § 2.25 (2d ¢d. 2007).

[
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player advantages and the smaller damage awards in arbitration.” Please respond to the
accuracy of that statement. Have some leading management lawyers made such
statements?

T am not aware of any management lawyers making such statements. The statement’s assertion
of “high costs” and “smaller damage awards in arbitration” conflicts with the empirical studies
cited at footnotes 13 and 14 of my written testimony. That testimony summarizes those studies
as follows: “The empirical evidence indicates that arbitration tends to have lower process costs
than litigation. With respect to outcomes, the empirical evidence indicates that arbitration tends
to result in lower awards for some types of cases but higher awards in other types of cases and
that, overall, consumers and employees fare as well as in arbitration as in litigation.”

4. In your written statement, you claim that “empirical studies do not support the
notion that consumer and employment arbitration is unfair.” Have you reviewed Professor
Colvin’s January 2009 analysis, which Mr. Palefsky attached to his testimony, of
arbitrations in California which concluded that mandatory arbitration is indeed unfair to
employees? Mr. Colvin confirmed the same repeat player advantage that other studies
have found, and concluded that the mean award for employees in arbitration was 9% of
the mean award in State court trials.

I'have reviewed Professor Colvin's January 2009 paper, which Mr. Palefsky attached to his
testimony, and would not characterize it as concluding that arbitration is unfair to employees.

As page 24 of that paper says, it is “unrealistic” to expect “any individual study [to] definitely
resolve what are complex issues involving a multitude of factors and influences. . . . [E]mpirical
research is more typically accumulative in nature as studies gradually enhance our base of
knowledge through which to make judgments about policy issues.” In other words, it would be
rash to make policy based on the findings of a single study. More prudent is to allow empirical
evidence to accumulate over time.

I share this view that Professor Colvin’s study ought to be combined with other empirical studies
in forming a thorough, balanced view of what empirical research can tell us about employment
arbitration. As Professor Colvin acknowledges, the employee win rate in his study “is
substantially lower than that found in previous employment arbitration studies.” That
discrepancy may be caused by any number of factors. Different studies examine different data
covering different time periods. The results of arbitration may vary over time depending on the
strength of the claims that happen to go to arbitration during particular time periods. Similarly,
the results of litigation may vary over time depending on the strength of the claims that happen
to go to litigation during particular time periods.

Perhaps the bulk of future studies by other scholars will reach conclusions similar to Professor
Colvin’s, (although the most recent studies suggest otherwise, at least in the area of consumer

¥ Page 7.
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arbitration.”) If that occurs, then it would no longer be accurate to summarize the relevant
empirical studies as indicating that consumers and employees fare as well as in arbitration as in
litigation. But even if that occurs, complexities and uncertainties will remain.

For example, Professor Colvin alludes to the “apples and oranges” problem in comparing
arbitration and litigation and he recognizes that “the characteristics of cases in arbitration may
differ systematically from those in litigation.”" I made this point in my written testimony
(quoting an article of mine):

Empirical studies can tell us the relative levels of awards and process costs in arbitration and
litigation, but that does not mean they can tell us the relative levels of awards and process costs
in arbitration and litigation in comparable cases. The probative value we give to empirical
studies should turn on our level of confidence that the studied cases going to arbitration are
comparable to the studied cases going to litigation. And, in reality, nobody knows whether the
cases going to arbitration are comparable to the cases going to h'tigation.“

For this reason, as I stated in my written testimony, “even careful empirical studies cannot
provide definitive answers.”

5. Employment cases require substantial discovery. They are very document intensive.
Almost all of the documents and witnesses in employment cases are under the control of
employers. If arbitration limits the amount of discovery, how can arbitration be fair for
employees who need discovery to prove their claims? Arbitration would seem to favor
employers.

Courts currently police arbitration to ensure adequate discovery, and courts tend to be especially
vigilant about this in the context of employment arbitration.'* The fact that arbitrators,
arbitration agreements and individual cases in arbitration vary with respect to appropriate
discovery is yet another reason for arbitration law to rely on fact-sensitive, case-by-case,
resolution in the courts, rather than on legislation.

6. Mr. Palefsky stated during the hearing that: “Arbitration is a dispute resolution
system. It is not a justice system. It cannot be confused as a justice system.” Is Mr.
Palefsky correct?

? See http://www.scarlcarbitration.org/p/full_report.pdf

10 Page 7.

" Stephen 1. Ware, The Effects of Giliner: Empirical and Other Approaches to the Study of Employment Arbitration.
16 OHTO ST. J. ON ISP, RESOL. 735, 755-56 (2001).

2 Gee, e.g., Cole v. Bums Int’] Security Services, 105 F.3d 1465 (D.C. Cir. 1997); Armendariz v. Foundation Ilealth
Psycheare Services, Inc., 99 Cal.Rpur.2d 745 (Cal. 2000).
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No. Mr. Palefsky made this assertion more fully in his written testimony in which he asserted
that “There is a lot more to a civil justice system than moving money around. There is a
significant emotional component to the process. No system of justice can succeed without the
confidence of its users. There is no question that mandatory [sic] arbitration does not have the
confidence of employees or consumers. Indeed, the mere act of forcing the process on a party
undermines the confidence that is required for it to be successful.”"*

Here, Mr. Palefsky makes several assumptions with which I disagree. First, he refers to
contractual arbitration as “mandatory arbitration.” As I explained in my written testimony, what
some call “mandatory arbitration” is better called “contractual arbitration” because it, unlike
some other arbitration, does not occur unless the parties have previously formed a contract
stating their agreement to arbitrate the dispute. Arbitration is not mandatory when it arises out of
a contract, because contracts are formed voluntarily."* We should reserve the word mandatory
for arbitration that really is mandatory--arbitration that occurs even though the parties have not
contracted for it."*

Second, Mr. Palefsky argues that “forcing the process on a party undermines the confidence that
is required for it to be successful.” But this is a stronger argument against litigation than against
arbitration because litigation is more appropriately described as “forced on” parties than
arbitration. As my written testimony explained, litigation in the court system is the default
process of dispute resolution. Parties can contract into alternative processes of dispute
resolution, but if they do not do so then each party retains the right to have the dispute resolved
in litigation. By contrast, a dispute does not go to arbitration unless the parties have contracted
to have an arbitrator resolve that dispute. In other words, arbitration binds only those who
contracted for it. In this important sense, arbitration is not “mandatory” but litigation is. Parties
who never contracted to be bound by the results of litigation may be lawfully subjected to
binding litigation. By contrast, parties who never contracted to be bound by the results of
arbitration may not be lawfully subjected to binding arbitration.

Third, Mr. Palefsky implies that arbitration is just about “moving money around” while claiming
that litigation is more sensitive to the “emotional” needs of disputing parties. This romanticized
view of litigation cannot go unchallenged. Many parties to lawsuits find that litigation leaves
them feeling powerless as lawyers take over the dispute and charge high fees to navigate an
elaborate and byzantine process that rarely allows the disputants themselves to be heard by a
judge or jury. By contrast, arbitration tends to have a less intimidating process and is more likely
to include a timely hearing at which the parties themselves can tell their stories. With respect to
the “emotional component” of dispute-resolution, litigation could learn a lot from arbitration.

The interests of trial lawyers like Mr. Palefsky may be served by more litigation and less
arbitration. But if Mr. Palefsky believes that all Americans have great confidence in the

3 page 9,

4 My written testimony explained that the fact that an arbitration clause appears in a form contract does not make
arbitration arising out such a contract “mandatory.”

" For example, the Federal Insecticide. Fungicide, and Rodenticide Act requires chemical manufacturers to arbitrate
cerlain disputes with cach other cven though ncither of them contracled for arbitration. See STEPHEN I. WARE,
PRINCIPLES OF ALTERNATIVE DISPUTE RESOLUTION § 2.55(b)(1) (2d ed. 2007). That is truly mandatory arbitration.
Arbifration arising oul of a lorm contract, as my wrillen (cslimony cxplains, is not.
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litigation system for all disputes, then I must disagree with him. Litigation, like arbitration, is
imperfect and the realities of arbitration should be compared to the realities of litigation, not to
some imaginary litigation system that has earned everyone’s utmost confidence.

7. During the hearing Stuart Rossman, who testified at the hearing, stated that: “You
cannot get [future injunctive relief] in arbitration.” Is that accurate? Can the arbitrator
offer the same or greater types and amounts of relief as a judge or jury?

No, Mr. Rossman’s description is not accurate. Arbitration offers the same types and amounts of
relief as litigation. Many arbitration agreements provide that the arbitrator may order any
remedy that a court could order.® And this is the default interpretation of arbitration agreements
that are silent on remedies. For example, arbitrators order parties to pay punitive damages'’ and
issue injunctions'® even though the arbitration agreement may not expressly authorize those
remedies. The Supreme Court has recognized that “arbitrators do have the power to fashion
equitable relief,”" which includes injunctions. The American Arbitration Association Consumer
Due Process Protocol provides that “The arbitrator should be empowered to grant whatever relief
would be available in court under law or in equity.”*® Similarly, the AAA’s Employment Due
Process Protocol states that “The arbitrator should be empowered to award whatever relief would
be available in court under the law.””!

16 See, e.g., Am.Arbilration Ass’n, Commercial Arbitration Rules, R-43(a)(2003)(“The arbitrator may grant any
remedy or relief that the arbitrator deems just and equitable and within the scope of the agreement of the parties,
including, but not limited to, specific performance of a coutract.”)

7 See, e.g., Todd Shipyards Corp. v. Cunard Line, 943 F.2d 1056 (9th Cir,1991); Raylheon Co. v. Automated
Business Sys., Inc., 882 F.2d 6 (1st Cir. 1989); Bonar v. Dean Witter Reynolds, Inc., 8335 F.2d 1378 (11th Cir.1988).
1% See, e.g., Saturday Lvening Post Co., v. Rumbleseat Press, Inc., 816 I.2d 1191 (7th Cir.1987); Matter of Sprinzen
(Nomberg), 415 N.Y.5.2d 974, 977 (N.Y.1979).

 Gilmer v. Interstaic/Jobnson Lane Corp.. 500 U.S. 20,32 (1991).

> http://www.adr.org/sp.asp?id=220 I9¥PRINCIPLE_14._ ARBITRAL_REMEDIES

! hutp:/fwww.adr.org/sp.asp?id=28535
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RESPONSE TO POST-HEARING QUESTIONS FROM CLIFF PALEFSKY,
NATIONAL EMPLOYMENT LAWYERS ASSOCIATION, SAN FRANCISCO, CA

Answers to Questions for the Record from Cliff Palefsky, Esq.
Congressional Subcommittee on Commercial and Administrative Law
Hearing on Mandatory Binding Arbitration: Is it Fair and Voluntary?

September 15, 2009

Question 1:  You contend in your written statement that arbitration saves cmeployers
money by limiting discovery. Is discovery important in employment cases? How would
limiting discovery impact the employee’s case? The employer’s case?

Employment cases are different than many other types of cases. The most important
distinction is that all of the documents and witnesses are under the control of the employer, and
ethical rules prohibit attorneys from contacting most current employees to obtain information
informally.

Because employees have the burden of proof, it is iheir responsibility to obtain and
present the evidence necessary to sustain that burden. Due to the nature of employment claims,
depositions are especially important. Most employers don’t acknowledge discrimination. They
usually assert a different reason for their action, and the employce must prove that that reason is
a ‘pretext.” It is extraordinarily difficult to prove pretext when you don’t even hear the false
reason until you are at the hearing. Cross-examination is obviously problematic, as is finding
and getting the testimony of witnesses to contradict the false reason. And because, in
employment cases, we have to prove someone’s ‘stale of mind,” depositions and the ability to
cross examine wiinesses in advance of the hearing, are absolutely essential.

Similarly, because the employers have all of the documents, there needs to be a full
exchange of relevant information before the hearing. Allowing the employer to present
documents for the first time at the hearing is obviously unfair. Although some document
production is available in arbitrations, the scope is often considerably limited. But more
importantly, you often need depositions of certain witnesses to know which documents exist and
where they reside.

Because the employer has full access to all documents and emails, they do not have a
similar need for full discovery. And of course, the witnesses are usually curent employees who
are completely available to the employer and their lawyers, under their control, and often very
concerned for their own jobs.

The advantage 1o the employers in prohibiting or limiting discovery cannot be overstated.
Qucstion 2:  Please explain in greater detail why you belicve Congress, when it passed the
Federal Arbitration Act, did nof intend for it to apply to employees.

The historical and legislative record is very clear that Congress never intended the

Federal Arbitration Act to apply to employment contracts at all. The original impetus for the Act
came from the ABA’s Committee on Commerce, Trade and Commercial Law. Its purpese was
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always to be a commercial arbitration act that would permit the Federal courts to enforee pre-
dispute arbiiration clauges between merchants. Shortly after the bill’s introduction it came to the
attention of Andrew Furuseth, the President of the International Seamen’s Union of America.
Mr. Furuseth was very concerned about the bill’s possible application to employees who would
have no ability to negotiate or refuse to sign these clauses. Mr. Furuseth explaincd:

“The bill provides lor the re-introduction of forced or compulsory lubor if the
freeman through his necessitics shall be induced to sign. Will such contracts be
signed? Esau agreed, because he was hungry. It was the desire to live that caused
slavery 1o begin and continuc. With the growing hunger in modern society, there
will be but few that will be able to resist. The personal hunger of the seaman and
the hunger of the wife and children of the railroadman will surely tempt them to
sign and so with sundry other workers in interstate and foreign commerce.”
Proceedings of the 26" Annual Convention of the International Seamen’s Union
of America 203-5 (1923).

In response to those objections, the Chair of the ABA Committee told Congress that it
was “never the intention of this bill to make an industrial arbitration in any sense.” To address
any ambiguity or doubt he suggested adding language stating that “rothing herein contained
shall apply to seamen or any class of workers in inierstate and foreign cammerce,” which at the
time represented the fullest extent of Federal jurisdiction over the employment relationship.

Similarly, Secretary of Commerce Herbert Hoover made the identical point. In fact,
Secretary of Commerce Hoover wrote:

“If objection appears to the inclusion of workers’ contracts in the law’s scheme, it
might well be amended by stating ‘but nothing herein shall apply to contracts of
employment of seamen, railroad employees or any other class of workers engaged
in interstate or foreign commerce.””

Secretary Hoover’s proposed language, intended to make it clear that the FAA would
have no application whatsoever to workers’ contracts, was added to the FAA verbatim as an
amendment to Section 1. :

Nevertheless, in 2001, the United States Supreme Court decided the case of Circuit City
Stores v. St. Clair Adams, 532 U.S. 105 (2001), and determined for the first time that the FAA
would in fact extend to all employment contracts except those of workers who literally carried
goods across state lines. There is no real question that neither the drafters of the FAA nor
Congress ever intended the FAA to apply fo employment contracts at all because of the lack of
voluntariness and the potential for the very abuses that are presently occurring. It is essential
that you restore the FAA to its original intention of excluding employment contracts from its
application.

1 am attaching a copy of our bricf in Cirewit City v. Adams, which contains a
comprehensive analysis of the legislative and legal history of the FAA, ‘
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Question 3;:  Some are concerned that arbitration of employment disputes is particularly
problematic because it amounts to a waiver by the employee of civil rights and anti-
discrimination laws. Laws which Congress passed in response to protect minorities and
women, and persons with disabilities. Do you have any specific examples you can previde
of clients who were forced to waive civil rights and anti-discrimination rights? Which laws
were waived? Can you envision a way to build in protections for these rights without
legislating against forced arbitration, or is legislation the only solution?

The waiver of ¢ivil rights and protections against discrimination occurs in many different
ways.

First, access to an essentially free Federal court and a federal judge sworn to uphold the
law was a major purpose of the Civil Rights laws. "That right is obviously lost. Having to pay, or
even risk paying, tens of thousands of dollars in order to litigate a claim constitutes a de facto
waiver of all statutory rights.

Second, the Civil Rights laws were amended in 1991 to provide the right to a trial by jury
at the request of either party. One of the reasons for the addition of jury trial rights was
Congress’ frustration with how the sex harassment and other civil rights laws were being
interpreted and applied by judges. The right to a trial by jury is one of our most cherished and
important civil rights. That right is lost. :

Third, arbitrators are not required to know or follow the law. As shocking as that sounds,
that is the law. That means that cven a facially incorrect legal ruling cannot be corrected or
appealed. Therefore, employees are literally waiving all of the protections under the Civil Rights
laws if they are waiving the right to have the law properly intcrpreted and enforced.

The most obvious examples can be found in cases where an employee has prevailed on a
claim, but the arbitrator has refused to follow the law and award attorneys’ fees. See, Di Russa v.
Dean Witter Reynolds, Inc., 121 F.3d 818(2d Cir. 1997). The fee shifting provisions of the Civil
Rights laws are absolutely essential to ensuring access to counsel.

Fourth, the Civil Rights laws were infended to work in conjunction with state anti-
discrimination agencies which were set up to provide a low cost administrative forum for victims
of discrimination who couldn’t afford counsel or who wanted to avoid full blown litigation. In
many cases these state administrative fora are the only place low wage earners can go for justice.
Under the present state of the law, an arbitration agreement can prevent access to these agencies.

Fifth, many arbitration agreements actually change the substantive law. Some shorten
statutes of limitations, some limit statutery remedies, some prohibit class actions, some shift the
burden of proof, some prohibit reinstaterment and some prohibit the awarding of costs and fccs to
the prevailing employee. These all constitute significant waivers of statutory rights. [am
attaching a copy of the Neiman Marcus plan which I referred to in my written testimony as an
example of such an abusivc plan.
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Legislation prohibiting mandatory arbitration agreements is the only way to ensure the
fult enforcement of the civil rights laws.

Question4:  In your written statement, you discuss the National Employment Lawyers
Association’s involvement with drafting the American Arbitration Association’s specialized
employment arbitration rules and procedures. Are arbitration providers required to
follow these when they arbitrate employment disputes? Do these protocols ensure a fair
arbitratien process for empIDyers and employees who have agreeﬂ to a pre-dispute
arbltratlon clause? .

The American Arbitration Association did develop specialized employment rulcs and
have stated an intention to comply with the Due Process Protocol, which was developed by a
diverse group of interestcd partics. The employment rules are reasonable and appropriate for
most employment cases submitted on a post-dispute basis, but they still do not eliminate the
unfairness and structural problems with pre-dispute, mandatory clauses. For instance, there is a
profound and statistically documented repeat player advantage. Repeat employers win more and
pay less than non repeat players. Arbitrators are obviously concerned about repeat business, and
they know that fmdmg against an employcr or large employer-side firm will normally mean they
won’t be selected again, This economic interest in pleasing the repeat player is profound and is
not eliminated by fair arbitration procedures.

The fact that arbitrators do not have to follow the law and that incorrect decisions can’t
be appealed is also unaffected by theoretically: fair procedures.

But most significantly, the AAA rules are not mandatory. Employers can and do modify
them in their arbitration clauses. And in those cases where employers want to overreach, they
simply designate another provider. Only JAMS and AAA have minimum standards of due
process. The hundreds of other providers don’t, and indeed, many don’t have any employment
rules at all.

And even AAA and JAMS do not enforce their own minimum standards. Even though
both say they will not administer cases where the employee does not have the same rights and
remedies as they would in a court of law, both refuse to enforce their standards against clanses
that shorten the statutes of limitation and prohibit class actions and the joinder of claims. Both
have caved to corporate threats and pressure and modified their own policies in the face of
employer opposition. The only real way to ensure faimess is to make the agreement completely
‘and traly voluntary. That way the parties themselves can ensure that they have the rules they
need, the arbitrator they want, the discovery they need, and an appropriate cost structure to have
a fair proceeding. The mere act of forcing a particular forum and process on someone is
inherently inconsistent with the perception of fairness that is necessary for any system of justice
. to succeed.
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Question 5:  Professor Stephen Ware, who testified at the hearing, contends that state law
can adequately protect consumers and employees from the abuses of mandatory binding
arbitration. Others claim that the partics to a dispute can appeal the arbitrator’s decision.
Please respond in detail, :

Professor Ware is simply wrong. Virtually all state laws that are arbitration specific have been
‘held to be preempted by the FAA. See, Southland Corp. v. Keating, 465 U.S. 1 (1984); Allied-
Bruce Terminix Cos. v. Dobson, 513 U.S. 265 (1995); Doctor’s Assocs. v. Casarotte, 517 U.S.
681 (1996); Perry v. Thomas, 482 U.S. 483 (1987); Preston v. Ferrer, 552 U.S. 346 (2008). The
only remaining state law docirine that remains a viable way to challenge unfair agreements is
unconscionability, But even that doctrine is not available in many states. And indeed, the
standard varies copsiderably. In some states the agreement must “shock the conscience.” In
most states the standards are simply too high to be of any use. And to be sure, even in states
‘where the doctrine s available, if the trial conrt refuses to compel arbitration, the employer is
entitled under federal law to a stay of all proceedings und an immediate appeal. That means that
an employee faced with an unfair clausc has to find and pay a lawyer te file a complaint in state
court, litigate the issue of unconscionability, and then defend an appeal. That process can take
well over a year or two and cost tens of thousands of dollars. Itisnota practical way to ensure
fairness, There is no incentive to employers to draft clauses properly because employees will
either not be aware of the illegal terms, agrée to use them anyway, ot not be able to afford the
time or cost of challenging them.

Similarly, the assertion that an empleyee can appeal an incorrect decision is also wrong.
The grounds for the appeal of arbitration awards are strictly defined in the I ederal Arbitration
Act. They are limited to proving fraud, bias or some other form of misconduct by the arbitrator,
or that the arbitrator exceeded his or her jurisdiction, It is black letter law that errors of law are
not appealable. The Supreme Court has also recently decided that parties may not even agree to
expand the possible grounds for review (Hafl St. Associates, 552 U.S. 576 (2008)). The actual
law is that an arbitrator’s award must be confirmed, even if there are errors of law or fact on the
face of the award, that result in a substantial injustice to the parties.

Question 6; . During his opening statement, Ranking Member Franks stated: “Jury Trials
are remote prospects in the vast majority. of comsumer lawsuits in the first place. The norm
for these cases in court is not jury trial, but dismissal on pre-trial motions or dispoesition on
summary judgment.” Please respond to the accuracy of that statement in the context of
‘¢mployment disputes.

- Representative Franks’ assertions are very misleading. The right to a jury trial is &
constitutionally guaranteed right. And it is virtually free. It is also a mistake to focus only on
the right to a jury’ or a “trial,’ The most imporiant right is the right to access a free and public
court where the judge is obligated to follow.the law. Most employment cases in court
settle...and they should. Both parties benefit from an appropriate settlement. In fact, over 50
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percent of employment cases filed in court settle compared to approximately 65% that are in
arbitration.

Another fallacy in his assertion is that the dichotomy is between an arbitration or a full
jury trial. In fact most courts now incorporate all forms of alternative dispute resolution
("ADR") into their case management procedures, For example, virtually every case filedina
California state or federal court is required to utilize some voluntary ADR process, such as
mediation or voluntary arbitration before proceeding to trial. In fact, these ADR processes,
averseen by the courts and often subsidized by the courls, are the very best ADR processes
available to employees and some of the best ways to ensure fairness in ADR.

More significantly, implicit in Representative Franks’ assertion is the suggestion that
cases sent to arbitration are not subject to the very same motions to dismiss and summary
judgment motions. Even though in the past these disposttive motions were rare in arbitration,
that is not the case today. In fact, the proliferation of abusive motions to dismiss and summary
judgment motions in arbitrations has become so profound that FINRA and the AAA have
recently implemented rules to place some limits on them. Even so, not only AAA and JAMS,
but virtually every arbitration provider, now expressly permits these motions in arbitration.
These motions are becoming routine in arbitration, and the additional costs involved in lawyer
and arbitrator compensation can be profound.

And it should be pointed out that these types of motions are especially burdensome and
are granted more otten against unrepresented parties. So the suggestion that arbitration provide a
meaningful forum for unrepresented workers is often very wrong. :

Question7: Supportcrs of the use of pre-dispute binding arbitration agrecments contend
that arbitration “is a critical tool in our society because it makes justice prompt and
accessible for millions of Americans, and without it too many citizens would be left out in
the cold by overburdened courts and overpriced lawyers.” Please respond to that
contention. ' :

The proponents of mandatory arbiiration are wrong in each of those assertions.
Mandatory arbitration is not “accessible.” ‘Small claims courts are basically free, and handle
smail claims very efficiently without attorneys, Public courts have filing fees of only a few
hundred dollars and are accessible to most plaintiffs because of fee waivers. Administrative
wage-and-hour and anti-discrimination agencies are largely free and provide great access and
assistance to unrepresented workers. On the other hand, arbitration is very expensive. Filing
fees alone can be $13,000 at the AAA, and arbitrators routinely charge between $300 to $500 per
hour per arbitrator. It is absolutely false to suggest that arbitration is a lower cost or more
accessible uption for employees. ’

It is certainly true that in many jurisdictions, courts are overburdened and that it can take
sevetal years to get to trial. But courts that are incorporating ADR into their case management
processes are seeing dramatic caseload reductions. In California, in both state and federal court
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trial dates are now assigned within one year of filing. By contrast, in FINRA arbitration the
average time to hearing is in excess of 14 months according to their statistics.

Another fallacy in the assertion is that mandatory arbitration is the only alternative o
years of delay in courts. In fact, most employment cases are well suited to mediation which is a
fabulous alternative process which does indeed save everyone time and money. Parties are
always free to agree to voluntary arbitration, mediation, conciliation, or any other voluntary
process to expedite the process.

And as discussed above, even cases that arc filed in court are subjected to- ADR
processes, which are usually much cheaper and fairer than mandatory arbitration.

If arbitration actually provided less expensive and quicker access to equal justice it would
not be necessary to make it mandatory.

And finally, for all of the reasons slated in response to previous questions, it is wrong to
call mandatory arbitration “justice.” High costs, limited discovery, financially interested
arbitrators, and the inability to have incorrect legal decisions corrected does not fit any
commonly understood definition of justice. '

Question 8;  During the hearing, you stated: “Arbitration is a dispute resolution system.
It is not a justice system. It cannot be confused as a justice system.” Please expound on
your sfatcments.

Arbitration is a dispute resolution system. It is not a justice system. The ultimate goat of
arbitration is finality, not reaching the legally correct result. Legally incorrect results cannot be
comrected. That is not justice. Justice is a search for the truth and the correct result.

In every single material defining characteristic, arbitration is the exact oppesite of our
constitutionally defined justice system. Public v. private. Free v. costly. Full discovery v.
Jlimited discovery. Follow the law v. not have to follow the law, Appeal v. no appeal. A justice
system is governed by principles of due process. A justice system does what is required to reach
the correct result. Arbitration is an agreement to be bound by an arbitrary and oftentimes
incorrect result,

It is not accurate to suggest that arbi(ration is a justice system. Justice systems are not
designed and confrolled by the more powerful parties to a dispute. Justice systerns do not have
decision makers with clear economic interests in pleasing repeat users. It demeans our
constitution, our constitutional democracy, and the very reason for our public courts to suggest
that mandatory arbitration is an equivalent justice system.
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CVeRSIEHT ARD INVESHGATIONS

Preserve Fair, Low-Cost Dispute Resolution for Consumers

Oppose the Arbitration Fairness Act
Dear Collcague,

On July 29, 2009, Rep. Henry C. “Hank” Johnson circulated a “Dear Colleague” letier about arbitration
and his bill, H.R. 1020 (the Arbitration Fairness Act of 2009). Iwould like to take this opporiunity to
correct several assertions made aboul arbiiration.

Rep. Johnson’s letter implies that consumers’ “indelible rights” to a jury trial are somehow harmed by
voluntary agreements containing pre-dispute arbitration clauses, In reality, a jury trial is an unlikely
prospect in the vast majority of consumer claims brought in litigation, which are typically dismisscd by
pre-trial motions to dismiss or summary judgment. Those consumer class actions that are settled
(without any jury trial} usually leave consumers with pennics on the dollar for their claims. Bul most
significantly, the right to a trial by jury rings hollow if a consumer’s claim is so small that no luwyer will
take the case. While the lack of an atterney effectively bars most consumess from procceding in court,
the simple, flexible procedures of arbitration allow consumers lo proceed even if they have no
representation. As a result, arbitration is often the only practical forum [or resolving small-to-medium-
sized consumer claims.

Rep. Johnson is also mistaken that “the courts have interpreted the [Federal Arbitration] Act to trump
state laws leaving consumers very little recourse.” The Supreme Cowt has interpreted the FAA to
permit anyone to challenge an arbitration agreement if that challenge is based on generally applicable
state contract law. Applying this standard, courts around the country routinely apply legal principles
such as state unconscionability law to strike down arbitration agrecments that do not previde consumers
with fair notice or fair procedures.

Accordingly, despite Rep, Johnson's claims that burdensome arbitration clauses are oflen “buried” in
“fine print,” “written in dense legalese,” and cnforced “without a siguature,” the record is replele with
instances in which courts have refused to enforce provisions with those characteristics under state law.
Rep. Johnson’s concerns for “high administrative fees” and a “lack of discovery” are particularly
misdirceted. ‘The Amcrican Arbitration Association (AAA) limits consumer fees to only $125 for
arbitration claims seeking less than $10,000. The AAA’s Consumer Due Process Protocol calls for
consumers to have access to discovery that is legally obtainable and relevant to their case.

FRINTED O REGYCTFR PAFFR
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I'would like also to address Rep. Johnson’s statement regurding the AAA. Rep. Johnson’s lelter statcs,
“|r]ecently, two major atbitration associations, the American Arbitration Association and the National
Arbitration Forum agreed to refrain from arbitrating all fitturc consumer arbitrations.” This is not
accurate: the AAA continues to provide consumers with the samne fair, speedy, and low-cost dispute
resolution scrvices that it has provided (or many years. The AAA announced that it is not currently
administering any debf colfection arbitrations and has placed o moratorium on adminislering consuiner
debf collection arbitrations until a series of important fairness and due process concerns are addressed
and resolved.

The AAA made no similar announcement with respect to consumer arbitrations as a whole. In fact, the
AAA is on record in this Congress as stating that, “[bJascd on our over 83 years of experience, and our
recent experience with consurmer debt arbitration, we believe that if properly cxccuted and designed,
arbitration can provide a prompt, effective and fair forum for the resolution of these disputes,

Moreover, far from evidence that H.R. 1020 should be cnacted, the recent events in the debt collection
arena confirm that ILR. 1020 is unnecessaty. The spocific concerns that were raised against one debt-
collection arbitration provider, the National Arbitration Forum (NAF), have already been resolved under
existing lcgal framcworks. In addition, the allegations against NAF were limited to a very specific
subset of cages. Debt collection cases present unique concerns regardless ol the forum in which the
dispute is heard, and recent studies show that consumers in debt coliection cases fare no better in court
than they do in arbitration.

It would be a serious mistake to make generalizations about arbitration as a whole or impugn the
integtity of the AAA. The AAA has long protected consumer rights in arbitration through its landmark
Consumer Due Process Protocol, which was created over a decade ago with input from consumer,
government, legal, busincss and academic experts, drawn from such organizations as the AARP,
Consumers Union, Consumer Action, Amcrican Council on Consumer Interests, the Federal Trade
Commission, the National Association of Attorncys General, and the National Association of Consumer
Agency Administrators. A recent sludy by the Searle Center on Law, Regulation, and Economic
Growth confirmed that the AAA vigorously enforces the Protocol in each case, and that consumers win
a majority of claims that they bring in arbitration belore the AAA,

H.R. 1020 is an unnecessary “solution” to a problem that does not exist. Coutts around the country
already police arbilration agreements for fairness, and concerns that arose with regard to one provider of
a subset of consumer arbitrations have already been resolved by existing legal frameworks. In addition,
like most “fixes” to systems that are not broken, H.R. 1020 comes with a huge cost. It promises to
eliminate arbitration as a simple, low-cost alternative for the countless consumers whose claims are not
large enough to aftract an attorney.

Trent Franks
United States Congress
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l. Executive Summary

Arbitration is a form of alternative dispute resolution (ADR) that has been used as an
effective method to resolve rhsputes outside of the courts. The Supreme Court, in
Southland Corp. v. Keating,! interpreted the Federal Arbitration Act,? as enacted in 1925,
as a “national policy favoring arbitration.”

Our investigation has found that debt collection is a pervasive, multi-faceted problem
affecting arbitration and litigation. The same issues affect the National Arbitration
Forum (NAF), the American Arbitration Association (AAA), and the courts. Inits
Majority report, the Domestic Policy Subcommittee claims that NAF denied consumers
service of process, due process, and failed to properly apply the law.> However, the
Majority omitted relevant facts indicating that consumers face identical issues in trial
courts.

It is a logical fallacy to abstract from 239 case files from an organization that focused
sixty percent of its business on debt collections and claim from this limited data that all
mandatory consumer arbitration is harmful to consumers. Notwithstanding, the Majority
report released by the staff of the Domestic Policy Subcommittee is a bridge to their
political ends. AAA’s debt collection cases composed less than ten percent of its
business and it faced the same difficulties with due process as the Majority reported
conceming NAF.

The problem is not arbitration. The problems consumers face in debt collection
arbitration have nothing to do with arbitration. Arbitration provides a service; if
businesses use that service and consumers are injured as a result, the remedy is to target
those businesses, not dispute resolution providers.

" A Congressional investigation on mandatory arbitration for consumers is not yet ripe.
First, the Executive branch is taking a hard look at consumer debt collection. Second,
the Searle Center at Northwestern University is conducting a full-blown comparison
between consumer-focused arbitration and litigation and plans to release its findings by
the end of the year. Third, any legislative action that seeks to abolish mandatory
arbitration has failed to exhaust less restrictive and more effective alternatives, including
model due process protocol legislation and amendments to the Fair Debt Collection
Practices Act (FDCPA). Fourth, there is not sufficient evidence to show that litigation is
better for consumers, and the best evidence available indicates the outcomes in court are
abysmal for consumers.

This report should signal the need for hearings on legislative options that do not terminate
mandatory arbitration. The relevant question is not mandatory arbitration — such an
inquiry should not be about how to protect the income of trial lawyers — instead,

1465 U.S. 1(1984).

29U.S.C. §1, et seq.

3 See generally, Staff Report of the Domestic Policy Subcommittee Majority Staff, Oversight and
Government Reform Committee, Chairman Dennis J. Kucinich, Arbitration Abuse: an examination of
Claims Files of the National Arbitration Forum, July 21, 2009.

2
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investigations should focus on the salience of mandatory due process consumer
arbitrations,

Il. Litigation, More Than Arbitration, Harms Consumers

The number of consumer debt cases filed in New York City is comparable to the
total number of civil and criminal cases filed in the federal trial courts.” - According to the
Urban Justice Center, New York City Civil Court is the “credit card court,” where the
majority of the cases filed throughout the five boroughs are consumer debt cases.* The
Urban Justice Center stated: :

Once a judgment is obtained by a creditor against a debtor, the
situation goes from bad to tragic. A creditor with a judgment

can_garnish wages and freeze bank accounts. Often, due to
additional penalties, interest, fees and costs, the ultimate

judgment obtained far exceeds anv original debt that might
have accrued. Sometimes, the defendant never owed the alleged

debt, which may have been the result of identify theft,
mistaken identity, clerical errors, or illegal fees and charges.

A report by the Urban Justice Center (Urban Justice Report) claimed debt collectors
game the court system by failing to serve consumers with either a summons or a
complaint, giving consumers no notice of the lawsuits against them.” In New York, all
creditors are represented by counsel while consumers are “virtually never represented by
counsel.”® In the court system, “80.0% of cases result in default judgments, which are
routinely granted without the requisite proof to establish the damages sought.”® The
materials submitted in support of default judgments “almost always constitute
inadmissible hearsay” yet “were approved 100% of the time.”'® The Urban Justice
Center reported, “[t]he court system is being used to endorse hundreds of thousands of
default judigments, which then wreak havoc on the lives of hundreds of thousands of New
Yorkers.”! Moreover, “debt collection litigation in New York City Civil Court has a
massive monetary impact [of] almost $800 million [on New Yorkers].”!?

The Urban Justice Report stated debt collectors obtained default judgments
because consumers failed to answer the complaint or appear at a court-ordered hearing or
conference.”® This evidence parallels a 2006 investigation of consumer debt cases in
small claims court in Massachusetts, where 80% of the people sued on consumer debts in

# Urban Justice Center, Debt Weight: The Consumer Credit Crisis in New York City and its Impact on the

sWorking Poor, (Oct, 2007), available at www urbanjustice.org/cdp (last visited June 22, 2009) at 1.
Id.

S1d.

"1d.

$1d.

°I1d.

Y 1d. at1-2.

1 at2.

2 1d. at 9.

“1d. at 17.
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Massachusetts courts failed to appear.’* According to the Boston Globe, 60% of the
more than 120 000 small claims cases filed in Massachusetts in 2005 were filed by debt
collectors.”” In Chicago, more than 119,000 civil lawsuits against alleged debtors were
pending as of June 2008.'® Twelve-thousand of these, Chicago suits were assignedto a
single judge—twice the number of debt collection lawsuits on that judge’s docket one
year previously.

According to the Federal Trade Commission (FTC), debt collection law firms
have experienced significant growth and debt collection attorneys collect on all types of
consumer debt, including “credit card accounts, healthcare debts, mortgages, and auto
loans.”*® The FTC reported, “collection law firms in the United States had revenues of
$1.17 billg)n in 2006, and . . . this figure will grow at a rate of 16% a year to $2.3 billion
by 2011.~

A. Consumers Lack Notice In Litigation

The Urban Justice Center described the lack of notice in consumer debt litigation,
where “the problem is ‘sewer service,” the failure of the plaintiff or its process server to
- serve the defendant. As a result, many defendants are simply not aware that they have

been sued.”?

As the Urban Justice Report explains, the overwhelming majority of judgments in
consumer credit litigation are obtained on default, and consumers have no knowledge that
a judgment has been entered against them.2! Moreover, the courts become forumns for
abuse, as “[1]earning that a bank account has been frozen is particularly shocking and
debilitating when a person has no knowledge that a judgment has been entered against
him or her. When the funds are exempt from collection, freezing an account subjects a
person to needless litigation and expense.”** Courts harm consumers, who “incur
signiﬁcanztlexpenses in the form of attorney fees and lost wages for time spent appearing
in court.” ;

“d.
' Beth Healy, A Debtor’s Hell: Part 2, A Court System Compromised, BOSTON GLOBE, July 31, 2006,
available at hitp://ererw boston.com/news/special/spotlight debt/part2/page].html (last visited July 18,
2009); See also FTC Report, infra, “Often these addresses [of debtors] are out of date, yet the courts
assume the defendant was notified unless the letter is returned. This is a flawed system, the Globe found in
a test: Of 100 letters sent to the same person at incorrect addresses across the state, just 52 came back . . .
the other 48 simply went missing.” Id.
16 Ameet Sachdev, Debt Collectors Pushing To Get Their Day In Court, CHICAGO TRIBUNE, June 8, 2008,
available at http://www.chicagotribune.com/news/nationworld/chi-sun-debtchasers-
]!171n08,0,2426495,.pnnt .story (last visited July 18,2009).
Id.
18 FTC Report, Collecting Consumer Debts: The Challenges of Change — A Workshop Report, (2009),
avallable at: http://www.ftc. gov/bcp/workshogs/debtcollcctlon/dcwr pdf, at 14 (hereinafter “FTC Report”).
Y1,
n Supra note 1 at 22-23,

“MnB
2 Id. at 24.
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The Federal Trade Commission (FTC) undertook a “comprehensive assessment of
the debt collection industry and its practices” on the Fair Debt Collection Practices Act
(FDCPA) (hereinafter “FTC Report™).** The FTC Report stated, “consumers frequently
do not appear to contest debt collection lawsuits because they have not been properly
served, and, if they do not appear, the court enters a default judgment,”? In short,
“[clollectors are almost never asked to prove the debts they claim; defendants are rarely
informed of their rights. And debtors, usually too strapped to afford a lawyer, have to
contend with this legal mismatch alone.”*®

B. Litigation Clogs the Court, Further Harming Consumers

The FTC stated, “[t]he vast number of debt collection suits filed in recent years
has posed considerable challenges to the smooth and efficient operation of courts.”’ The
FTC reported, “[t]he maj orit;f of cases on many state court dockets on a given day often
are debt collection matters.”*® Consumer advocates report “courts across the country are
flooded by debt collection lawsuits.”? As noted by the FTC, “[jjudges have expressed
concern that the burden of handling the number of debt collection lawsuits on their

dockets is making it difficult for them to handle other cases in an expeditious manner.”*

The FTC stated, “debt collectors frequently use the court system in ways that
harm consumers.”®! One consumer group described the litigation tragedy for consumers
as follows:

We estimate that in the past year, upwards of 80% of lawsuits
against our clients based on credit cards were filed by a debt buyer.
... When our lawyers challenge the bare and conclusory assertions
made in lawsuits, the plaintiffs are unable to come forward with
basic proof of the debt. . . . The frustration for our clients is
endless, and they sometimes suffer monetary loss. The time and
expense for our staff in unraveling these situations is significant.>?

The probleﬁl is not arbitration but the unenforceability of the Fair Debt Collection
Practices Act (FDCPA) because “[debt] collection law firms routinely take actions that
appear to violate the FDCPA as well as raise troubling ethical questions.”**

* FTC Report, at 2.

% 1d. at57.

* Id, at 56-57.

1 1d, at 55-56.

28 Id

29 Id

.

3L FTC Report, at 56.

32 See generally id. (citing NCLC-NACA Comment at 16-19; DC 37 Comment at 3).
% Id, (citing NEDAP Comment at 4).

5
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lll. Mandatory Arbitration Is Bettér for Consumers

In 2007, Public Citizen published a report to demonstrate how “binding
mandatory arbitration is a rigged game in which justice is dealt from a deck stacked
against consumers.”** Public Citizen’s report centered on the use of mandatory
arbitration clauses by the credit card industry.’® While Public Citizen’s report relied
solely on data from two sources, National Arbitration Forum (NAF) arbitrations
involving First USA Bank and NAF arbitrations in California involving MBNA Bank,
the report broadly asserted arbitration, as a whole, was unfair and unjust.*®

Empirical evidence suggests that mandatory arbitration clauses are not harmful to
consumers. Arbitration, unlike litigation, can be efficiently improved. The Federal Trade
Commission recently forced a debt collection company “that used false threats and other
unlawful tactics to collect consumers’ debt to settle FTC charges that they violated
federal law.”*’

A. There Is No Arbitration Bias: If Anything,
Consumers Do Better in Arbitration Than in Court

Current empirical legai research reflects the degree to which Public Citizen’s
attempt to discredit mandatory arbitration clauses is statistically flawed.’® The FTC
stated:

Debt collection courf cases in major United States cities were
likely to be decided in favor of creditors or debt collectors 96 to 99
percent of the time. According to arbitration proponents, because
the ‘outcomes in arbitration mirror outcomes in court,” this
suggests that there is no greater ‘creditor bias’ in arbitration awards
than in adjudicated cases.*

The FTC claims arbitration is better for consumers because it allows consumers to
“engage in ‘document hearings’ or ‘telephone hearings’ (thus avoiding the need and
expense of traveling or taking time away from work) . . . pay an inexpensive fee . . : have
their cases resolved more quickly; and . . . use simpler rules and procedures.”*® While

3 Public Citizen Report, The Arbitration Trap: How Credit Card Co ipanies Ensnare Coi s, (2007),
?st 1, available ar: http://www citizen.org/documents/ArbitrationTrap.pdf,
Id

*Id. at 1-2.
%7 Press Release, FTTC, Debt Collectors Settle with FTC; Abusive Practices Affected Consumers
Nationwide, FTC v, Oxford (2009), available at. http.//www ftc.gov/opa/2009/07/oxford.shtm (last visited
July 8, 2009).
3 See Amy J. Schmitz, Legislating in the Light: Considering Empirical Data in Crafting Arbitration
Reforms, _ HARV.NEG. L. REv. __ (forthcoming); see also Peter B. Rutledge, Arbitration — A Good Deal
Jor Consumers: A Response to Public Citizen 10-11 (2008) (report prepared for and released by the U.S.
Chamber Institute for Legal Reform), available at
http://www.instituteforlegalreform.com/issues/docload.cfm?docld=1091.
3 FTC Report at 58-59.

- ® 14, at 59-60.
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debt collection cases in courts are typically resolved by a judge entering a default
judgment, “arbitrators are required to review the merits of each matter before reaching a
decision even if the consumer does not appear.”*!

The Searle Civil Justice Institute (SCII), part of the Searle Center on Law and
Regulation at Northwestern University Law School, reviewed 301 American Arbitration
Association (AAA) case files involving consumer arbitrations.”? Research by the Searle
Center (“Searle Study”) reported, “[i]n cases with claims seeking less than $10,000,
consumer claimants paid an average of $96 ($1 administrative fees + $95 arbitrator
fees).” The Searle Study found consumers won relief in 53.3% of the cases they filed
and recovered an average of $19,255.* Arbitrators awarded attorneys’ fees to prevailing
consumer claimants in 63.1% of the cases where consumers sought such an award.*
Moreover, the Searle Study concluded there are reputation-based incentives for
arbitrators to be impartial.*¢

In several debt collection cases where businesses prevailed in drbitration, the
arbitrator protected the consumer from overreaching claims by awarding less than the full
amount requested by the creditor.’ The American Enterprise Institute confirmed that
arbitration provides more protectlon than the consumers would typically receive in a
default judgment proceeding in court.*

Protecting consumers in arbitration is not merely a question of protecting the
consumer defendant when sued by a debt collector, but also protecting the consumer
plaintiff who seeks arbitration to remedy his or her disagreements. While the Minority
staff does not agree that the Arbitration Faimess Act (AFA) is the best remedy for
protecting consumers, we do believe arbitration can provide more fairness to consumers.
In the American Arbitration Association’s (AAA) analysis of consumer cases awarded
between January and August 2007, consumers prevailed in 48% of cases in which they
were the clalmant and businesses prevailed in 74% of the cases in which they were the
claimant.** Moreover, arbitrators are less overburdened than judges when dealing with
consumer claims. In 2006, AAA appointed 535 different arbitrators to 930 consumer

! 1d. at 59-60.

“2 Searle Civil Justice Institute, Consumer Arbitration Before the American Arbitration Association,

(hermnaﬂer “Searle Study™) at xii, available at: http://www.searlearbitration.org/report/,

® 1d. at xiii.

“Id.

“ Id. at xiv.

%6 Seatle Study at 13, citing GORDON TULLOCK, TRIALS ON TRIAL: THE PURE THEORY OF LEGAL

PROCEDURE 127-128 (1980).

“7 Sarah Rudolph Cole and Ted Frank, The Current State of Consumer Arbitration, Fall 2008, available at
http://www.aei.org/docLib/20081117_DRFall2008.pdf, reviewing the following studies: Consumer and

Employment Arbitration in California: A Review of Website Data Posted Pursuant to Section 1281.96 of

the Code of Civil Procedure, Outcomes of Arbitration: An Empirical Study of Consumer Lending Cases

(Emst & Young, 2004); The Same Result as in Court, More Efficiently: Comparing Arbitration and Court

Litigation OQutcomes (Mark Fellows, 2006); Arbitration — A “Good Deal” for Consumers (Professor Peter

Rutledge, 2008).

&g

“ AAA Document Productions, Analysis of the American Arbitration Association’s Consumer Arbitration
Caseload (AAA 0017633).
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cases, with the median number of appointments as one.”® Sixty-four percent of the
arbitrators were appointed to only one case and 81% of the arbitrators were appointed on
two or fewer cases.”!

The Majority staff report alleged problems with debt collection arbitration by
focusing on NAF. However, in a series of consumer debt collection cases handled by the
AAA, neutral and former law school dean Francis Spalding withdrew from his assigned
debt collection cases. Spalding found inconsistencies with AAA’s protocol, false
statements by debt collectors, improper notice and acceptance by consumers, and a lack
of proof for the allegations.”

Spalding argued:

[1]t would be entirely improper for an arbitrator to enter an award
in favor of [a debt collector] in the instance of any of the cases to
which I was assigned on September 2, 2008. Nor, in my opinion,
is it proper to classify as a fair system one in which, typically, only
[the debt collector] appears . . . in which it is far easier for the
arbitrator to enter an award in favor of [the debt collector] than for
[the consumer]—and in which, one supposes, the expectation both
of [the debt collector] and AAA staff is likely that a high
proportion of default awards will fully favor [the debt collector];
and in which [the debt collector]’s standard presentation forinat
appears in every file in a batch of nineteen presumably random
selected cases is utterly deficient in multiple dimensions, as
discussed above.

The Majority’s narrow analysis and its failure to incorporate other facts that arose from
the investigation cloaks the fact that debt collection, not arbitration, is the catalyst
harming consumers most.

Ernst & Young noted consumers prevailed more often than businesses in cases
that went to arbitration, consumers obtained favorable results in close to 80% of the cases
reviewed, and a substantial majority of consumers surveyed were satisfied with the
arbitration process as shown by the 69% who indicated that they were satisfied or very
satisfied with the arbitration process.>*

*0 Email from Ryan Boyle to Jennifer Coffman, Dec. 18, 2007 4:49 PM E.S.T. (AAA 0025526); See also
Email from Ryan Boyle to Richard Naimark, July 25, 2007 5:35 P.M. E.S.T. (AAA 017407); Email from
zyan Boyle to Pierre Paret, Richard Naimark, Dec. 7, 2007 4:18 P.M. E.S.T. (AAA 0025697).

1d.

52 A AA Produced Documents, at AAA 0017392 — 0017394,

3 Id. at AAA 0017394,

54 Mary Batcher, et al., The Emst & Young Study, Outcomes of Arbitration: An Empirical Study of
Consumer Lending Cases, 16 WORLD ARBITRATION AND MEDIATION REPORT, 3 (2005); Cf. Emst &
Young, Outcomes of Arbitration: An Empirical Study of Consumer Lending Cases 16-17, App. A (2004),
available at

http://www.adrforum. com/rcontrol/documents/ResearchStudiesAndStatistics/2005EmstAnd Y oung. pdf.
g N
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Seventy-eight percent of trial attorneys find arbitration faster than lawsuits,*®
Ninety-three percent of consumers using arbitration find it to be fair.*® Consumers
prevail 20% more often in arbitration than in court,”’

Professor Peter B. Rutledge, in discussing litigation, stated, “studies of debt
collection actions in major cities reveals that the lender typically wins between 96% and
99% of the time, right in line with lender win-rate date cited in the Public Citizen
Report.”*® Rutledge argued the higher win-rate for business claimants is due to the fact
that businesses tend to bring debt collectlon actions in which the likelihood of success for
the business is high. 5

In recent state action to protect consumers, California recognized the ability for
arbitration to “safeguard . . . impartiality by retaining unbiased arbitrators, by complying
with the California Arbitration Act in letter and in spirit, and by treating opposing partles
to a dispute with fairness and equality. »60

B. Consumers Prefer Arbitration

A 2005 study by the U.S. Chamber of Commerce Institute for Legal Reform
surveyed 609 adult arbitration participants and a sub-sample national cross-section of
31,045 adult arbitration participants in binding arbitrations that reached a decision,
finding 66% said they would use arbitration again, 75% found arbitration to be a fair
process, 72% percent found arbltratlon to result in a fair outcome, and 84% were satisfied
with the length of their arbitration.! Eight-hundred registered voters who indicated they
were likely to vote in the 2008 Presidential election were surveyed by the U. S Chamber
of Commerce between December 17-20, 2007 regarding consumer dlsputes Eighty-
two percent of those surveyed strongly preferred arbitration over litigation to “resolve
any serious dispute between a business and a consumer,” 71% believed arbitration
agreements “should not be removed” from contracts consumers sign with companies
providing goods and services, 40% believed it would be “very difficult” to resolve “a

33 AAA Document Productions, (AAA 0017829).
5 Id.
1.
%8 Peter B. Rutledge, Arbitration — A Good Deal for Consumers: A Response to Public Citizen 10-11 (2008)
(report prepared for and released by the U.S. Chamber Institute for Legal Reform), available at
B}m://www,instituteforlegalreform.com/ issues/docload.cfm?docld=1091.

Id.
€ COMPLAINT FOR INJUNCTIVE RELIEF AND CIVIL PENALTIES FOR VIOLATIONS OF BUSINESS AND
PROFESSIONS CODE SECTION 17200, California v. National Arbitration Forum.; FIA Card Services, N.A.;
Columbia Credit Services, Inc.; (Filed Mar. 21, 2008) Case No. C80-98-473569,
¢! John Allen Chalk, Sr., Chair-Elect of the State Bar of Texas ADR Section, Arbitration Empirical Studies,
ALTERNATIVE RESOLUTIONS, Winter 2009, v. 18, No. 1, at 2, citing Arbitration: Simpler, Cheaper, and
Faster Than Litigation, Harris Interactive Survey (April 2005).
% Id. at 3, citing Survey by Public Opinion Strategies and Benenson Strategy Group, Key Findings From a
National Survey of Likely Voters (U.S. Chamber Institute for Legal Reform) (2008).

Q.
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serious consumer dispute with a company,” and more than 50% believed that a court
dispute, if resolved, would not be “resolved fairly to the consumer.”®>

A Navigant Consulting study observed consumers were successful in 32.1% of
approximately 34,000 California consumer arbitration cases between 2003 and 2007.*
The Navigant study reported that in an additional 16.4% of these arbitrations, the initial
* claims against consumers were reduced in the arbitration awards; in the cases that went to
final hearing, the claims against consumers were reduced in 37.4% of the final hearing
cases; in 33,935 of these cases where an arbitration fee was paid, the consumer paid no
arbitration fee in 99.3% of the cases; and in the other 0.7% of the cases, the consumer
paid a median fee of §75.00; and in cases where the consumer did not appear, the actual
damages awarded to the debt collector-claimant were 22.6% less than damages sought by
the claimant.* ‘ :

The Searle Study presented empirical evidence showing consumer arbitration to

be a speedy process, with the AAA reporting that, on average, its consumer cases took

. four months to resolve on the basis of documents and six months to resolve on the basis
of in-person hearings.® The California Dispute Resolution Institute (CDRI), examining
data disclosed by six arbitration providers from January 2003 to February 2004, found a
mean disposition time of 116 days and a median disposition time of 104 days.”’ Mark
Fellows reported that the National Arbitration Forum’s (NAF) average disposition time in
-2003-2004 was 4.35 months for consumer claimants and 5.60 months for business
claimants.®® These consumer claimants paid arbitration fees averaging $46.63 while
business claimants paid arbitration fees averaging $149.50.%

IV. There are less restrictive and more effective
alternative means, other than banning mandatory
arbitration, to help consumers.

To claim that mandatory arbitration for consumer debt disputes is abusive or
predatory is not only anecdotally false but empirically unproven. The FTC has stated,
“[d]espite useful discussion . . . the workshop record does not contain adequate
information to enable the agency at this time to make recommendations relating to debt

®1d, citing Jeff Nielsen, Garrett Rush, Jonathan Hartley, MEMORANDUM, National Arbitration Forum:
California Consumer Arbitration Data, July 11, 2008, available at
http://www.instituteforlegalreform.com/index.php?option=com_ilr docs&issue _code=ADR&doc
U
Y.
14
% Searle Study at 8.
%7 California Dispute Resolution Institute, Consumer and Employment Arbitration in California: A Review
of Website Data Posted Pursuant to Section 1281.96 of the Code of Civil Procedure, 21 (Aug. 2004),
available at http://www.mediate.com/cdri/cdri_print aug_6.pdf. The six providers were the AAA, ADR
Services, Arbitration Works, ARC Consumer Arbitrations, JAMS, and Judicate West. Searle Study at 14.
8 Mark Fellows, The Same Result as in Court, More Efficiently: Comparing Arbitration and Court
éLgitigation Qutcomes, METRO. CORP. COUNSEL, at 32 (2006). ,

Id.

e=ST

10



207

collection litigation and arbitration.”™ In August 2009, the FTC will convene a
roundtable at Northwestern law school to “discuss problems in debt collection litigation
and arbitration and possible solutions,” and will involve “state court judges, debt
collectors, collection attorneys, consumer advocates, arbitration firms, and other
interested stakeholders.” ™! -

Moreover, in a letter from Professor Peter Rutledge to the House Judiciary
Committee, he stated:

Congress may well conclude that additional study is needed to fill
in gaps in the available data. In light of Public Citizen’s
concession that “data on arbitration are scarce,” it is particularly
hard to understand why Congress should rush headlong into
abolishing a system of dispute resolution that has prevailed for
nearly twenty years before the empirical picture is even
complete.

The arbitration debate is too often split between those who are staunch advocates
of banning the enforcement of pre-dispute agreements versus those who are
unwaveringly committed to the individual freedom to contract. A middle approach
would be one advocated by Professor Schmitz: regulating consumer arbitrations through
due process protocols.

Professor Amy J. Schmitz of the University of Colorado law school views the
Arbitration Fairness Act (AFA) as overbroad, claiming it limits the options for consumers
by leaving them in either small-claims court or slow and costly litigation,” Schmitz
argued, “FTC notice is a starting place for disclosures, but is not sufficient and does not
address other issues.”” Schmitz finds that “FTC notice is cheap and easy for companies
to incorporate.”” Schmitz identified cost, notice, venue, small claims court carve-outs,
and provisions for class proceedings in arbitration as the five key consumer issues
affecting the arbitration versus litigation debate.” The AAA Consumer Due Process
Protocol allows consumers to opt for small claims court and the Minority staff supports
legislation that allows for venue to be in the consumer’s home-state. A policy that
combines consumer due process protocols together with notice provisions from the Fair
Debt Collection Practices Act is an effective, well-tailored approach to protecting
consumers in arbitration. Schmitz defends this position as a starting place and advocates

;‘: Federal Trade Commission, Collecting Consumer Debts: The Challenges of Change, Feb. 2009 at 55.
Id. at viii,
" Letter from Peter B. Rutledge, Professor of Law, University of Georgia, to Honorable John Conyers and
Honorable Lamar Smith, House Judiciary Committee (July 30, 2008) (on file with author).
 Interview with Amy I. Schmitz, Professor of Law, University of Colorado, in Washington, D.C. (July 20,

11
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that fair notice and venue to consumers does not negatively impact the benefits of
arbitration to businesses.”’

A. Enhancing the Fair Debt Collection Practices Act
(FDCPA)

Abolishing mandatory arbitration fails to address two inherent problems with
arbitration: first, debt collectors lack information about consumers,”® and second, debt
collectors “do not provide adequate information to consumers, thereby making it more
difficult for consumers to assess whether they actually owe the debt in question and
exercise their rights under the FDCPA. Improving the flow of information within the debt
collection system is critical to reforming the industry.””

To remedy these informational problems, the FTC recommends that Section
809(a) of the FDCPA be amended to require debt collectors to obtain and provide in the
“validation notices™ sent to consumers, the name of the original creditor and an
itemization of the principal, total of all interest, and total of all fees and other charges
constituting the debt.*’

The FTC has found that consumers would benefit from knowing about their rights
under the FDCPA, and “including information about them in the validation notices
collectors already are requlred to provide would seem to impose small marginal costs on
debt collectors.”"!

Additionally, the FDCPA already provides a private act1on for consumers who
suffer abusive debt collection practices:

In enacting the FDCPA, Congress made clear that the FDCPA was
intended to be a “primarily self-enforcing” statute, with private
individual and class actions providing collectors with a powerful
incentive to comply with the statute. To deter illegal collection
practices, Congress authorized courts to award individual
consumers who sued successfully under the FDCPA any actual
damages they suffered, plus additional, “statutory,” damages up to
$1,000. Congress capped statutory damages for a class action of
consumers at the lesser of $500,000 or 1 percent of the debt
collector’s net worth. *?

7 1d.

™ FTC Report, at iv-v.
™ Id. at 20-21.

%0 Jd. at v.

8 Jd at 27.

% Id. at 66.
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FTC enforcement works, for “[d]efendants in FTC actions challenging debt collection
practices as unlawful have paid tens of millions of dollars in disgorgement of ill-gotten
gains, consumer redress, and civil penalties.”*

B. Model Protocol Legislation

Based upon concerns that arbitration allows “business to systematically prevent
consumers from enforcing their full procedural and substantive rights,” the American
Arbitration Association (AAA) established the National Consumer Disputes Advisory
Committee made up of representatives from the courts, the alternative dispute resolution
(ADR) profession, consumer groups, government, academia, and industry in 1997.% The
mission of the Committee was “to reach a consensus among diverse interest groups about
the development and implementation of fair consumer conflict resolution standards.”*

In April 1998, the Committee created the Consumer Protocol, a statement of 15
principles designed “to impact not only the AAA, but also to influence courts, state and
federal legislatures, and other providers of ADR services to consumers.”%¢

The Searle Study reported, “[e]ach of the major arbitration providers has its own
due process protocol or protocols.”®’ The AAA’s Consumer Due Process Protocol,
together with the notice recommendations made in the previous section concerning the
FDCP%, ensures that consumers have fair arbitrations while having knowledge of their
rights.

As noted in the Searle Study, the AAA reviews the arbitration clauses submitted
with a demand for arbitration to determine compliance with the Due Process Protocol
before it administers any consumer cases. The Searle Study stated, “AAA’s review of
arbitration clauses for protocol compliance was effective at identifying and responding to
clauses with protocol violations,”®® If, after undertaking a review, the AAA determines
that “a dispute resolution clause on its face, substantially and materially deviates from the

B 1d. at 9. ~

¥ Lucille M. Ponte, Boosting Co Confidence In E-Business: Recommendations For Establishing
Fair And Effective Dispute Resolution Programs For B2¢ Online Transactions, 12 ALB. L.J. ScL. & TECH.
441, 450-451 (2002).

8 g

5 Jd. at 451452,

8 Searle Study at 16; National Consumer Disputes Advisory Committee, Consumer Due Process Protocol
(Apr. 17, 1998), available at http://www.adr.org/sp.asp?id=22019; JAMS, JAMS Policy on Consumer
Arbitrations Pursuant to Pre-Dispute Clauses: Minimum Standards of Procedural Faimess (revised Jan, 1,
2007), available at http://www jamsadr.com/rules/consumer_min_std.asp; National Arbitration Forum,
Arbitration Bill of Rights (2007), available at
www.adrforum.com/users/naf/resources/ArbitrationBillOfRights3.pdf.’

% See AAA Document Productions at (AAA 0003779) and (AAA 0004517).

% Searle Study, at 30.

% Searle Study, at xiv.
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minimum due process standards of this Protocol, the Association may decline to
administer cases arising under this clause.”!

The Due Process Protocol sets out an overarching principle of “fundamental
fairness.” The Searle study found, “the bulk of protocol provisions address procedural
aspects of arbitration . . . [t]he protocols typically require: (1) independent and impartial
arbitrators; (2) reasonable arbitration costs; (3) a reasonably convenient hearing location;
(4) reasonable time limits for the proceeding; (5) the right to representation; (6) adequate
discovery; and (7) a fair hearing.”*

As an additional protection, the AAA Consumer Rules allows a garty to seek
relief in small claims court even when the party had agreed to arbitrate.” In addition, the
Due Process Protocol requires the arbitrator to follow the law in making a decision and to
issue a written award (with reasons upon request).” The American Bar Association
(ABA), observed that 86.2% of attorneys in the General Practice Solo and Small Firm
Division believed their clients’ interest were best served by alternative dispute resolution
(ADR) solutions and 68.6% would use arbitration more if arbitrators were required to
follow the law, with 55.4% claiming they would use arbitration more often if the
arbitrators were lawyers or judges.”® The AAA Due Process Protocol clearly meets these
demands.

The AAA’s Consumer Due Process Protocol is effective and in a “sample of
AAA consumer arbitrations, the majority of consumer arbitration clauses (2229 of 299, or
76.6%) fully complied with the Consumer Due Process Protocol as applied by the
AAA.”®" According to the Searle Study, the AAA’s review of arbitration clauses for
protocol compliance is effective at “identifying and responding to those clauses with
protocol violations.”®® The Searle Study claimed:

[TThe AAA effectively reviews arbitration clauses for protocol
compliance and appropriately responds to clauses that do not
comply. A number of businesses have responded to AAA
compliance efforts by changing their arbitration clauses to comply
with the Protocol. Any consideration of the need for legislative

*! Id. at 27, citing American Arbitration Association, Rules Updates, Consumer Arbitrations: Notice 1o

Ce s and Busi , available at http://www.adr.org/sp.asp?id=24714&printable=true (last visited
July 18, 2009).

%2 National Consumer Disputes Advisory Committee, Consumer Due Process Protocol {Apr. 17, 1998),
available at http:/fwww.adr.org/sp.asp?id=22019, princ. 1.

% Searle Study, at 21, Consumer Due Process Protocol, princs. 3, 6-9, 12 & 13,

% AAA Consumer Rules, American Arbitration Association, Supplementary Procedures for the Resolution
of Consumer-Related Disputes (effective Sep. 15, 2005), available at http://www.adr.org/sp.asp?id=22014.
% Searle Study, at 21, Consumer Due Process Protocol, princ 15,

% John Allen Chalk, Sr., Chair-Elect of the State Bar of Texas ADR Section, Arbitration Empirical Studies,
18 ALTERNATIVE RESOLUTIONS, Winter 2009, No. 1, at 2, citing an independent survey administered by
Surveys and Ballots, Inc., and published by the National Arbitration Forum.

°7 Searle Study at 110. :

%874
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action should take into account such private regulation of
consumer arbitration,”

In 98.2% of cases subject to AAA’s protocol compliance review, the arbitration clause
either complied with the Due Process Protocol or the non-compliance was identified and
responded to by the AAA.' According to Kansas law professor Chris Drahozal, in
2007 “[t]he AAA refused to administer at least 85 consumer cases, and likely at least 129
consumer cases because the business failed to comply with the Consumer Due Process
Protocol. More than 150 businesses have either waived problematic provisions or revised
arbitration clauses in response to the Consumer Due Process Protocol.”!"!

Congress should protect consumers by requiring that all arbitration providers
abide by a model Due Process Protocol, shaped after the AAA’s Consumer Due Process
Protocol and that all arbitration agreements inform the consumer of his or her rights
under the Fair Debt Collection Practices Act (FDCPA). Banning mandatory arbitration
is not the solution. Professor Amy Schmitz stated, “legislative solutions should focus on
regulating procedures in arbitration and curbing arbitration clause terms, rather than
barring enforcement of all pre-dispute arbitration agreements in consumer contracts.”'%?

V. Conclusion

The Majority cherry-picked case files from an investigation to buttress their
“political objectives. This report takes a more balanced view, by considering facts left out
from the Majority report. Debt collection was a problem for the two major arbitration
providers and will continue to be a problem for the courts. This report has shown how
debt collection harms consumers more in litigation than in arbitration and the FDCPA
- and a model Due Process Protocol can be fruitfully combined to preserve arbitration
while protecting consumers. Moreover, Congress must be cautious in its legislative
actions because empirical data on debt collection and arbitration is still needed. The FTC
will hold a roundtable on “Protecting Consumers in Debt Collection Litigation and
Arbitration” on August 5-6, 2009 at the Searle Center on Law, Regulation, and Economic
Growth at Northwestern University School of Law. Kansas law professor Chris Drahozal
is currently working on an empirical study concerning debt collection arbitration and the
consumer. The results of these efforts will more clearly frame an investigation on
arbitration and debt collection and guide Congress’s next steps. It is important that
Congress not attempt solutions without the necessary data to support them,

® Id. at 111-112.

. '® Statement of Christopher R. Drahozal, Hearing on Arbitration or ‘Arbitrary’: The Misuse of Arbitration
to Collect Consumer Debts, July 22, 2009, Subcomm. on Domestic Policy, H. Comm, on Oversight and
Government Reform, at 11.

g

192 Amy J. Schmitz, Curing Consumer Warranty Woes Through Regulated Arbitration, 23 OHIO ST. J. ON
Disp. RESOL. 627, 640-641.
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Chairman Kucinich, Ranking Member Jordan, and members of the Committee, thank you for the
opportunity to discuss the vital role that consumer arbitration can and should play in the U.S.
justice system. ’

Arbitration is a simple, fair, and cost-effective way for consumers and businesses to resolve
disputes outside of the traditional litigation system. American consumers benefit from
arbitration in myriad ways that I will briefly outline for you in my remarks.

First, however, I want to relate to the Committee the National Arbitration Forum’s recent
announcement that it is no longer accepting consumer arbitration cases. In spite of this
announcement, my belief remains strong that arbitration provides the superior access to justice to
consumers and that arbitration is an excellent method of resolving consumer disputes.

Unfortunately, the FORUM lacks the necessary resources to defend against increasing challenges
to arbitration leveled from all fronts, including from state Attorneys General and the class action
trial bar.

Mounting legal costs, a challenging economic climate, and increased legislative uncertainty
surrounding the future of arbitration have prompted the FORUM to announce that it will no
longer accept consumer arbitration cases.

1 want to emphasize that FORUM'’s exit from the consumer arbitration arena represents a
significant loss for consumers. Without access to arbitration, consumers with smaller value
claims will not be able to secure legal representation, and will be left to navigate the litigation
system by themselves.

Arbitration provides consumers with several significant advantages compared with court
litigation. These advantages include:

Consumer arbitration is simple. Consumers can submit and respond to arbitration claims in their
own words, in plain English, and are not bound by the formalities of legal proceedings that could
prevent them from telling their stories and proving their cases.
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Consumer arbitration is accessible. Arbitration provides every consumer with access to justice,
especially low- and middle-income consumers who often cannot afford lawyers or prolonged
trials. Many lawyers will not even accept representation for smaller-value claims, such as those
often settled in arbitration. Arbitration gives these consumers a full and fair opportunity to
resolve disputes, and allows consumers to hold businesses accountable for mistakes.

Consumer arbitration is flexible.. Consumers can elect to appear for a hearing in person, via
telephone, or simply by submitting documents, which saves consumers the expense of missing
work or travelling to a hearing. Alternatively, all parties have the right to retain an attorney to
represent them in arbitration, though every consumer receives the same protections regardless of
whether there is an attorney present.

Consumer arbitration is affordable. Filing fees at the National Arbitration Forum started at just
$19 for claims up to $1,500, and fees did not climb above $40 until the size of the consumer
claim exceeded $13,000. Low income consumers could have filing fees waived in arbitration
and bring a claim against a business without paying anything. When fees prevented consumers
from asserting a claim with the National Arbitration Forum, fees were shifted to the business

party.

Consumer arbitration is fair. Consumers receive the same or better protections in arbitration as
in court. National Arbitration Forum neutrals are independent legal experts who were bound by
comprehensive rules, including the FORUM Arbitration Bill of Rights, Code of Conduct for
Arbitrators, Statement of Principles, and Code of Procedure.

FORUM arbitrators were required to consider the merits of each case, apply the same laws that
would apply in court, and empowered to issue all of the same remedies that can be awarded in
court. In addition, courts enter default judgments against consumer parties that do not participate
in litigation, whereas arbitrators independently consider the evidence for every claim and rule on
the merits, regardless of the participation of the consumer.

Consumer arbitration decisions are confirmed by courts. To be legally enforceable, an
arbitration decision must be confirmed by a court. Although courts do demonstrate respect for

arbitral decisions, courts have shown that they are more than willing to overturn arbitration
awards where the arbitrators exceeded his/her powers, demonstrated bias, or failed to provide
due process to a party.

The National Arbitration Forum consumer protections, simple procedures, low fees, quick
resolutions, and efficient administration meant that consumers could resolve disputes and obtain’
the same outcome they would have received in court.

Perhaps just as important as the FORUM’s consumer protections was our continued commitment
to increasing consumer protections in arbitration. Over the last twenty years; for example,
consumer and judicial feedback have directly led to improvements in our arbitration process,
such as: lower consumer filing fees, improved service rules, tightened restrictions on hearing
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jurisdictions and arbitrator qualifications, a consumer liaisén, a new educational website
designed to help consumers navigate the arbitration process, and on and on.

Opponents of consumer arbitration often make scurrilous and baseless claims about the
arbitration process, using anecdotes and misleading statistics to give the appearance of
impropriety where there is none.

Arbitration opponents, including the trial bar and the advocacy group Public Citizen, cite apples-
to-oranges comparisons of arbitration and litigation, and use ominous jargon like “repeat player
effect” to try to demonstrate that consumers face a stacked deck in arbitration.

Data and outcomes research for similar cases confirm that win rates for consumers and
businesses are the same in arbitration as in court.

o For example, consumers bringing arbitration claims against businesses prevailed 65.5
percent of the time in arbitration, and 61.5 percent of the time in court, according to the
Bureau of Justice Statistics, U.S. Department of Justice. In other words, consumers
prevailed an additional 4 percent of the time in arbitration versus the courts.

o Businesses bringing claims against consumers prevailed 77.7 percent of the time in
arbitration, and 76.8 percent of the time in court, according to the same study — virtually
identical results.

e Inastudy of consumer debt collection matters in particular, lenders prevailed against
consumers in 93.8 percent of cases, compared to 96 percent of cases in court. That
means that consumers in arbitration actually prevailed in 2.2 percent more cases than
consumers in court, and at a lesser expense to.the consumers.

Repeat users in arbitration obtain no better results than repeat users in court.

Claims made by arbitration opponents about the inherent bias of the arbitration system are
simply not true. National Arbitration Forum consumer arbitration cases were decided by
experienced, independent legal professionals. FORUM neutrals were former judges or
experienced attorneys who are impartial, bound to a code of professional ethics, and decide cases
outside of any influence from the FORUM or the other parties. Experienced FORUM neutrals
would simply never jeopardize their considerable professional reputations or standing in the
community by deciding an arbitration case on any basis other than the merits of that particular
case.

Congress enacted the Federal Arbitration Act in 1925 to establish arbitration as an antidote to the
“costliness and delays of litigation.” For more than 80 years, arbitration has provided access to
justice for millions of American consumers, and Congress and the U.S. Supreme Court have
repeatedly endorsed consumer arbitration as an effective and fair alternative dispute resolution
process.
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Now, legislation currently before Congress, the Arbitration Fairness Act of 2009 (H.R. 1020),
threatens to eliminate arbitration as an effective means of alternative dispute resolution, deny
many consumers access 10 justice altogether, and clog state courts with thousands of additional
cases at a time when state court systems face historic backlogs and budget crises.

The Arbitration Faimess Act will cause considerable harm to American consumers, the very
group it is intended to protect. Middle- and low-income Americans will lose access to justice
because they cannot afford lawyers, prolonged trials, or because attorneys often will not accept
representation for smaller-value claims.

Consumers will no longer be able to force businesses to arbitrate claims, but will instead have to
engage in complex, expensive and unpredictable litigation. For additional context, consider what
the reality of dispute resolution through litigation — a reality that Newsweek recently referred to
as “Litigation Hell” - means for consumers:

For even the most minor case, a consumer will have to hire an attorney, who bills at upwards of
$100 per hour. The attorney will accumulate billable client hours for discovery, procedural
motions, and jury selection — all of which are being further delayed by overcrowded court
dockets and understaffed courts. In the end, a contingent fee attorney would need to receive a
verdict for thousands of dollars to recover his/her billable fees. Claims of that size are not the
reality for most consumers who use arbitration to resolve disputes. Litigation is great for
lawyers, but not for consumers, as the costs of litigation would be prohibitive for all but the
richest litigants.

Businesses can afford long and costly litigation, so consumers will again be disadvantaged, and
the costs of litigation will simply pass to consumers in the form of increased prices for products
and services, or decreased wages for employees.

Eliminating arbitration will also flood federal and state courts with consumer credit cases —
which have roughly tripled in some jurisdictions since 2000 — at a time when budget cuts are
forcing personnel reductions. States will be forced to hire additional judges and staff; build and
furnish new courthouses; and implement more administration to manage the process — the cost of
which will fall to American consumers in their role as taxpayer.

In fact, the only party that will benefit from the Arbitration Fairness Act is trial lawyers, because
the legislation will increase legal fees, and force disputes that would otherwise be efficiently
resolved in arbitration into lucrative and expensive class action lawsuits.

The answer to isolated abuses of the arbitration process by industry bad actors is not to eliminate
arbitration.

The answer is to ensure that consumer due process protections are preserved in arbitration.

The answer is to codify industry best practices, including those that were employed by the
National Arbitration Forum.
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The answer is to continue to allow affordable access to arbitration, not only for corporations and
the rich, but for all Americans.

The answer is to protect arbitration as the best option for consumers and businesses to resolve
disputes outside of the court system.

Thank you.
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Chairman Kucinich, Ranking Member Jordan, and Members of the Subcommittee:
| appreciate the opportunity to testify on what is known colloquially as "debt collection
arbitration” — arbitration claims brought by creditors seeking to recover amounts alleged to be
owed by consumers. | am the John M. Rounds Professor of Law at the University of Kansas
School of Law, and the Chair of the Consumer Arbitration Task Force of the Searle Civil Justice
Institute. | also am an Associate Reporter for the Restatement, Third, of the U.S. Law of
International Commercial Arbitration, and have written extensively on the law and economics of
arbitration.

l. Overview

My testimony today addresses empirical evidence on two central issues arising out of
debt collection arbitration: (1) how consumers fare, in particular relative to how consumers fare
in similar cases in court; and (2) whether arbitration is biased in favor of repeat players - i.e.,
parties that appear more frequently in arbitration. Both critics and supporters of arbitration in
consumer settings have come to recognize the importance of empirical evidence in making sound
public policy decisions in the area.’ Indeed, Professor Peter B. Rutledge has recently written that
“there nowzappears to be a consensus that the future of arbitration should be decided by data, not
anecdote.”

The empirical evidence | discuss is from an ongoing study by the Searle Civil Justice
Institute of consumer arbitrations administered by the American Arbitration Association. The
study is discussed in more detail below. Key findings from the study (including preliminary
results from an examination of debt collection cases in court) are the following:

+ Inasample of AAA consumer arbitrations, business claimants won some relief in 83.6%
of awarded cases and in those cases recovered an average of 93.0% of the amount
claimed. By comparison, in a sample of cases from Oklahoma state courts, business
claimants bringing debt collection cases won some relief in 93.7% of the cases going to
Jjudgment, and in those cases were awarded 99.5% of the amount sought. Similarly, ina
sample of cases in which the federal government sought to recover unpaid student loan
debts in federal court, the government won some relief in 99.7% of the cases, and in
those cases was awarded 99.3% of the amount sought.

+ Inaddition, the study found mixed evidence as to whether a repeat-player effect exists in
arbitration (i.e., whether repeat businesses fare better than non-repeat businesses in
arbitration). Using a traditional definition of repeat-player business, the study found no

! Peter B. Rutledge, Whither Arbitration?, 6 GEO. J.L. PUB. PoL’Y 549, 589 (2008) (concluding that
“[iIncreased congressional attention” to consumer and employment arbitration "can be valuable, for it promotes
discussion and study about this valuable dispute resolution tool” but also "can be dangerous if the terms of the
debate focus too much on anecdote and too little on systematic study”); Public Citizen, The Arbitration Debate Trap:
How Opponents of Corporate Accountability Distort the Debate on Arbitration 2 (2008), available at
http:/fwww.citizen.org/documents/ ArbitrationDebate Trap{(Final).pdf (" Rutledge concludes Whither with the warning
that congressional scrutiny of arbitration ‘can be dangerous if the terms of the debate focus too much on anecdote
and too little on systematic study.” We agree.”).

Peter B. Rutledge, Common Ground in the Arbitration Debate, 1 Y.B. ARB. & MED. 1 (2009).
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statistically significant repeat-player effect in arbitration. When an alternative definition

was used, the study did find some evidence of a repeat-player effect, but the data suggest
that any such effect is due to better case screening by repeat players (i.e., settling stronger
consumer claims and arbitrating weaker claims), rather than any bias in arbitration.

I1. Creditors in AAA Consumer Arbitrations: Summary of Results from the
Searle Study

In March 2009, the Consumer Arbitration Task Force of the Searle Civil Justice Institute
- of which | serve as chair - released a Preliminary Report on Consumer Arbitration Before the
American Arbitration Association.® The American Arbitration Association ("AAA") is a leading
provider of arbitration services, including arbitrations between consumers and businesses. The
study is the most comprehensive empirical research to date on consumer arbitration procedures
and outcomes. Funding for the study comes exclusively from the initial grant establishing the
Searle Center at Northwestern Law School from the late Daniel C. Searle, longtime
philanthropist and Northwestern University trustee. A copy of the Executive Summary is
appended at the end of this statement, and a full copy of the Preliminary Report is available at
www.searlearbitration.org.

A. Empirical Methodology

The primary dataset studied by the Task Force consists of 301 AAA consumer
arbitrations that were closed by an award between April and December 2007.* (The focus on
cases closed by an award during this time period is based on the availability of the original case
files.) Just over twenty percent (61 of 301, or 20.3%) of the cases in the sample involved claims
brought by businesses against consumers, typically as creditors seeking to recover amounts
allegedly owed by consumers for services rendered or goods supplied. The most common types
of business claimants in the sample were law and accounting firms (20 of 61, or 32.8%), home
builders (13 of 61, or 21.3%), and real estate brokers (12 of 61, or 19.7%). Credit card
companies and other lenders made up another roughly fifteen percent of the business claimants
in the sample.

The sample of cases was coded for approximately 200 variables describing various
aspects of the arbitration process. The data were analyzed using standard statistical methods in
order to describe and evaluate consumer arbitrations as administered by the AAA. Prior to
release, the report was reviewed by independent academic experts on arbitration and empirical
studies, including both critics and supporters of consumer arbitration. It also was subject to

3 Searle Civil Justice Institute, Consumer Arbitration Before the American Arbitration Association (Mar.

2009), available at www.searlearbitration.org.

Beginning in fall 2007, the AAA administered a number of arbitrations brought by a single buyer of
consumer debt. Those cases were not covered by the Preliminary Report because no awards were issued until 2008
and insufficient data was available on those cases. We are currently in the process of studying the procedures and
outcomes in those cases, and will report our findings when they become available.
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review by the SCJI Board of Overseers, which consists of general counsels, plaintiffs’ lawyers,
defense lawyers, academics, and state and federal judges.

B. Outcomes

A central controversy in discussions of debt collection arbitration is how consumers fare.
A number of empirical studies have examined the success rate of consumers in such arbitrations,
focusing on claims against credit cardholders and using data on arbitrations administered by the
National Arbitration Forum. The studies find a win-rate for business claimants (almost
exclusively credit card issuers or their assigns) ranging from 67.9% to 99.6%.° Much of the
variation in these results is due to differences in how the studies treat cases that are settled or
dismissed before an award.

The Searle study, which instead looked at AAA arbitrations involving different types of
business claimants, found that business claimants won some relief in 83.6% of the awarded cases
and recovered an average of $20,648 in those cases — or 93.0% of the amount claimed. By
comparison, consumers won some relief in 53.3% of the cases they filed and recovered an
average of $19,255 in those cases, or 52.1% of the amount claimed.

These numbers do not in themselves show that arbitration is a biased means of resolving
consumer disputes. Despite suggestions to the contrary, a high win-rate for business claimants
by itself does not show bias. The win-rate is only meaningful in comparison to some baseline.

A fifty percent win-rate for claimants may be extremely high if claimants bringing similar claims
tend to win at a lower rate in court, or extremely low if claimants bringing similar claims tend to

win at a higher rate in court. The same is true of a ninety-percent win-rate or even a ninety-nine

percent win-rate.

Nor does comparing the win-rates of business claimants to the win-rates of consumer
claimants provide evidence of bias in arbitration. As we explained in our Preliminary Report,
the differing success rates for business claimants and consumer claimants appear to result from
two factors, neither of which are evidence of bias.® First, the types of claims businesses in our
sample bring differ from the types of claims consumers bring. Businesses tend to bring claims
for amounts they are owed for services already rendered (the subject of this hearing). In such
cases, the business faces fewer hurdles to establishing liability, and, when it does so, the amount

s Mark Fellows, The Same Result as in Court, More Efficiently: Comparing Arbitration and Court Litigation

Outcomes, METRO. CORP. COUNSEL, July 2006, at 32 (business claimants "prevail in 77.7% of the cases that reach a
decision”); Jeff Nielsen et al., Navigant Consulting, National Arbitration Forum: California Consumer Arbitration
Data 1 (July 11, 2008), available at http://www.instituteforlegalreform.com/index.php?option=com_ilr_docs&
issue_code=ADR&doc_type=STU (businesses prevailed in 67.9% of NAF arbitrations either heard by an arbitrator
or dismissed); Public Citizen, The Arbitration Trap: How Credit Card Companies Ensnare Consumers 15 (Sept.
2007), available at http://www.citizen.org/documents/ArbitrationTrap.pdf ("In 19,294 cases in which an arbitrator
was appointed, the business won in 18,091 (or 93.8%)"); Answers and Objections of First USA Bank, N.A. to
Plaintiff's Second Set of Interrogatories, Ex. 1, Bownes v. First U.S.A. Bank, N.A. et al., Civ. Action No. 99-2479-
PR (Ala. Circuit Ct. 2000}, available at http://www.tlpj.org/briefs/McQuillan%20exhibits%2016-
19%20(300dpi).pdr (last visited Dec. 10, 2008) (bank prevailed in 19,618 NAF arbitrations, while credit cardholder
Erevailed in 87).

Searle Civil Justice Institute, supra note 3, at 70.
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it should be awarded is relatively easy to calculate and prove. Consumers tend to bring claims
alleging delivery of defective goods or improper performance of services. Such cases tend to
present more difficult questions of proving both liability and damages. Accordingly, consumers
tend to win less often in cases that make it to an award, and, when they do win, tend to recover a
lower percentage of the damages they seek. Second, a number of business claims are resolved
on an ex parte basis, because the consumer fails to respond to the demand for arbitration.’
Conversely, the business respondent appeared in every case brought by a consumer. The greater
number of defaults is another important factor in explaining the higher success rate of business
claimants.

Instead, the proper comparison is between outcomes in cases in arbitration and outcomes
in similar cases in court. In the next phase of the Searle study we are seeking to undertake such a
comparison. Some preliminary results of that inquiry are reported in Part 11| of this statement.

C. Repeat-Arbitrator Bias

A related concern is so-called "repeat-arbitrator bias.” Unlike judges, who get paid
regardless of how many cases they decide, arbitrators get paid only when they are selected to
decide a case. These differing compensation structures have given rise to fears that arbitrators
will be biased in favor of “repeat players,” parties that are more likely to be in a position to
appoint the arbitrator in a future case.® In debt collection arbitrations, the creditor isa repeat
player; consumers are unlikely to be repeat players, although their attorneys may be.

Prior academic studies have found some evidence of a “repeat-player effect” - that repeat
players have higher win-rates in arbitration than non-repeat players. But the studies have
generally attributed the repeat-player effect to better screening of cases by repeat players rather
than bias by arbitrators.’ The findings of the Searle study are similar.

First, the study found no statistically significant repeat-player effect using a traditional
definition of repeat-player business. Consumer claimants won some relief in 51.8% of cases
against businesses that appear mare than once in the AAA dataset (repeat businesses) and 55.3%
of cases against businesses that appear only once (non-repeat businesses) - a difference that is
not statistically significant.

! Of the sixty-one cases brought by business claimants, twenty-two (or 36.1%) were resolved on an ex parte

basis — i.e., without the consumer appearing in the case. Id. at 70 n.59.

E.g.. Richard M. Alderman, Pre-Dispute Mandatory Arbitration in Consumer Contracts: A Call for
Reform, 38 Hous. L. REV. 1237, 1256 (2001); David S. Schwartz, Enforcing Small Print to Protect Big Business:
Employee and Consumer Rights Claims in an Age of Compelled Arbitration, 1997 Wis. L. REV. 33, 60-61; see also
Public Citizen, Arbitration Debate Trap, supra note 1, at 24-26.
¢ E.g., Lisa B. Bingham, Unequal Bargaining Power: An Alternative Account for the Repeat Player Effect in
Employment Arbitration, IRRA 50™ ANN, PROC. 33, 39-40 (1998); Lisa B. Bingham & Shimon Sarraf, Employment
Arbitration Before and After the Due Process Protocol for Mediation and Arbitration of Statutory Disputes Arising
Out of Employment: Preliminary Evidence that Self-Regulation Makes a Difference, in ALTERNATE DISPUTE
RESOLUTION IN THE EMPLOYMENT ARENA: PROCEEDINGS OF THE NEW YORK UNIVERSITY 53% ANNUAL
CONFERENCE ON LABOR 303, 323 thl. 2 (Samuel Estreicher & David Sherwyn eds. 2004); Elizabeth Hill, AAA
Employment Arbitration: A Fair Forum at Low Cost, DISP. RESOL. J., May/July 2003, at 15.



223

Second, using an alternative definition of repeat player, the study found some evidence of
a repeat-player effect. Consumer claimants won some relief in 43.4% of cases against repeat
businesses and 56.1% against non-repeat businesses (as defined based on the AAA's
categorization of businesses in enforcing its Consumer Due Process Protocol) — a difference that
is statistically significant at the 10% level. However, 71.1% of consumer claims against repeat
businesses so defined were resolved prior to an award, while only 54.6% of claims against non-
repeat businesses were resolved prior to an award. This suggests that any repeat-player effect is
attributable to better case screening by repeat players (i.e., settling stronger consumer claims and
arbitrating weaker claims) rather than arbitrator bias.

I11. Creditors in Court: Preliminary Results

As noted above, the next phase of the Searle study is seeking to compare outcomes in the
AAA consumer arbitration cases we studied to outcomes in similar court cases. That phase is
underway, and we are able to report some preliminary results. These results are preliminary; that
is, they are subject to further analysis and review. Although we do not expect them to change
significantly, that remains a possibility. We also will be considering data from other courts than
those described below, which may or may not give similar results. Nonetheless, the data below
provide some insights into the outcomes of debt collection cases in court.

A. Federal Court Student Loan Cases

Data on federal court cases compiled by the Administrative Office of the U.S. Courts are
widely used by researchers studying court outcomes. Included in the dataset are cases brought
by the federal government that seek to recover amounts owed on unpaid student loans. In those
cases, a creditor (i.e., the federal government) is seeking to recovery an amount (averaging just
over $17,000) allegedly owed by a consumer. The cases are debt collection cases in federal
court seeking an amount similar to the amount sought in the AAA consumer cases we studied.

We examined all federal court cases terminated between late 2006 and late 2007, the
most recent period for which data is available, coded as involving unpaid student loans. Our
sample consists of those cases in which a prevailing party and some amount demanded were
recorded in the dataset, so that we could calculate win-rates and the percentage of the amount
demanded that was recovered by a prevailing plaintiff.”® To correct obvious coding errors in the
data, we examined federal court docket sheets available on Westlaw, and, when necessary, the
original court files using PACER.

10 Because the cases all involved claims for unpaid loans, the amount sought likely is specified in the

complaint filed in the case. We have no reason to believe that our focus on those cases in which the amount
demanded was coded as a non-zero amount biases our results in any way.
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Of the 382 cases in our sample, 286 (or 73.5%) were resolved by default judgment, and
another 84 (22.0%) by consent judgment. Another 11 cases were adjudicated by pretrial motion
(usually on summary judgment); the government won all 11 of those cases. No case made itto
trial, by jury or by judge. In only one case (1 of 382, or 0.3%) did the defendant prevail."
Qverall, then, excluding consent judgments, the government as creditor won in 297 out of 298
cases (99.7%), with 286 (or 96.0%) of those cases consisting of default judgments,

Moreover, the government recovered the entire amount sought (or more) in 96.6% (285
of 295'%) cases in which it prevailed. Overall, the government recovered an average of 99.3% of
the amount it sought.

B. Oklahoma State Court Cases

The vast majority of debt collection cases are brought in state court, rather than federal
court.” Unfortunately, the availability of systematic data from state courts is much more
limited. As part of the next phase of the Searle study, we collected data from a random sample
of court files from cases in Oklahoma district courts for which complete case filings are available
online." The sample consists of 421 cases seeking less than $10,000 filed in Oklahoma district
courts and closed between March 31, 2007, and December 31, 2007 (the dates covered by our
AAA consumer cases).

Of those 421 cases, 419 were brought by creditors seeking to recover unpaid debts. (The
other two were brought by consumers; both of the cases with consumer claimants settled). The
majority of the creditor claims (245 of 419, or 58.5%) were brought by a party other than the
original creditor, either a debt collection agency or debt buyer. This is not surprising, because
Oklahoma law precludes such parties from suing in small claims court. 1

Over two-thirds of the claims brought by creditors (282 of 421, or 67.0%) resulted in
default judgments in favor of the creditor. Just over a quarter (108 of 421, or 25.7%) were
dismissed (usually either because of a settlement or for inability to serve process, although it is
difficult to be certain). An additional twenty-two cases (5.2% of the sample) resulted in agreed
awards in favor of the creditor. Nine cases were decided on summary judgment; in eight of those

" In that case, the court originally entered a default judgment against the consumer. Later, the default

Jjudgment was vacated and the case was dismissed, based on the parties’ agreement that the consumer was not liable
for the debt. Arguably, the case should not have been included in the sample at all, because the case was terminated
in 2008, rather than in the sample period.

2 Data on the amount recovered were missing in two of the cases. In a number of the cases, the damages
awarded were more than the amount claimed, almost always because interest continued to accrue while the case was
pending. Inall of those cases, the creditor recovered the full amount of principal sought, and so accordingly we
capped the recovery at 100% of the amount claimed.

Federal Trade Commission, Collecting Consumer Debts: The Challenges of Change 55 (Feb. 2009).

A number of states permit online access to court filings. Oklahoma courts are unusual, if not unique, in
that they permit a user to search for cases closed in particular months or years. The sole reason we chose Oklahoma
courts to study was the ability to search court files online in such a manner.

1 12 Okla. Stat. § 1751(B) ("No action may be brought under the small claims procedure by any collection
agency, collection agent, or assignee of a claim ...."). We are also studying other divisions of the Oklahoma district
courts {including the small claims division), but do not have yet have results to report.

14
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cases the creditor prevailed. No case made it to trial, by jury or by judge. Overall, of the cases
that made it to_judgment (i.e., were not dismissed or settled), the creditor prevailed 99.7% (290
of 291) of the time, with 96.9% (282 of 291) of those_judgments entered by default.

Of the cases in which the creditor had_judgment entered in its favor (excluding agreed
judgments), the creditor recovered at least 100% of the amount of damages claimed 98.6% (284
of 288 cases) of the time."® In the four cases (1.4% of the total judgments) in which the creditor
recovered less than 100% of the amount sought, the percent recovered ranged from 30% to
97%."" Overall, creditors recovered on average 99.5% of the amount they sought in cases in
which judgment was entered in their favor.

1V. Limitations and Conclusions

While the empirical results presented in the Searle study are the most comprehensive
available, the study nonetheless has limitations. First, its findings on arbitration are limited to
AAA consumer arbitration. Empirical results from studying AAA consumer arbitration do not
necessarily apply to other arbitration providers. That said, in setting national policy concerning
arbitration, information on consumer arbitrations administered by the AAA, a leading provider of
arbitration services, certainly is necessary for making an informed decision. Second, our
preliminary findings on debt collection actions in court are, as stated, preliminary, and are
limited to particular types of claims and specific courts. The study is ongeing: we are continuing
to examine other courts and other types of claims, and any additional findings may vary. Third,
cases are not selected into arbitration randomly; thus, finding truly comparable cases between
court and arbitration is extremely difficult.

Despite these limitations, the preliminary findings nonetheless appear to be inconsistent
with the argument that high win-rates for businesses in debt collection arbitrations show that
arbitration is biased in favor of those businesses. Instead, the win-rates, while high in absolute
terms and higher than win-rates for claims brought by consumers in arbitration, appear similar to
win-rates for comparable claims brought in court. Thus, while the findings are only preliminary,
they nonetheless suggest that business win-rates in debt collection cases may be due to the types
of claims being brought and not to the forum in which they are adjudicated.

' In two of the cases, the judgment document itself was not available in the orline database. In a number of

the cases, the damages awarded were more than the amount claimed, almost always because interest continued to
accrue while the case was pending. In all of those cases, the creditor recovered the full amount of principal sought,
and so accordingly we capped the recovery at 100% of the amount claimed.

7 In the case in which the creditor recovered thirty percent of the amount sought, the creditor sought to
recover the collateral for the loan as well. The difference between the amount sought and the amount recovered may
reflect the value of the collateral.
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Searle Center on Law, Regulation, and Economic Growth

Searle Civil Justice Institute

CONSUMER ARBITRATION
BEFORE THE AMERICAN ARBITRATION ASSOCIATION

Executive Summary
March 2009

Issues and Background

Empirical evidence has become a central focus of the policy debate over consumer and
employment arbitration. Both supporters and opponents of the proposed Arbitration Fairness
Act, which would make pre-dispute arbitration clauses unenforceable in consumer and
employment (and franchise) agreements, have recognized that empirical evidence on the fairness
and integrity of consumer and employment arbitration proceedings is essential to making an
informed decision on the bill. Yet the empirical record, particularly on consumer arbitration, has
critical gaps.

One set of issues on which further empirical research would be helpful is the costs, speed, and
outcomes of consumer arbitrations. How much do consumers pay to bring claims in arbitration?
How long do consumer arbitrations take to resolve? How do consumers fare in arbitration,
particularly against businesses that are repeat users of arbitrators and arbitration providers?
While a number of important studies on employment arbitration have been provided, the
empirical record on these issues in consumer arbitrations is sparse.

A second set of issues of interest involves the enforcement of arbitration due process protocols --
privately created standards setting out minimum requirements of procedural fairness for
consumer and employment arbitrations. Due process protocels commonly require independent
and impartial arbitrators, reasonable costs, convenient hearing locations, and remedies
comparable to those available in court. Leading arbitration providers have pledged not to
administer arbitrations arising out of arbitration clauses that violate the protocols. But empirical
evidence on the effectiveness of these private enforcement efforts is lacking.

Searle Civil Justice Institute Task Force on Consumer Arbitration

To shed light on these issues, the Searle Civil Justice Institute (SCJI) undertook a large-scale
study of consumer arbitrations administered by the American Arbitration Association (AAA).
The AAA is a leading provider of arbitration services, including arbitrations between consumers
and businesses. SCJI commissioned a Task Force to advise and lead this study of consumer
arbitrations. Although the study will ultimately examine many aspects of AAA consumer
arbitrations, the initial research inquiries were directed at two topics:
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1. Costs, Speed, and Outcomes of AAA Consumer Arbitrations. This aspect of the Preliminary
Report assesses key characteristics of the AAA consumer arbitration process. In particular, it
examines the following research questions:

+ General characteristics of AAA consumer arbitration cases including claimant type
(i.e., consumer or business), types of businesses involved, and amounts claimed.

+ Costs of consumer arbitration (arbitrator fees plus AAA administrative fees), including
the impact of the arbitrator’s power to reallocate such fees in the award.

+ Speed of the arbitration process from filing to award, in the aggregate and by claimant
type (i.e., consumer or business).

* Various measures of outcomes such as win-rates, damages awarded, and evidence of as
well as possible explanations for any repeat-player effects.

In addition to these broad research questions, SCJI also examined the extent to which consumer
arbitrations are resolved ex parte; the frequency with which arbitrators award attorneys’ fees,
punitive damages, and interest; and results for consumers proceeding pro se.

2. AAA Enforcement of the Consumer Due Process Protocol. This aspect of the Preliminary
Report provides an empirical analysis of how effectively the AAA enforces compliance with
the Consumer Due Process Protocol. It considers a number of key research questions
including:

+ To what extent do the consumer arbitration clauses comply, in their own right, with the
Due Process Protocol?

*  How effective is AAA review of arbitration clauses for compliance with the Due
Process Protocol?

+ To what extent does the AAA refuse to administer consumer cases because of the
failure of businesses to comply with the Due Process Protocol?

* How do businesses respond to AAA enforcement of the Protocol?

In addition to these research questions, SCJI examined several other issues that arise in
connection with the Due Process Protocols.

Data and Methodology

SCJI reviewed a sample of AAA case files involving consumer arbitrations. The primary dataset
consists of 301 AAA consumer arbitrations that were closed by an award between April and
December of 2007. (The focus on cases closed by an award during this particular timeframe is
based on the availability of the original case files.) This sample of cases was then coded for
approximately 200 variables describing various aspects of the arbitration process, including a
review of the arbitration clause in the file. In addition, when possible a broader AAA dataset
comprising all consumer cases closed between 2005 and 2007 was utilized. The AAA maintains
this dataset in the ordinary course of its business, collecting data for internal purposes but not
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recording all variables of interest to SCJI. The data were analyzed using standard statistical
methods in order to describe and evaluate consumer arbitrations as administered by the AAA.

Key Findings - Costs, Speed, and Qutcomes of AAA Consumer Arbitrations

The upfront cost of arbitration for consumer claimants in cases administered by the AAA
appears to be quite low.

In cases with claims seeking less than $10,000, consumer claimants paid an average of $96 ($1
administrative fees + $95 arbitrator fees). This amount increases to $219 ($15 administrative
fees + $204 arbitrator fees) for claims between $10,000 and $75,000. These amounts fall below
levels specified in the AAA fee schedule for low-cost arbitrations, and are a result of arbitrators
reallocating consumer costs to businesses.

AAA consumer arbitration seems to be an expeditious way to resolve disputes.

The average time from filing to final award for the consumer arbitrations studied was 6.9
months. Cases with business claimants were resolved on average in 6.6 months and cases with
consumer claimants were resolved on average in 7.0 months.

Consumers won some relief in 53.3% of the cases they filed and recovered an average of
$19,255; business claimants won some relief in 83.6%6 of their cases and recovered an
average of $20,648.

The average award to a successful consumer claimant in the sample was 52.1% of the amount
claimed and to a successful business claimant was 93.0% of the amount claimed. This result
appears to be driven by differences in types of claims initiated by consumers and business.
Business claims are almost exclusively for payment of goods and services while consumer
claims are seeking recovery for non-delivery, breach of warranty, and consumer protection
violations.

No statistically significant repeat-player effect was identified using a traditional definition
of repeat-player business.

Consumer claimants won some relief in 51.8% of cases against repeat businesses under a
traditional definition (i.e., businesses who appear more than once in the AAA dataset) and 55.3%
against non-repeat businesses — a difference that is not statistically significant.

Utilizing an alternative definition of repeat player, some evidence of a repeat-player effect
was identified; the data suggests this result may be due to better case screening by repeat
players.

Consumer claimants won some relief in 43.4% of cases against repeat businesses and 56.1%

against non-repeat businesses under an alternative definition (based on the AAA’s categorization
of businesses in enforcing the Consumer Due Process Protocol) - a difference that is statistically
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significant at the 10% level. However, 71.1% of consumer claims against repeat businesses so
defined were resolved prior to an award, while only 54.6% of claims against non-repeat
businesses were resolved prior to an award. This suggests that such effect is attributable to better
case screening by repeat players (i.e., settling stronger consumer claims and arbitrating weaker
claims).

Arbitrators awarded attorneys’ fees to prevailing consumer claimants in 63.1% of cases in
which the consumer sought such an award.

Consumer claimants sought to recover attorneys’ fees in over 50% of the cases in which they
were awarded damages and were awarded attorneys’ fees in 63.1% of those cases. In those cases
in which the award of attorneys’ fees specified a dollar amount, the average attorneys’ fee award
was $14,574.

Key Findings — AAA Enforcement of the Due Process Protocol

A substantial majority of consumer arbitration clauses in the sample (76.6%) fully
complied with the Due Process Protocol when the case was filed.

Most arbitration clauses in consumer contracts that come before the AAA are consistent with the
Consumer Due Process Protocol as applied by the AAA. The same is true for cases in which
protocol compliance was a matter for the arbitrator to enforce.

AAA's review of arbitration clauses for protocol compliance was effective at identifying
and responding to clauses with protocol violations.

In 98.2% of cases in the sample subject to AAA protocol compliance review, the arbitration
clause either complied with the Due Process Protocol or the non-compliance was properly
identified and responded to by the AAA.

The AAA refused to administer a significant number of consumer cases because of Protocol
violations by businesses.

In 2007, the AAA refused to administer at least 85 consumer cases, and likely at least 129
consumer cases (9.4% of its consumer case load), because the business failed to comply with the
Consumer Due Process Protocol. The most common reason for refusing to administer a case (55
of 129 cases, or 42.6%) was the business's failure to pay its share of the costs of arbitration
rather than any problematic provision in the arbitration clause.

As a result of AAA’s protocol compliance review, some businesses modify their arbitration
clauses to make them consistent with the Consumer Due Process Protocol.

In response to AAA review, more than 150 businesses have either waived problematic provisions

on an ongoing basis or revised arbitration clauses to remove provisions that violated the
Consumer Due Process Protocol. This is in addition to the more than 1550 businesses identified

11
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by the AAA as having arbitration clauses that comply with the Protocol. By comparison, AAA
has identified 647 businesses for which it will not administer arbitrations because of Protocol
violations.

Policy Implications and Next Steps

The empirical findings in the SCJI Preliminary Report on AAA consumer arbitrations have
important implications for those interested in discussing and formulating public policy regarding
arbitration.

1. Not all consumer arbitrations, arbitration providers, or arbitration clauses are alike. Differing
results from empirical studies of arbitration may reflect variations associated with case mix,
type of claimant, or provider review processes. This suggests the need for a nuanced
approach to public policy concerning arbitration.

2. Private regulation complements existing public regulation of the fairness of consumer
arbitration clauses. Policy makers should not ignore the role that arbitration providers can
play in promoting fairness on behalf of consumers.

3. Courts could usefully reinforce the AAA's enforcement of the Consumer Due Process
Protocol by declining to enforce an arbitration clause when the AAA has refused to
administer an arbitration arising out of the clause or by otherwise reinforcing the role of the
Due Process Protocol.

4. Arbitration may be less expensive for consumers than sometimes believed. For many
consumers, the AAA arbitration process costs less than the amount specified in the AAA
rules because arbitrators often shift some portion of the costs to businesses. Moreover,
arbitrators award attorneys’ fees to a substantial proportion of prevailing consumers in AAA
consumer arbitrations.

5. Empirical studies have tended to find that repeat players fare better in arbitration than non-
repeat players. To the extent such a repeat-player effect exists in arbitration, the critical
policy question is what causes it. Our findings are consistent with prior studies in suggesting
that any repeat-player effect is likely caused by better case screening by repeat players rather
than arbitrator (or other) bias in favor of repeat players. A further as yet unresolved question
is whether a repeat-player effect exists in litigation, and, if so, how litigation compares to
arbitration in this regard.

While the empirical results presented in the SCJI Preliminary Report on Consumer Arbitration
may usefully inform the policy debate on consumer arbitration, the Report nonetheless has
limitations. First, its findings are limited to AAA consumer arbitrations. Empirical results from
studying AAA consumer arbitration do not necessarily apply to other arbitration providers.
Second, its findings on the costs, speed, and outcomes of AAA consumer arbitrations are
difficult to interpret without a baseline for comparison, such as the procedures and practices in
traditional court proceedings. A future phase of this research project by the Searle Civil Justice
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Institute's Task Force on Consumer Arbitration will undertake that comparison. It will seek to
compare the procedures in AAA consumer arbitration with procedures available for consumers
in court as well as comparing empirically Key process characteristics of courts and arbitration.

13
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of
Richard W. Naimark
On behalf of the American Arbitration Association

Domestic Policy Subcommittee
Oversight and Government Reform Committee
Wednesday, July 22, 2009
2154 Rayburn HOB

2:00 p.m. '

“Arbitration or Arbitrary: The Misuse of Mandatory
Arbitration to Collect Consumer Debts”

Thank you, Chairman Kucinich, Congressman Jordan and members of the Domestic Policy
Subcommittee for the opportunity to present the views and experiences of the American
Arbitration Association (AAA) on the important issues being considered by the Domestic Policy
Subcommittee of the House Committee on Oversight and Government Reform.

L Introduction

As the world's largest provider of alternative dispute resolution (ADR) services, the AAA has
during its 83-year history taken a leadership role in the development of standards of fajrness,
ethics, and best practices. The AAA has pioneered the development of time and court tested
arbitration rules, protocols and a Code of Ethics jointly authored with the American Bar
Association. During the past eight decades, the AAA has administered over 2 million cases
involving a wide range of subjects. Various governmental entities have also turned to the AAA
to assist in the resolution of disputes through over 300 state and federal statutes and regulations.
The AAA is a not-for-profit public service organization dedicated to the proper and ethical use
of arbitration, mediation and other forms of alternative dispute resolution. However, the AAA
is not an industry or trade organization and the AAA speaks here only from its own experience
and viewpoint, and not for any other organizations.

While the AAA has not administered significant numbers of debt collection arbitrations relative
to some other organizations, the AAA did procéss consumer debt collection arbitrations in a
single high volume program. However, the AAA’s administration of that program ended in
June of this year and consequently at this time the AAA is not administering any debt collection
programs.
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As aresult of the AAA’s review and our experiences administering debt collection arbitrations,
in addition to our consideration of a number of policy concerns that have been raised, it is the
AAA’s position that a series of important fairness and due process concerns must be addressed
and resolved before we will proceed with the administration of any future debt collection
arbitrations. Until such time, the AAA has placed a moratorium on the administration of any
consumer debt collection arbitration programs. Further, we suggest that to the extent that the
program improvements offered here are implemented, that they are done so not just within the
AAA but as part of a broader debt collection arbitration reform.

Our testimony will begin with an exploration of the AAA’s administration of consumer
arbitrations generally, and will then move on to recommend changes for the administration debt
collection arbitrations to accommodate some of the unique aspects of that caseload.

II. Consumer Arbitration

In recent years, the use of ADR and arbitration has grown to include consumer agreements.
Often implemented through standardized contracts, the use of arbitration in consumer
agreements for the purchase of goods and services has raised legitimate concerns regarding
fairness, rights, and the ability of the parties to participate. The AAA’s administration of
consumer arbitrations is currently governed by the Consumer Due Process Protocol (“Consumer
Protocol”), attached as Appendix A.

To evaluate and address concerns unique to consumer arbitration, the AAA convened the
National Consumer Disputes Advisory Committee in 1997, which was composed of consumer,
government, legal, business and academic experts, drawn from such organizations as the AARP,
Consumers Union, Consumer Action, American Council on Consumer Interests, the Federal
Trade Comrmission, the National Association of Attorneys General, the National Association of
Consumer Agency Administrators, Fannie Mae, and Freddie Mac. One of the Advisory
Committee’s specific objectives was to have the Consumer Protocol influence state and federal
laws governing consumer arbitration.

The stated mission of the Advisory Committee was:

To bring together a broad, diverse, vepresentative national advisory committee to
advise the American Arbitration Association in the development of standards and
procedures for the equitable resolution of consumer disputes.

The result of the Advisory Committee’s deliberations was the Consumer Protocol, which
articulates a number of fundamental principles to enhance the fairness and efficiency of
consumer ADR. The Consumer Protocol constituted a voluntary set of standards and minimum
requirements which the AAA has adopted, but which are not necessarily applied to arbitrations
outside of AAA administration. The Consumer Protocol provides for common sense “fair play”

2
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requirements, such as reasonable fees for the consumer, reasonably accessible locale, no
limitation of any remedy that would be accessible in court, and access to small claims court. The
AAA will not administer an arbitration that does not materially comply with the provisions of
the Consumer Protocol.

The AAA applies the Consumer Protocol primarily through our Supplementary Procedures for
Consumer-Related Disputes (“Supplementary Procedures”), attached as Appendix B, to consumer
cases. The Supplementary Procedures also establish guidelines for consumers to request a
deferral or waiver of fees, including requesting an arbitrator who will serve without charge.
One unique aspect of the Supplementary Procedures is the “small claims opt out” which permits
a consumer, whether they are a claimant or respondent in a case, to opt out of an arbitration and
into a small claims court proceeding.

We bring the Consumer Protocol to the attention of the Subcommittee because it has had a
meaningful and important impact on the AAA’s administration of consumer arbitrations. We
also believe that this collaborative approach represents the best avenue to establishing standards
of fairness and balance to the specifics of the process of consumer debt collection arbitration.
Evidence of the AAA’s fidelity to the principles contained in the Consumer Protocol and the
beneficial use of arbitration to resolve consumer disputes are reflected in a recent independent
study conducted by the Searle Civil Justice Institute at Northwestern University Law School.
The Executive Summary of the Searle Study is attached as Appendix C.! The Searle Study
reviewed a representative sample of approximately 300 AAA consumer arbitration case files that
were awarded between April and December of 2007. Among the most compelling findings in
the Searle study are that:

* The upfront cost of arbitration for consumer claimants in cases administered by the
AAA appears to be quite low. In cases with claims seeking less than $10,000, consumer
claimants paid an average of $96.

¢ AAA consumer arbitration seems to be an expeditious way to resolve disputes. The
average time from filing to final award for the consumer arbitrations studied was 6.9
months.

¢ No statistically significant repeat-player effect was identified using a traditional
definition of repeat-player business. Consumer claimants won some relief in 51.8% of
cases against repeat businesses and 55.3% against non-repeat businesses.

¢ Arbitrators awarded attorneys' fees to prevailing consumer claimants in 63.1% of cases
in which the consumer sought such an award.

! The entire Searle Study, in addition to other information about the Searle Institute, can be found at
http://fwww.searlearbitration.org.
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o A substantial majority of consumer arbitration clauses in the sample (76.6%) fully
complied with the Due Process Protocol when the case was filed.

e AAA's review of arbitration clauses for Protocol compliance was effective at
identifying and responding to clauses with Protocol violations. In 98.2% of cases in the
sample subject to AAA Protocol compliance review, the arbitration clause either

. complied with the Due Process Protocol or the non-compliance was properly identified
and responded to by the AAA.

s The AAA refused to administer a significant number of consumer cases because of
Protocol violations by businesses.

e Asaresult of AAA's protocol compliance review, some businesses modify their
arbitration clauses to make them consistent with the Consumer Due Process Protocol.

The Searle findings are clearly a reaffirmation of the effectiveness of the Consumer Protocol, the
Supplementary Rules, the AAA’s administration of consumer arbitrations, and the value that
arbitration can bring in the resolution of small but nonetheless important disputes between
consumers and businesses. The Consumer Protocol should be considered by the Subcommittee
and others interested in arbitration policy as providing necessary and minimum fairness
requirements that should be made a part of any consumer arbitration process. However, it
should also be explicitly noted that the Searle study did not focus on consumer debt arbitration,
which can fairly be viewed as a subset type of consumer arbitration and which requires some
additional consideration. As a result, we turn to specific matters related to debt collection
arbitrations that require additional attention beyond the issues addressed in the Consumer
Protocol.

" IIL. Consumer Debt Arbitrations

The AAA has implemented detailed procedures to ensure that consumer debt arbitrations are
administered in a manner consistent with the Consumer Protocol, however, there are certain
aspects of consumer debt arbitrations, each of which requires additional consideration. These
same aspects of consumer debt collections are also factors in the context of litigation when
similar cases proceed through the courts, as evidenced by the study Debt Weight: The Consumer 1
Credit Crisis in New York City and its Impact on the Working Poor,2 which was conducted by the
Urban Justice Center. That study reviewed 600 of the 320,000 consumer debt litigations that
were filed in New York City Civil Court in 2006 and found that: in 93.3% of those cases the
defendant did not appear; defendants are virtually never represented by counsel; and that 80%
of the cases result in default judgments against the consumer without requisite proof to establish
the damages sought. Recognizing both the similarities and the differences of the litigation and
the arbitration processes in matters of consumer debt arbitration, the AAA offers the following
potential improvements and enhancements. With the implementation of these additional

% Available at http://www.urbanjustice.org/pdf/publications/CDP_Debt_Weight.pdf
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changes, it is the AAA’s expectation that the arbitral forum can provide an effective and
meaningful alternative to litigating consumer debt arbitrations. This point is particularly
important in light of the fact that if arbitration is no longer available for these disputes, a very
large number of small dollar claims will be filed in our already overburdened courts. The
AAA’s position is that each one of the following issues is critical to the administration of debt
collection, and that each must be further considered and improvements implemented before
additional debt collection arbitrations should proceed.

A. Notice

One of the most difficult issues surrounding the consumer debt arbitration caseload is that
consumers rarely appear or participate in the arbitration process. As a result, the arbitration
proceeds in their absence in the same manner that a properly commenced litigation proceeds

* where a defendant does not appear. While it may be that some consumers do not participate as
a result of a conscious decision not to do so, the fact is that large numbers of consumers do not
appear in debt collection arbitrations. This raises a fair question whether the communications
regarding the commencement of the arbitration are being received and understood by the
respondents.

The AAA’s various rules provide for more informal methods of service than those used in the
context of a litigation. The rationale for this is that the parties through their contractual
agreement have consented to a more informal method of service, which saves time and money.
Consequently, the AAA’s rules provide that notice of the commencement of an arbitration can
be accomplished by serving notice by mail addressed to the party, or its representative at the last
known address, or by personal service provided that reasonable opportunity to be heard with
regard to the dispute has been granted to the party.

Notably, the AAA implemented a notice process for our debt collection arbitrations that greatly
exceeded the requirements typically contained in our rules. Specifically, we required the
claimant business party to serve the demand for arbitration in a manner that could be tracked,
with the expectation that a signature would be obtained indicating the each demand had been
received. In addition, the AAA’s first communication to the consumer respondent was sent
initially by certified mail, return receipt requested. After some time, also in an attempt to ensure
a greater number of respondents received notice of an AAA arbitration proceeding, the AAA
switched to a mailing method in which the United States Postal Service confirms the date and
time that the communication was delivered to the addressee. Even after this change, the rate of
non-appearance by the consumer remained high. The challenge, therefore, is to take appropriate
steps to deliver demands for arbitration, and other arbitration related correspondence in a
manner that is more likely to convey the importance of the documents that are being sent to
encourage participation by the consumer.
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Possible alternative steps that might be taken to address these concerns, include the following:

1. Consider a tiered method of communication for delivering initiation letters. If an initial
communication is sent by regular mail and responded to by the consumer, no additional
efforts would need to be made. However, if a letter is returned or not signed for when
sent by certified mail, we could request that the claimant must confirm the correct
address, or re-serve the individual in a manner specified for the service of process under
relevant state or federal law.

2. Require service in a manner similar to a summons and complaint in litigation. It should
be noted that this manner of services substantially increases the cost of the arbitration
and delays the process and potentially impedes the use of arbitration as an informal
method of resolving disputes.

3. Multiple methods of AAA communication should be contemplated. For example, if the
AAA’s initiating letter is sent by U.S. Postal Service with an acknowledgment of delivery,
consideration should also be given to sending duplicate initiating letters by other means
such as overnight mail or first-class mail. The claimants in these cases might also
maintain respondents’ e-mail addresses or faxes and if so, communicating via those
methods should also be attempted.

4. Careful reemphasizing of the content of the AAA communications should take place so
that consumers understand that the consequences of arbitration are serious and
significant. Communications should also be tailored so that the arbitration process will
appear less forbidding and more accessible.

B. Arbitrator Neutrality

AAA Arbitrators are carefully screened, trained and must go through a rigorous conflict of
interest and disclosure process in each AAA arbitration. Nonetheless, it is argued that an
appearance of bias might result from arbitrators hearing many cases involving the same
business party. To address those concerns, the following steps should be implemented:

1. Limits on the number of cases that an arbitrator may hear involving one particular party
should be implemented.

2. Communicate that limitation to the parties to address perceptions regarding arbitrator
neutrality.

3. To the extent permissible under applicable law, eliminate the ability of businesses to
disqualify arbitrators solely because of prior adverse rulings.

4. Automate arbitrator appointment for debt collection arbitrations so that arbitrators on
the roster of debt collection arbitrations are appointed on a random or rotating basis.
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C. Pleading and Evidentiary Standards

There are currently no specific rules regarding the documentation that is required to prove that a
particular debt is owed. As a result, some claimants provide only limited information about the
debt they claim is owed, such as a bill reflecting an outstanding balance. However, affidavits
from persons knowledgeable of the debt owed, or other evidence that the debt claimed is owed
in the amounts stated in the demands for arbitration is usually not provided. A related problem
arises out of allegations that claimants in these types of matters seek attorneys’ fees and interest
in amounts that may exceed the amounts that can be permissibly recovered under applicable
law. The following procedures are therefore suggested to address these concerns:

1. Implement supplemental requirements for consumer debt arbitrations which would
specify the documentation and supporting evidence required for demands for
arbitration.

2. Provide additional specialized arbitrator training so that arbitrators can identify and
address issues regarding the appropriate amount of interest and attorneys’ fees that may
be awarded.

3. Reinforce the need for arbitrators to be satisfied with their understanding of the
applicable law relevant to the particular case, as well as any other evidence submitted.

D. Respondents’ Defenses or Counterclaims

In cases where the consumer does participate or make an appearance where they raise the issue
that they were the victim of identity theft, or that they never contracted for the goods or service
in question, such issues can be fact-intensive and may require a sizable amount of the
arbitrator’s time to fully consider. However, the relatively limited compensation available to
arbitrators may not adequately cover the time required to fully consider those more complicated
arbitrations. The following are possible actions that can be taken to address these concerns:

1. Change the administrative fee and arbitrator compensation structure to provide
additional compensation to arbitrators in cases where defenses are raised that might
require substantially more time to consider. Require that much or all of that additional
expense be charged to the business claimant, a policy which is consistent with the AAA’s
administration of other consumer arbitrations.

In cases that are contested for reasons such as identity theft, provide a hearing process
that accommodates these more factually complex disputes.

E. Arbitrator Training and Recruitment
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The AAA maintains a highly qualified and experienced roster of arbitrators who participate in
ongoing professional training and education. Arbitrators serving on consumer debt collection
cases also receive additional orientation specific to this type of case. Given AAA’s brief
experience with this particular caseload, we would substantially boost the orientation and
training of consumer debt collection arbitrators to ensure focus on the important peculiarities of
these cases. The following are the types of issues that would be included in arbitrator training.

1. Substantive law regarding consumer protection statutes and other applicable laws that
are common to consumer debt arbitrations.

The AAA’s procedures for consumer debt arbitration, including evidentiary standards.
Notice issues,

Identity theft issues.

Interest and attorneys’ fees, and the extent that they can be awarded in consumer debt

arbitrations.

A Sl

F. Creation of a Consumer Debt Protocol Committee

Similar to the group that was convened to create the Consumer Due Process Protocol, the AAA
recommends that a committee of individuals with expertise in the area of consumer debt and
arbitration be convened to discuss the matters raised in this testimony and to determine whether
these suggestions are viable. We believe that a platform of fair-play standards and safeguards
can be arrived at by consensus and collaboration, as evidenced by our previous experience with
such standards. Having such procedural safeguards in place will enhance consumer and legal
community confidence in the fairness of the process.

G. Continued Publication of Results

The AAA currently miaintains a database accessible to the public on our website of all consumer
arbitrations of all types conducted nationwide by the AAA. This should continue as an
expression of transparency and a source of information for parties subject to disputes. Also, the
previously referenced Searle Institute study is an example of valuable insight to be gained
through research by reputable, non-partisan organizations and individuals. The Searle Center
plans additional studies in the area of consumer debt arbitration, which should provide
additional valuable insight.

IV. Cenclusion

The AAA appreciates the opportunity to present our thoughts and suggestions on consumer
debt arbitration today. Based on our over.83 years of experience, and our recent experience with
consumer debt arbitration, we believe that if properly executed and designed, arbitration can
provide a prompt, effective and fair forum for the resolution of these disputes.
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Federal Trade Commission

Office of the Secretary, Room H-135 (Annex A)
600 Pennsylvania Avenue, N.W.

‘Washington, D.C. 20580

Re: Debt Collection Roundtable - Comment, Project No. P094806
Dear Secretary:

The U.S. Chamber of Commerce, the world’s largest business federation representing
more than three million businesses and organizations of every size, sector, and region, is writing
to you to comment on the recent Roundtables on Debt Collection held by the FTC. The
Chamber strongly believes that pre-dispute arbitration agreements offer a valuable means of
dispute resolution that is mutually advantageous to consumers, employees, and businesses. We
support the FTC’s decision to hold regional roundtables to examine the important issues facing
consumers in debt-collection litigation and arbitration proceedings. In addition, we appreciate
the FTC’s recognition that these issues are not unique to or caused by arbitration, but are equally
if not more prevalent in the court system.

Consumers face a myriad of problems in courtroom debt-collection proceedings. For
instance, at the time that debt collectors file complaints, consumers may lack sufficient
information regarding the amount of money allegedly owed. Moreover, consumers frequently do
not receive proper notice that a debt-collection action has been initiated against them. Asa
result, consumers often do not appear in court, and creditors usually win by default. The
consumers who do participate must navigate the complex court system without an attomey and
often without knowing what evidence they should present or how to present it.

Some of the problems may not be unique to the court system, but are also alleged to be
present to some degree in arbitration proceedings. At the same time, however, the simplicity and
convenience of the arbitration process provide important advantages to consumers that the court
system cannot match. We commend the FTC for recognizing these advantages, and for
approaching these roundtables with the view that arbitration can and should be part of the
solution for consumers.

The Court Debt-Collection System

A number of media sources have picked up on problems plaguing courtroom debt-
collection proceedings. For example, the Boston Globe has reported that “the small-claims
courts have mutated into a system that often ignores individual rights and shows favoritism
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toward collectors and their lawyers.”" According to the Globe, the court debt-collection system
today is “tilted against” consumers, often with “no oversight by judicial officials.”> Moreover,
the stories of abuses that have become commonplace in court were described by the chief justice
of the Massachusetts district court system as nothing short of “horrific.”

Combined with the fact that many consumers do owe money to the creditors who bring
these actions, the result is that consumers virtually never win debt collection actions in court.*
According to preliminary results from an ongoing study by the Searle Civil Justice Institute,
“business claimants bringing debt collection cases [in court] won some relief in 99.7% of the
cases going to judgment, and in those cases were awarded 99.5% of the amount sought.”®

As extensively discussed during the roundtables, a number of issues have contributed to
the present state of affairs in courtroom debt-collection proceedings. Unfortunately, the
problems in court are unlikely to go away. As the Boston Globe reported, small claims cases in
Massachusetts are rising while “court budgets have been slashed and court staff reduced by 14
percent.”® Court officials admit that “there’s barely time to get through the docket” as things
currently stand, “much less attend to the considerations behind each claim.”” And Massachusetts
is not alone: the New York Times recently reported that at least 25 state court systems are
suffering from budget shortfalls in a crisis that will require “court cutbacks and fee increases.”®

Arbitration and Consumers

Some allege that the problems plaguing debt collection proceedings are not unique to the
court system, but may also occur to some degree in arbitration as well. But to the extent that
issues exist, they largely stem from the nature of debt collection itself.

There have been recent, troublesome allegations brought against one provider of debt
collection arbitrations, the National Arbitration Forum (NAF). According to a suit filed by the
Minnesota Attorney General, NAF had undisclosed ties to the debt collection industry, leading
some to question whether proceedings before that forum reflect an appearance of impropriety.
But this particular issue has now been resolved: as part of a settlement with the Minnesota
Attorney General, the NAF has agreed to stop administering consumer debt-collection
arbitrations altogether. :

Dignity Faces a Steamroller: Small-Claims Proceedings Ignore Rights, Tilt To
Collectors, BOSTON GLOBE, July 31, 2006.
Id
Id
Id
“Arbitration or Arbitrary: The Misuse of Mandatory Arbitration to Collect Consumer
Debts: Hearing Before the Domestic Policy Subcomm. of the Oversight & Government
Reform Comm., 111th Cong. 1 (2009) (statement of Christopher R. Drahozal, Professor
of Law, University of Kansas School of Law).
) Dignity Faces a Steamroller, supra note 1.

Id.
8 John Schwartz, Pinched Courts Push To Collect Fees and Fines, N.Y. TIMES, Apr. 6,
2009.
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Of course, no system is perfect. But arbitration provides benefits to consumers that our
civil court system does not. For example, unlike court proceedings, a consumer usually has the
choice to conduct his or her arbitration over the phone or “on the papers,” which saves the
consumer from having to take any days off from work to resolve the dispute.

Further, arbitration’s streamlined procedures with regard to discovery and evidence are
navigable by ordinary consumers. While it is exceedingly difficult for consumers with modest
claims to secure an attorney for litigation—effectively barring them from the complex and
expensive procedures of our court system—consumer arbitration procedures are designed to
enable consumers to effectively participate even without an attorey.

Arbitration also takes a great deal of pressure off of the clogged court system. While
budget shortfalls are leading many states to cut court services and raise fees, businesses usually
foot the bill for most if not all of the cost of a consumer arbitration. Not only are the pressures
on the court system eased by the availability of arbitration, non-profit forums like the leading
American Arbitration Association (AAA) do not have the same financial and time pressures that
have led courts to give less attention to consumers in each of the massive number of debt
collection claims filling the court system.

These same benefits work to the advantage of consumers in arbitration claims that they
initiate themselves, not just in debt-collection claims in which they are defendants. Primary
among these benefits is the simplicity of the arbitration process. For example, to initiate a claim
under the AAA’s rules, a consumer claimant is asked to (1) briefly explain the dispute; (2)
provide the names and addresses of the consumer and the business; (3) specify the amount of
money at issue; and (4) describe the relief the consumer wants. These requirements are less
stringent than required in courts of general jurisdiction, and individuals can navigate them
without an attorney. ’

The AAA has also instituted its landmark Consumer Due Process Protocol, which
prescribes a number of procedural protections that ensure that consumers involved in an
arbitration before the AAA get a fair shake. Moreover, the AAA caps the amount of fees that
consumers may have to pay at only $125 in claims alleging up to $10,000 in damages.” The
Supreme Court, too, has ensured that an arbitration a§reement may not be enforced if it will
force a consumer to pay excessive costs to arbitrate.!

American Arbitration Association, Supplementary Procedures for Consumer Related
Disputes § C-8, available at hitp://www.adr.org/sp.asp?id=22014. If the consumer is
pursuing a claim of between $10,000 and $75,000, the consumer’s arbitration costs are
capped at only $375. Id.
10 Green Tree Fin. Corp.-Ala. v. Randolph, 531 U.S. 79 (2000). The availability of court
review for fairness does not solely extend to the costs setting: the Supreme Court has
interpreted the Federal Arbitration Act (FAA) to permit anyonme to challenge an
arbitration agreement if that challenge is based on generally applicable state contract law.
Applying this standard, courts around the country routinely apply state legal principles to
strike down arbitration agreements that do not provide consumers with fair notice or fair
procedures.

3
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Finally, arbitration is much faster than litigation. Even if consumers are able to overcome
the many obstacles presented by the court process, such as motions to dismiss and summary
judgment, they may wait many years to receive a decision. By contrast, most arbitrations last
only a matter of months before a consumer is able to get a determination on the merits.!!

Given the many benefits for consumers that are available in arbitration, it is thus
unsurprising that the Searle Center recently found that consumers win a majority of cases that
they bring against businesses in arbitration.”? Because of the difficulty of obtaining an attorney
without the promise of a large damages award, many of those consumers would likely have been
unable even to pursue their claims in court if arbitration were unavailable.

The Path Forward

Debt collection proceedings present a number of challenges regardless of the forum, and
the FTC’s regional roundtables could not come at a better time. The present economic crisis has
left many consumers in heavy debt and our nation’s courts at the breaking point. At the same -
time, it is clear that the vast majority of consumers do indeed owe the debts claimed. There
must be a mechanism for the collection of those debts.

‘We believe that while no system is perfect, arbitration provides benefits for both
consumers and our overburdened courts. Any productive approach to the issues raised in the
regional roundtables must incorporate arbitration as part of the solution.

In its testimony at the Chicago Roundtable, the AAA proposed convening a “Consumer
Debt Protocol Committee™ that would recommend specific procedural safeguards to protect the
due process rights of consumers in arbitration debt collection proceedings. The AAA’s previous
success in bringing together a broad and inclusive coalition to develop its well-regarded
Consumer Due Process Protocol would serve as the model for this new Committee. Under the
AAA’s proposal, this new working group will address due process issues that are unique to debt
collection claims, including notice, arbitrator neutrality, pleading and evidentiary standards,
respondent defenses and counterclaims, and arbitrator training and recruitment.

The U.S. Chamber of Commerce strongly supports the AAA’s proposal. We believe that
it provides an effective path forward that will preserve the benefits of arbitration while
addressing the unique problems inherent to debt collection proceedings.

Sincerely,

R. Bruce Josten

Searle Civil Justice Institute, Consumer Arbitration Before the American Arbitration
Association: Preliminary Report xiii (March 2009) (“The average time from filing to
final award for the consumer arbitrations studied was 6.9 months.”)
Id. (reporting that in the AAA arbitrations studied, “[cJonsumers won some relief in
53.3% of the cases they filed and recovered an average of $19,255™)

4
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Chairman Cohen, Ranking Member Franks, and Members of the Subcommittee:
I am pleased to submit this statement for the record on the use of arbitration to resolve consumer
and employment disputes. 1am the John M. Rounds Professor of Law at the University of
Kansas School of Law, and the Chair of the Consumer Arbitration Task Force of the Searle Civil
Justice Institute. I also am an Associate Reporter for the Restatement, Third, of the U.S. Law of
International Commercial Arbitration, and have written extensively on the law and economics of
arbitration.

L. Overview

This statement provides an update on the Searle Civil Justice Institute’s ongoing study of
consumer arbitrations administered by the American Arbitration Association (AAA). The next
phase of the study will seek to compare outcomes of debt collection arbitrations administered by
the AAA to outcomes of debt collection cases in court.! Focusing on debt collection cases
enables us to analyze roughly comparable cases in arbitration and in court.> We hope to issue a
report on this phase of the study within the next month or two. Some preliminary findings are as
follows:

¢ Inasample of AAA arbitrations brought to recover amounts allegedly owed by
consumers, creditors won some relief in 86.2% of awarded cases, and in those cases were
awarded an average of 92.9% of the amount sought.

* By comparison, in a sample of student loan collection actions brought on behalf of the
federal government in federal court, the government (i.e., the creditor) won some relief in
99.7% of the cases going to judgment, and in those cases was awarded 99.3% of the
amount sought. :

¢ Similarly, in a sample of debt collection actions in Oklahoma state courts, creditors won
some relief in 99.3% of cases secking less than $10,000 and going to judgment and 100%
of small claims going to judgment. In the cases seeking less than $10,000, prevailing
creditors were awarded 99.5% of the amount sought; in small claims cases, prevailing
creditors were awarded 96.2% of the amount sought.

t In July 2009, the AAA announced a moratorium on its administration of most types of debt collection

arbitrations. Amerjican Arbitration Association, Notice on Consumer Debt Collection Arbitrations, available at
hitp://www.adr.org/sp.asp?id=36427 (last visited Sept. 13, 2009). The AAA’s announcement came after the
National Arbitration Forum announced that it was permanently ceasing to administer new consumer arbitrations, in
settlement of a lawsuit brought by the Minnesota Attorney General alleging fraud and deceptive practices. Consent
Judgment, [ 3, Minnesota v, National Arbitration Forum, Inc., No, 27-CV-09-18559 (Minn. Dist. Ct. July 17, 2009),
available at http://pubcit.typepad.com/files/nafconsentdecree.pdf. The debt collection cases we studied were
resolved prior to the AAA’s moratorium.

Moreover, the most commonly cited evidence of asserted bias in consumer arbitrations comes from a study
of debt collection arbitrations. See Public Citizen, The Arbitration Trap: How Credit Card Companies Ensnare
Consumers (Sept. 27, 2007), available at http://www citizen.org/documents/ArbitrationTrap.pdf (studying
arbitrations administered by the National Arbitration Forum). We have not studied arbitrations administered by the
NAF, and offer no opinions on those arbitrations.
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IL. Creditors in AAA Consumer Arbitrations: Summary of Results from the
Searle Study

In March 2009, the Consumer Arbitration Task Force of the Searle Civil Justice Institute
- of which I serve as chair — released a Preliminary Report on Consumer Arbitration Before the
American Arbitration Association.® 1 discussed the results of the first phase of the Searle study
at a hearing of this Subcommittee on May 35, 2009.*

The primary dataset studied by the Task Force consists of 301 AAA consumer
arbitrations that were closed by an award between April and December 2007.° (The focus on
cases closed by an award during this time period is based on the availability of the original case
files.) Just under twenty percent (58 of 301, or 19.3%) of the cases in the sample involved debt
collection cases brought by businesses against consumers.® Cteditor claimants in the AAA
arbitrations studied won some relief in 86.2% of the awarded cases, and the prevailing creditor
recovered an average of 92.9% of the amount claimed. By comparison, consumers won some
relief in 53.3% of the cases they filed, and prevailing consumer claimants recovered an average
of 52.1% of the amount claimed.

These numbers do not in themselves show that arbitration is a biased means of resolving
consumer disputes. Despite suggestions to the contrary, a high win-rate for business claimants
by itself does not show bias. The win-rate is only meaningful in comparison to some baseline.
A fifty percent win-rate for claimants may be extremely high if claimants bringing similar claims
tend to win at a lower rate in court, or extremely low if claimants bringing similar claims tend to
win at a higher rate in court. The same is true of a ninety-percent win-rate or even a ninety-nine
percent win-rate.

Nor does comparing the win-rates of business claimants to the win-rates of consumer
claimants provide evidence of bias in arbitration. As we explained in our Preliminary Report,
the differing success rates for business claimants and consumer claimants appear to result from
two factors, neither of which is evidence of bias.” First, the types of claims businesses in our

3 Searle Civil Justice Institute, Consumer Arbitration Before the American Arbitration Association (Mar.
2009), available at www searlearbitration.org.
4 Statement of Christopher R. Drahozal, Hearing on the Federal Arbitration Act: Is the Credit Card Industry
Using it to Quash Legal Claims?, Subcommittee on Commercial and Administrative Law, House Committee on the
Judiciary, 111" Cong., 1% Sess. (May 5, 2009), available at
http:/fjudiciary.house.gov/hearings/pdf/Drahozal090505.pdf.
s Beginning in fall 2007, the AAA administered a number of arbitrations brought by a single buyer of
consumer debt. Those cases were not covered by the Preliminary Report because no awards were issued until 2008
and insufficient data was available on those cases. We are currently in the process of studying the procedures and
outcomes in those cases, and will report our findings when they become available.
é The Preliminary Report distinguished between claims brought by consumers and claims brought by
businesses, and presented its results on that basis. To enhance the comparability of the AAA arbitration cases to the
debt collection cases in court, we restricted our sample by excluding three AAA consumer arbitrations that likely
should not be classified as involving debt collection. Accordingly, the number of AAA consumer arbitrations in the
sample is fifty-eight instead of sixty-one.

Searle Civil Justice Institute, supra note 3, at 70,
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sample brought differed from the types of claims consumers brought. Businesses tended to bring
claims for amounts they were owed for services already rendered. In such cases, the business
faces fewer hurdles to establishing liability, and, when it does so, the amount it should be
awarded is relatively easy to calculate and prove. Consumers tended to bring claims alleging
delivery of defective goods or improper performance of services. Such cases tend to present
more difficult questions of proving both liability and damages. Accordingly, consumers tend to
win less often in cases that make it to an award, and, when they do win, tend to recover a lower
percentage of the damages they seek. Second, a number of business claims were resolved on an
ex parte basis, because the consumer failed to respond to the demand for arbitration.®
Conversely, the business respondent appeared in every case brought by a consumer. The greater
number of defaults is another important factor in explaining the higher success rate of business
claimants.

Instead, the proper comparison is between outcomes in cases in arbitration and outcomes
in similar cases in court. In the next phase of the Searle study we are seeking to undertake such a
comparison. Some preliminary results of that inquiry are reported in Part III of this statement.

III. Creditors in Court: Preliminary Results

As noted above, the next phase of the Searle study is seeking to compare outcomes in the
AAA debt collection arbitrations we studied to outcomes in similar court cases. That phase is
underway, and we are able to report some preliminary results. These results are preliminary; that
is, they are subject to further analysis and review. Although we do not expect them to change
significantly, that remains a possibility. We also will be considering data from other courts than
those described below, which may or may not give similar results. Nonetheless, the data below
provide some insights into the outcomes of debt collection cases in court.

A. Federal Court Student Loan Collection Cases

Data on federal court cases compiled by the Administrative Office of the U.S. Courts are
* widely used by researchers studying court outcomes. Included in the dataset are cases brought
by the federal government to recover amounts owed on unpaid student loans. In those cases, a
creditor (i.e., the federal government) is seeking to recover an amount (averaging just over
$17,000) allegedly owed by a consumer. The cases are debt collection cases in federal court
seeking an amount similar to the amount sought in-the AAA consumer cases we studied.

‘We examined all federal court cases terminated between late 2006 and late 2007, the
most recent period for which data is available, coded as involving unpaid student loans. Our
sample consists of those cases in which a prevailing party and some amount demanded were
recorded in the dataset, so that we could calculate win-rates and the percentage of the amount

§ Of the fifty-eight debt collection arbitrations brought by creditors, twenty-two (or 37.9%) were resolved on

an ex parte basis — i.e., without the consumer appearing in the case.
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demanded that was recovered by a prevailing plaintiff.9 To correct obvious coding errors in the
data, we examined federal court docket sheets available on Westlaw, and, when necessary, the
original court files using PACER.

Of the 382 cases in the sample, 286 (or 74.9%) were resolved by default judgment, and
84 (or 22.0%) by consent judgment. Another 11 cases were adjudicated by pretrial motion
(usually on summary judgment); the government won all 11 of those cases. No case made it to
trial, by jury or by judge. In only one case did the defendant prevail.10 Overall, then, excluding
consent judgments, the government as creditor won in 297 out of 298 cases (99.7%), with 286
(or 96.0%) of those cases consisting of default judgments.

Moreover, the government was awarded the entire amount sought (or more) in 96.6%
(285 of 295") of the cases in which it prevailed. Overall, the government was awarded an
average of 99.3% of the amount it sought.

B. Oklahoma State Court Cases

The vast majority of debt collection cases are brought in state court, rather than federal
court.'? Unfortunately, systematic data from state courts are much less available. As part of the
next phase of the Searle study, we collected data from a random sample of court files from cases
in Oklahoma district courts for which complete case filings are available online.'® The sample
consists of 419 cases seeking less than $10,000 and 330 small claims cases filed in Oklahoma
district courts and closed between March 31, 2007, and December 31, 2007 (the dates covered by
our AAA consumer arbitration sample).

Of the 419 cases brought by creditors seeking less than $10,000,14 over two-thirds (282
of 419, or 67.3%) resulted in a default judgment in favor of the creditor. In one case, a default
judgment in favor of the creditor was vacated and the case resolved in favor of the consumer.

s Because the cases all involved claims for unpaid loans, the amount sought likely is specified in the

complaint filed in the case. We have no reason to believe that our focus on those cases in which the amount
demanded was coded as a non-zero amount biases our results in any way.

e In that case, the court originally entered a default judgment against the consumer. Later, the default
judgment was vacated and the case was dismissed, based on the parties’ agreement that the consumer was not liable
for the debt. Arguably, the case should not have beenincluded in the sample at all, because the case was terminated
in 2008, rather than in the sample period.

u Data on the amount recovered were missing in two of the cases. In a number of the cases, the damages
awarded exceeded the amount claimed, almost always because interest continued to accrue while the case was
pending. In all of those cases, the creditor recovered the full amount of principal sought, and so accordingly we
capped the recovery at 100% of the amount claimed.

2 Federal Trade Commission, Collecting Consumer Debts: The Challenges of Change 55 (Feb. 2009).

B A number of states permit online access to court filings. Oklahoma courts are unusual, if not unique, in
that they permit a user to search for cases closed in particular months or years. The sole reason we chose Oklahoma
courts to study was the ability to search court files online in such a manner.

! The majority of the creditor claims (245 of 419, or 58.5%) were brought by a party other than the original
creditor, either a debt collection agency or debt buyer. This is not surprising, because Oklahoma law precludes such
parties from suing in small claims court. 12 Okla. Stat. § 1751(B) (‘“No action may be brought under the small
claims procedure by any collection agency, collection agent, or assignee of a claim ....™").
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Just over a quarter (105 of 419, or 25.1%) were dismissed (usually either because of a settlement
or for inability to serve process, although it is difficult to be certain). An additional twenty-two
cases (5.3% of the sample) resulted in agreed awards in favor of the creditor. Nine cases were
decided on summary judgment; in eight of those cases the creditor prevailed. No case made it to
trial, by jury or by judge. Of the cases that made it to judgment (including the case in which a
default judgment was vacated), the creditor prevailed 99.3% (290 of 292) of the time,'® with
96.6% (282 of 292) of those judgments entered by default. The prevailing creditor was awarded
at least 100% of the amount of damages claimed 98.6% (284 of 288 cases) of the time. '
Overall, prevailing creditors.were awarded on average 99.5% of the amount they sought.

Of the 330 small claims cases brought by creditors, more than half (173 of 330, or
52.4%) resulted in a default judgment in favor of the creditor. Roughly a quarter (84 of 330, or
25.5%) were dismissed (usually either because of a settlement or for inability to serve process,
although again it is difficult to be certain). An additional fifty-four cases (16.4% of the sample)
resulted in agreed awards in favor of the creditor. Eighteen cases were decided at a hearing; the
creditor prevailed in all of those cases. Of the cases that made it to judgment, the creditor
prevailed in every one (191 of 191, or 100.0%), with 90.6% (173 of 191) of those judgments
entered by default. The prevailing creditor was awarded at least 100% of the amount of damages
claimed 87.4% (167 of 191 cases) of the time. Overall, prevailing creditors were awarded on
average 96.2% of the amount they sought.

IV. Limitations and Conclusions

‘While the empirical results presented in the Searle study are the most comprehensive
available, the study nonetheless has limitations. First, its findings on arbitration are limited to
AAA consumer arbitration. Empirical results from studying AAA consumer arbitration do not
necessarily apply to other arbitration providers. That said, in setting national policy concerning
arbitration, information on consumer arbitrations administered by the AAA, a leading provider of
arbitration services, certainly is necessary for making an informed decision. Second, our
preliminary findings on debt collection actions in court are, as stated, preliminary, and are
limited to particular types of claims and specific courts. The study is ongoing: we are continuing
to examine other courts and other types of claims, and any additional findings may vary. Third,
cases are not selected into arbitration randomly; thus, finding truly comparable cases between
court and arbitration is extremely difficult.

Despite these limitations, the preliminary findings nonetheless appear to be inconsistent
with the argument that high win-rates for businesses in debt collection arbitrations show that
arbitration is biased in favor of those businesses. Instead, the win-rates, while high in absolute

15 Because of corrections to the data coding, some of these numbers differ slightly from those reported in my

July testimony before the Subcommittee on Domestic Policy of the House Oversight Committee. None of the
changes is material.

16 In two of the cases, the judgment document was not available in the online database. In a number of the
cases, the damages awarded were more than the amount claimed, almost always because interest continued to accrue
while the case was pending. In all of those cases, the creditor recovered the full amount of principal sought, and so
accordingly we capped the recovery at 100% of the amount claimed.
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terms and higher than win-rates for claims brought by consumers in arbitration, appear similar to
win-rates for comparable claims brought in court. Thus, while the findings are only preliminary,
they nonetheless suggest that business win-rates in debt collection cases may be due to the types
of claims being brought and not to the venue in which they are adjudicated.
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L. Statement of Interest

Thank you for this opportunity to submit comments /n sfrong support of the use of Alternative
Dispute Resolution (“ADR”) in employment, and of the use of mediation and arbitration generally as
effective alternatives to litigation, and in opposition to H.R. 1020, “The Arbitration Fairness Act.”

My name is Mark A. de Bemardo, and I am the Executive Director and President of the Council
for Employment Law Equity (“CELE™), as well as a senior Partner at the law firm of Jackson Lewis.
Among other activities on the ADR issue, [ have authored four amicus curiae briefs in support of ADR,
and have drafted ADR policies, conducted audits of ADR programs, testified before the U.S. Congress
several times in support of ADR, and/or advised employers on ADR issues for more than 20 years. Itis
my firm and unequivocal belief that the use of ADR is both pro-employer and pro-employee and — when
implemented appropriately — is a tremendous asset to both employee relations and our jurisprudence
system.

The Council for Employment Law Equity is a non-profit coalition of major employers
committed to the highest standards of fair, effective, and appropriate employment practices. The CELE
advocates such employment practices to the employer community; before the judicial, legislative, and
executive branches of government; and to the public at-large.

Among other activities, the Council for Employment Law Equity has filed amicus curiae briefs
on numerous occasions to the U.S. Supreme Court, including twice on ADR issues, and to other federal
and state courts and the National Labor Relations Board; has filed comments during rule-making to the
Department of Labor, the Department of Health and Human Services, the Office of Management and
Budget, and the Government Services Administration; and has been active on policy-making issues
before the American Bar Association’s House of Delegates.

The CELE regularly attempts to positively and constructively influence the consideration of
national policy issues of importance to the employer community. ADR is one such issue.

Jackson Lewis also has a long and proud record of support for effective and equitable ADR
programs as an alternative to costly, time-consuming, deleterious, and relationship-destructive litigation.
Like organized labor, which has long embraced binding arbitration as a foundation of union
representation, my law firm is highly supportive of ADR — and its impacts of less litigation and less
legal fees — because it is what is best for many of our clients — and for their employees — and because it
is the right thing to do.

Jackson Lewis is a national law firm of more than 565 lawyers in 43 offices, all of whom are
dedicated exclusively to the representation of management on labor and employment issues. No law
firm has had as extensive or prominent a labor practice as has Jackson Lewis over the past 50 years, and
it is highly unlikely that any firm has as much experience or expertise on ADR issues. In addition,
Jackson Lewis has the highest concentration of employment lawyers in such major markets as the New
York, Washington, and Los Angeles metropolitan areas.
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_2.

Clearly, the CELE in particular, and the employer community in general, has a very strong
interest in any initiative, such as H.R. 1020, which would so drastically undermine the use of Alternative
Dispute Resolution programs in employment. Tam here today to provide real-world context.

On behalf of the CELE, 1 can assure you that we are equally committed to helping ensure
fairness in our arbitration and ADR systems for employees and employers alike.

II. Summary of Position

The seminal question is: Should employers and employees be able to engage in mediation and
mandatory binding arbitration of employment disputes as an alternative to litigation?

The seminal answer is: Absolutely. ADR in employment programs are flourishing, and when
implemented appropriately, are decisively in employees’ best interests... and yet H.R. 1020 would
effectively deny this option to employers and employees.

It is hard to imagine a more sweeping — and devastating — blow to mandatory binding arbitration
that H.R. 1020’s language:

(b) No predispute arbitration agreement shall be valid or enforceable if
it requires arbitration of —

H an employment, consumer, or franchise dispute. .."
H.R. 1020 would effectively end arbitration in America.

ADR - a common, useful, positive, pro-active, timely, effective and cost-effective tool for
making employers betfer employers and giving employees favorable resolution of their workplace
problems — would essentially be eliminated from the American employment landscape after more than
80 years of sustained growth and success.” Many would lose if HR. 1020 were enacted; very few would
gain.

Why is preservation of ADR in employment critically important?

The use of Alternative Dispute Resolution in employment is common and increasing as a means
of avoiding litigation, addressing more employee issues, and resolving more amicably these concerns.
Given the costs, delays, and divisiveness of employment litigation, a more sensible and conciliatory

option is preferable for employers and their employees. The net result of the use of ADR is:

(H More employee complaints received and resolved;

! Section 4(4)(b)(1) of ILR, 1020 — “Validily and enforceabilily.”

% The Federal Arhitration Act (Chapler 1, Title 9, Uniled Slates Code) was enacled by Congress in 1925 Lo promole
arbilration as an allernative (o litigation, and to “avoid the expense and delay of litigation” 8. Rep. No. 68-536, at 3 (1924).
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2) Employee complaints resolved sooner and with less
tension;

3) Less turnover/more likely and more favorable preservation
of employment relationships;

4) Improved morale;

5 More effective communication, and enhanced constructive
input by employees into their companies; and

(6) Better workplaces.

Frankly, I am absolutely convinced that appropriate ADR-in-employment programs — as they are
currently in use — are fair, do have the requisite safeguards, and are not commonly subject to abuse.

However, if there are reforms which are necessary and appropriate, certainly they should be
considered, and the CELE would support and welcome such reforms.

What is not needed is the wholesale and retroactive dismantling of common, effective, and
widespread ADR programs that work... and work well. The cost to employees and employers, and to
the interests of justice and sound employee relations, would be enormous and extremely destructive.

. Summary of Advantages of ADR for Emplovees

The most effective — and utilized — Alternative Dispute Resolution programs are the ones in
which employees “buy into” the program and recognize the distinct advantages to the individual. The
advantages of ADR — for employees — include:

1) A faster resolution of problems — Justice delayed is justice denied, and
employment-related litigation now takes, on average, more than two years to
resolve;”

) A simpler, more focused, more confidential, and more dignified process —
Litigation is war, and who wants to go to war, particularly with the outcome so
uncertain?;

3 Less disruption to career and personal life — One of the advantages of ADR is
the vastly increased chances for amicable resolution of an employment problem —
the goal is to keep the employee in his or her job, and to do so in a way that the

® For example, the averape lime 1o tesolve civil ¢
D g vil Trial (e
bispubs

s 1in sfafe courts was 24.2 months in 2001, according (o the U.S.

es and Verdicts in Large Counties, 2001 at 8, available at

leoipdl The backlog and delay in the federal courls [or civil cases is even preater.
In fiscal year 2006 alone, 259,000 civil s were filed in U8, District Courts, continuing the dramatic trend upwards.
Fiscal Year 2000 Caseloads Remain at High Levels, TITE TITIRD BRANCIT: NEWSTETTER OF TTIE FEDERAL
COURTS (March 2007), available at kins/www.iscouris. gov/ U/ 200703 Andexbiml.
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4.

employee is happier and more productive. Litigation is a destroyer of the
employment relationship; ADR is a preserver of the employment relationship;

) Peace of mind — ADR helps “diffuse™ employee issues and concerns — before
they heat up and “come to a boil.” With earlier intervention and correction, small
problems do not build into big problems, and there is less psychological “wear
and tear “ all the way around;

(5) The same range of remedies and higher awards — ADR provides the very same
remedies to an aggrieved employee as litigation, and monetary damages are not

only awarded to the employee faster than in litigation, they are awarded on just as
broad a basis and at higher levels than in litigation.4 No financial remedy is
waived by participation in the ADR process;

(6) The same decision-making process — Formal arbitration under an ADR program
has essentially the same decision-making process as traditional litigation. The
arbitrator is neutral, trained, and experienced, unaffiliated with either party, and
acts very much like a judge.” Moreover, the decisions of the arbitrator are final
and binding on both parties;

(7 A better chance of prevailing — Employees have a 63-percent chance of
prevailing in employment arbitration, but only a 43-percent chance of prevailing
in employment litigation.® Thus, employees have nearly a 50-percent better
chance in arbitration than in court. This includes employment cases dismissed on
Motions for Summary Judgment. Even excluding those cases dismissed,
employees are more likely to prevail in arbitration than trials that are litigated to
decision — 63-t0-57 percent.” Furthermore, nearly one-quarter (24.9 percent) of
the employment cases arbitrated by the American Arbitration Association would
not survive Motions for Summary Judgment, based on those arbitrations which do
go to trial and are dismissed.® Thus, if you are an employee with a grievance, you

* The median award for employees who prevail in arbitration and in court is very similar ~ $63,120 for arbilrations and
$68,737 for trials, See Theodore Fisenberg and Elizabeth Hill, Employment Arbitration and Litigation: An Empirical
Comparison, 2003 Pub. 11, & Legal Theory Res. Paper Series 1, 14 available at hitp://papers.sstn.comycol 3/papers.crm?
abstract id—-389780. Tn fact, given that in all but the relatively few pro se cases, the employee must subtract attorneys” fees
and costs [Tom his or her award in litigation, most employees in employment arbitrations actually lare susch betler financially
than in courl.

*Tn fael, based on my legal practice of 28 years and experience as a senior Parlner al a major law firm, T have absolutely no
doubt that arbitrators are, in peneral, much more consistently and predictably neutral and balanced than judges are. Is there a
difterence between a Reagan-appointed judge and a Clinton-appointed judge? Vs, there is. The range of judicial
philosophies is even preater at the state level. Going to court is the real crap shoot; going to arbitration is much more likely
to achicve a fair and unbiased resolution

¢ See Theodore Tiscnherg, supra, note 4.
7 See id.

¥ See id.
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have a better chance of winning,9 virtually no chance of being dismissed, and a
higher median award ! if you go to binding arbitration than litigation — and, in
most cases, you do not have to split that award with a plaintiffs’ lawyer; and

(8) More problems raised and resolved — An effective ADR program significantly
increases the number of employee complaints, and that is better for everyone.
More problems raised, more problems addressed, more problems resolved —
quickly, efficiently. and cost-effectively — means better employer-employee
relations, better morale, better employee retention, and a more productive and
enthusiastic workforce.

Iv. Summary of Advautages of ADR Programs Overall

Alternative Dispute Resolution programs in employment have multiple, substantial benefits to
both employers and employees:

o Issues are resolved sooner — The delays of litigation — motions, discovery,
appeals, and an overall backlogged and cumbersome legal process — are avoided
in favor of a short, simple, streamlined process which yields final determinations
with a quick turnaround;

¢ More grievances are addressed — Given the option of an easily accessible, less
confrontational, less time-consuming, and relatively cost-free means of raising
workplace grievances, employees are more likely to raise issues at a company
with an ADR program than they would in litigation — if they even could (the
overwhelming majority of employment issues addressed in arbitration would
never be litigated because of the relative inaccessibility of the legal process, the
reluctance of plaintiffs’ attorneys'' to take on cases for which only modest
recovery would be “best-case” foreseeable, courts’ procedural rules disqualifying
matters of relatively minor controversy, and/or employers® high success rate for
prevailing on Motions to Dismiss and Motions for Summary Judgment;

? In e, beyond the low success rate ol plaintifls in court decisions, most plaintifly’ claims are dismissed on motions, One
study of more than 3,400 employment discrimination ¢ in federal courts in which a definitive judgment was reached
Tound that 60 percent were dispensed of by pre-trial motions, with employers the victors in 98 percent ol those decisions.
Lewis Maltby, Emplovment Arbitration: Is It Really Second-Class Justice?, Dispule Resolulion Mapazine, 23-24 (Fall 1999).

' Thig s furlher confirmed by research by Lhe National Workrights Tnstitute which found that, consistent with (he Eisenberg

study supra. nofe 4, employment arbitration provides Aigher median awards than emplovment litigation - $100,000 for
arbitration; $95,554 for litigation, Employment Arbitration. What Does the Data Show? The National Waorkriglhts Institute,
available at htpy/rwww. workriphts.orp/current/cd-arhitration. htm

" The minimum damages required (o sustain employment liligation is $75,000, according Lo the National Workrights
Tnstitute. See id. Tn fact, the NWT found that in those cases with a stated demand, the majority (54 pereent) were for a stated
demand that was less than S75,000, More than a quarter involved demands [or less than $25,000. Lewis L. Maliby,
Arbitrating Lmployment Disputes: The Promise and the Peril in Avbitration and Lmployment Disputes, 530. (Danicl .
O’'Meara ed., 2005). The bollom line is that more than fwice as many employees can access the arbitration system than can
aceess the courl system because of the dollar threshold of their claims alone.
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¢ Inappropriate workplace practices are more likelv to be corrected — With
issue determinations being made by credible and objective third parties who are

trained in arbitration, knowledgeable about the legal process, and carefully
selected because of their expertise in the issues and their lack of bias, intervention
into — and correction of — employment practices and/or manager misconduct
which may be inappropriate is achieved more frequently, more effectively, and
more expeditiously;

e ADR is less disruptive and distractive than litigation — Since issues pet
resolved in a timely and decisive manner,'* with a minimum commitment of time
and resources, and ADR process is infinitely Jess disruptive and distracting vis-a-
vis the more formal, costly, protracted, and combative legal process in our courts;

¢ ADR is more cost-effective than litigation — The most effective Alternative
Dispute Resolution programs are mandatory and are binding on all parties. No
long, drawn-out legal battles. No litigation. No appeals. No excessive litigation
costs and legal fees."’ By achieving a fair, final, and early resolution, ADR is
cost-effective; and

s ADR is adjudicated by qualified and objective professionals — Arbitrators
certified by the American Arbitration Association (“AAA”), the Judicial
Arbitration & Mediation Services (“JAMS™) are highly qualified professionals
experienced in the legal process, with an established record of objectivity, and
subject-matter expertise. They are reliable, credible, committed, and readily
available through a highly developed and highly respected existing network.
These organizations have the capacity to create, and experience in creating,
specialized panels to address specific forms of arbitration — in this case, neutral
arbitrators with specific knowledge and/or expertise in employment issues.

V. Elements of an Effective ADR Program

2 One study found thal arbitrations lasted an average of 116 days, with a median of 104 days. Kirk D. Jensen, Summaries of
Empivical Studies and Survey Regarding Iow Individualy Fave in Arbitration, 60 CONSUMTIR FIN. .. . REP. 631 (2006),
citling California Dispute Resolution Institule, Consumer and Emploviment Arbitration in California: 4 Review of Website
Posted Data Pursuant (o Section 1281.96 of the Code of Civil Procedure (August 2004), available at

hipsifwwweanediare. comvedril/edsi_print Aug 6.0df. By contrast, the lifespan of an average emplovment case, according to
the Federal Judiciary Cenler, is almost two years (679.5 days) from the time of [iling until the date of resolution, Evan T.
Spelfogel, Pre-Dispute ADR Agreements Can Protect Rights of Parties and Reduce Burden on Judicial System, 71 New Y ork
State Bar Joumal No. 7, 22 (1999).

1 Ome study found that civil cases lasted between two-and-a-half and eight years to resolve depending on the nature of the
case and the jurisdiction involved. Evaluaring and Using Employer Institufed Arbitration Rules and Agreemenis in
Emplayment Discrimination and Civil Rights Actions in Federal and State Courts (ADLI-ABA Course of Study, April 28-
30} 875, 894 (1994). The backlog in the federal courts is significant — 23,000 cases had been pending in U.S, District Courts
for two-to-three years in 2006, and another 50,000 had been pending between one and two years, and this does not, of course,
include appeals and remand §. District Courts: Civil Cases Pending by Length of Time Pending (h1.4.11, available at
bitpAwww ascourts goviudicial factsligures/ 2006/ Tabie 41 Lpdl
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The CELE. and the employer community as a whole, hopes that Congress recognizes and fully
appreciates what we believe is undeniable: Arbitration is a vital and necessary component of our civil
justice system.

If H.R. 1020 is enacted, that civil justice system will be catapulted into chaos: hundreds of
thousands of arbitrations a year will be replaced by tens of thousands of new court cases;* any redress
by the vast majority of individuals currently using the arbitration process will be rendered impossible as
their claims will be abandoned and left homeless in the new judicial order;" the already overburdened
and significantly backlogged court system will be swamped by a tidal wave of new cases; and millions
of employees (and consumers) and thousands of companies now subject to contracts they voluntary
entered into that call for mediation and arbitration of disputes will have those contracts refroactively
voided — a legal nightmare!

To the extent that there are any valid concerns about ADR and the use of mandatory binding
arbitration to address and resolve employment (and other) disputes, and should these concerns warrant
Congress taking action, the most appropriate course of legislative action would be to require procedural
reforms, not to recklessly dictate that “predispute arbitration” will not be “valid or enforceable.”

One option is to look at what CELE, and many other informed professionals in the field,
commonly consider the elements of an effective ADR program, and incorporate these concepts, as
appropriate, into a bill as ADR “safeguards.”

The following are common components of model ADR-in-employment programs. With ADR —
like most employment policies — “one size™ does nof fit all. Employers typically and appropriately tailor
their ADR programs to their own company’s needs, priorities, and employee relations culture.

Nonetheless, some common elements of successful ADR-in-employment programs are:

) An “open door” policy for employees to bring concerns to their supervisors and
managers;

2) Designation of a company executive to serve as a confidential advisor — or
“ombudsman™ — should employees not want to bring a concern to their direct
supervisors or managers. ldeally, the designated advisor should have some

Y1n 2002, the American Arbitration Association alone handled more than 200,000 arbilrations. Deborah R, Ilensler, Qur
Courts, Ourselves: How the Alternative Dispute Resolution Movement is Re-Shaping Our Legal Svstem, 108 PENN. 8T. L,
RLV. 165, 167 n. 11 {2003) (citing data from 2002). If H.R. 1020 becomes law, the overwhelming majority of arbitrations
currently being conducted in the Uniled States would not occur. Many of these would be [oisted on our court system. Just
the AAA arbitrations 200,000  represent nearly 80 percent of the 259,000 cases filed in U.S. District Courts in 2006. 1f
only 20 pereent of these were litigated, that's 40,000 more civil court cases (and 160,000 individuals left out in the cold with
no lepal recourse).

15 A survey ol the plaintilTs’ bar found thal (hey agree Lo provide representation (o only live percent of the individuals who
scek out their help, Tn addition, plaintiffs” attorneys require a minimum of $60,000 provable damages, commonly request a
retainer fee up front, and typically require a payment of a contingency lee of between 33 and 40 percent of any award,
Lilizabeth Hill, Due Process at Low Cost: An Empivical Study of Emplovment Avbitration under the Auspices of the American
Arhitration Association OITIO ST, J, ON DISP. RESOL., 777 (2003). Therelore, the door is slammed shut on 95 percent
ol polential plainti(Ts in litigation, In arbitration, that number is virtually zero.
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background and training in human resources and/or dispute resolution, should be
available at a designated “employee hotline” telephone number, and should have
credibility with employees as a fair and reasonable person;

Informal mediations should be used to address concerns before they grow into
problems;

Peer review panels also can be effective because the participation of co-workers
in the process adds credibility to the evaluation and suggested resolution of
employee problems;

Management review boards sometimes serve as a “check and balance” to ensure
that employees are being treated fairly and consistently;

Binding arbitration is the seminal component of a successful ADR program.
The parties avoid litigation — with its inaccessibility, delays, costs, divisiveness,
and unpredictability — by achieving internal resolution by a neutral arbitrator
which is binding on both parties;

Legal assistance sometimes is offered by employers to their employees as well.
If an employee wants legal representation at a mediation or arbitration, employers
should permit it. Employers also should consider paying for the employee’s legal
representation — up to, for example, a $2.500 limit per employee per year;

The use of qualified arbitrators is vital. Typically, ADR programs use
independent, professional arbitrators from the American Arbitration Association,
and/or the Judicial Arbitration & Mediation Services;

The maintenance of employee confidentiality, when requested by the employee,
is critically important. Employees have to trust the ADR program to use it, and
company misuse undermines the program’s credibility, decreases its use, and
thereby helps defeat its purpose; and

A “no-retaliation” policy is helpful in this regard. Employees should know and
expect that their forwarding of a complaint will nof result in retaliation, and that
managers who do retaliate will be disciplined.

employers to enhance their ADR programs and to ensure employee acceptance and cooperation.

What would be most appropriate would be legislation that would provide incentives (such as tax
credits) to employers to voluntarily implement ADR programs with the type of safeguards and “best

practices” listed above.

What would be least appropriate would be legislation, such as H.R. 1020, that would impose a

death penalty on ADR as an employment practice.

VI.  Who Loses If H.R. 1020 Is Enacted




_9.

If the “Arbitration Faimess Act of 2007” were enacted, the sun would still come up. However,
for millions of Americans, their lives would be worse:

(4] Consumers — There would be more legal costs, more frivolous and marginal
litigation, " a greater potential for legal extortion of employers who terminate
even the most deserving employees, and credit deadbeats who intentionally leave
$1,000 balances on multiple credit cards because they believe they are unlikely to
be pursued for §1,000 because it would be irrational and cost-prohibitive. As a
consequence, the costs of products and services would be higher. Consumers
would Jose because companies would have much higher costs and be forced into
more litigation;

2) Consumers (again) — Consumers would be less likely to get their grievances
addressed once they are denied the option of arbitration because, as discussed
carlier, most plaintiffs’ attorneys are unlikely to accept litigation with only a
modest expectation of damages; N

A3) Emplovees — Due to the increased level of costly litigation, and the increased
“surrender” of some employers to frivolous or marginal claims in the name of
litigation-cost avoidance," H.R. 1020 would cost money and detract from
employers’” profitability, cost jobs, negatively affect stock prices and profit-
sharing, detract from possible salary and benefit increases, and/or curtail
expansion/capital investment. For some companies, especially smaller
businesses, enough increased litigation — the abolition of arbitration of
employment disputes would substantially increase litigation — could impact their
viability as a business entity (i.e., cause bankruptcies);

) Emplovees (again) — No mediation or arbitration means less accessibility to the
legal process, fewer issues being addressed, less likelihood of meaningful
redress/correction/improvement, more likelihood of the employment relationship
being terminated, less communication/input into workplace policies and practices,
more confrontations if they do pursue their claims in litigation; and — bottom line:
worse workplaces;

Q)] Emplovers — More cost, more litigation, more confrontation, less timely
identification of workplace problems. less opportunity for early intervention,
more turnover, worse employee relations, destruction of ADR systems that have

' For example, would companies, facing credit card defaults, litigate $500 claims? $1,500 claims? $3,000 claims? Would
not the costs of litipation make contesting such credit defanlts prohibitive? Would not some plaintiffs’ attorneys file
assembly-line complaints for every aggrieved individual who had his or her employment terminated? Why not? —Tet’s
collect my “good-bye present” — $5.000 or $10,000 or $15,000 going out the door because some small business cannot afford
the costs and time of litigation, or the potential exposure.

"7 See Lewis L. Maltby, supra, note 4.

18 Given the costs of litigalion, many imes a “win” is not a win, Typically, il can cost an employer $250,000 lo litigate a
complex employment claim to decision.
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been long-standing and well-accepted — and that work well. The costs — both in
human and financial resources — would be enormous;

(6) The Court System — More litigation, more backlog, more delays, less resolution,
dismemberment of an alternative legal process that promotes timely and less
acrimonious resolution and reduces the ever-growing pressure on our judicial
system. If arbitration were effectively banned, most of those claims would never
be addressed, but many would shift to the court system — a burden which no one,
save the plaintiffs’ bar, could afford or would appreciate;

(7 Deserving Plaintiffs — Nothing prevents an individual from pursuing his or her
claims of employment discrimination with the Equal Employment Opportunity
Commission, comparable state or local agencies, or in court. Even when subject
to mandatory binding arbitration agreements, that right cannot be waived before
or after the ADR process has been exhausted. However, without the possibility of
mediation and arbitration, the courts would get further clogged, the delays would
increase, the period from time of filing to time of decision would be lengthened,
and the entire process would work less efficiently, less effectively, and less fairly
— even for the most deserving plaintiffs;

8) Taxpavers — Substantially more of a burden on our court system would require
more judges, more staff, more facilities, more cost. Who would bear the cost?
We would; and

9) The Interests of Justice — As mentioned above, the maxim “justice delayed is
justice denied” would be underscored. No quick and painless resolutions in ADR
programs. No resolution at all in most cases. Resolution in a much longer time
period through litigation, no matter how deserving, and more delays,
confrontation, disruption of the employment relationship, uncertainty, and
investment of time and resources. Is the destruction of ADR really in employees’
interests? No, it is not.

VII. Who Wins If H.R. 1020 Is Enacted?

The obvious answer is: the plaintiffs’ bar.

The American Association for Justice, formerly the American Trial Lawyers Association, hates
arbitration — less litigation, less confrontation, less likelihood of runaway juries (multi-million-dollar
verdicts for hot-coffee cases — resulting in a country full of people drinking luke-warm coffee), less of a
weapon with which to intimidate the employer community, less damages., and — most of all — less
attorneys’ fees.

They claim everyone deserves “their day in court.” Do they? I am not so sure (those who
misuse and abuse the judicial process, those who use it for legal extortion, those who take a “lotto™
mentality to litigation) — but T am sure that, in the employment context, individuals retain that option
regardless. and no ADR program can abridge those rights.
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So the “trial lawyers” (plaintiffs’ lawyers) would win if H.R. 1020 became law — a bigger pool of
potential plaintiffs, less harmony in the workplace, more former employees (rather than current
employees) with issues, more opportunities for one-third-plus-expenses of the verdict or settlement.

Who else wins? Undeserving employees. Undeserving consumers. People whose cases would
be undeserving in the context of a fair, relatively quick, relatively inexpensive, and more predictable
forum (certified arbitrators are more rational, more familiar with the law, and more experienced than any
jury), but whose cases — thrust upon the court system — may be worth a “nuisance settlement.”

All the rest of us? We lose. H.R. 1020 — and the betrayal and abandonment of ADR it
represents — would be bad public policy and harmful to American justice and American society.

VIII. Supporters of ADR

A. The Judiciary Favors ADR

There can be no doubt that employment cases historically have created an unnecessary strain on
the limited resources of our judicial system.

Private employment suits grew at an astronomical rate in the 1990s. In January of 1999, the
Bureau of Justice Statistic published a study showing that from 1990 through 1998, private employment-
related civil rights cases nearly tripled.'” Private employment-related complaints accounted for
approxizmately 65 percent of the overall increase in cases that flooded the U.S. District Courts in this
period.

The torrent of employment-related lawsuits coupled with the delays in case processing evinced a
need for more effective case management. Arbitration is well-suited to meet this need.

The federal judiciary and Congress agreed. In response to this explosive growth in employment
litigation, the Alternative Dispute Resolution Act of 1998%" was passed and signed into law in October
1999 to promote the use of ADR in the federal court system. This law mandates that U.S. District
Courts establish their own ADR programs and authorizes the use of at least one form of ADR.

Additionally, Recommendation 39 of the Long Range Plan for the Federal Courts? encourages
U.S. District Courts to “make available a variety of alternative dispute resolution techniques,
procedures, and resources to assist in achieving a just, speedy, and inexpensive determination of civil

¥ Marika F.X, Litras, “Civil Rights Complaints in T1.8, District Court, 1990-98” (NCJ-173427). Employment discrimination
cases increased from 8,413 filings in 1990 to 23,735 in 1998.

Lsee id.
! pub. L. No. 105-315,

2 See New Law Authorizes ADR in All District Courts, TTTE TITIRD BRANCTT, published and available at
hilp:Awww aseounis, gov/ith/ eb9%Ubimewlaw. hinal,
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litigation.”z’ Clearly, the intent of promoting ADR methods within the court system is to lighten the
federal court docket.

H.R. 1020 stands in opposition to this worthwhile goal. H.R. 1020 would prohibit hundreds of
thousands of arbitrations of employment and consumer disputes and transfer many of them to our courts,
leaving litigation as the only resort — if obtainable — and exacerbating an already clogged and
overburdened court system.

B. Practicing Lawyers Favor ADR

A 2006 survey by the American Bar Association (“ABA”) of the membership of the General
Practice and Solo and Small Firm Division of the ABA found that 86.2 percent felt that “their clients’
best interests are sometimes best served by offering ADR solutions,” and nearly two-thirds (63.2
percent) thought that “offering clients ADR solutions is an ethical obligation as a practitioner.”™** Nearly
two-thirds (66.2 percent) also predicted that “ADR use will increase in the future. ™

C. Employees Favor ADR

It is hard to recognize just who needs to be “protected” when it comes to ADR in employment. ..

not employers, who increasingly are using ADR programs, and enthusiastically so®... and not
L Sy
employees — a public opinion poll found that 83 percent of employees favor arbitration,”

D. Parties to Arbitration Favor ADR

In a survey of more than 600 adults who had participated in binding arbitration, more than 70
percent were satisfied with the fairness of the process and the outcome, including many who had lost
their arbitrations. Arbitration was viewed as faster (74 percent), simpler (63 percent), and cheaper (51
percent) than going to court, and two-thirds (66 percent) said they would be likely to use arbitration
again (48 percent said they were extremely likely to use arbitration again).”®

In addition, as discussed in the next section of this statement, the Federal Government favors
ADR as well.

» See id.

* ADR Preference and Wage Reporr, National Arbitration Torum, 2006 (data collected by Surveys and Ballots Tne, Available
at Mipdiwww adeorum conyusersiaal/resources/GPSolo ADR Preferenceandusase report. pd{).

> See id.
% In a survey of more than 530 corporations in the Fortune 1000, more than 23 percent of respondents reported that they use
ADR for non-union dispute resolution. Lipsky, Dawd and R. Secber, The Use of ADR in U.S. Corporations: Executive
Summary (1997). The survey was conducted by Price Waterhouse and Cormnell University’s PLURC Institute on Conflict
Resolution. Obviously, the pereentage has trended up sinee then,

ce Princeton Survey Research Associates, Worker Representation and Participation Survey Focus Group Report,
Princeton, NJ (April 1994).

= rbitration. Simpler, Cheaper, and Faster than Litigation, U.S. Chamber In

itule for Legal Reform (2005) (survey
conducted by ITarris Interactive) (www.institute forlepalre fomm.org/resotirces/arhi

irationstudy/final.pdf).
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IX. Our Well-Established National Labor Policv Strongly Supports the Use of Arbitratiou
Agreemeuts in Emplovee Relations

Tt is clear that Congress’s intent in enacting the Federal Arbitration Act was to encourage the use
of arbitration.”’ Since its enactment in 1925,"0 and codification in 1947,31 the use of arbitration in the
private and public sectors has flourished.

A number of recent legislative and executive branch initiatives have reaffirmed our nation’s
commitment to, and acceptance of, ADR. Such measures include the Civil Rights Act of 1991
(“CRA™,*? in which Congress specifically endorsed the arbitration of Title VII™ cases. Section 118 of
the CRA provides that “where appropriate and to the extent authorized by law, the use of alternative
dispute resolution, including... arbitration, is encouraged to resolve disputes arising under [Title VH]A”34
Additionally, the Administrative Dispute Resolution Act (“ADRA™) — passed in 1990 and subsequently
amended and permanently reauthorized in 1996, and amended again in 1998 — mandates that federal
agencies create internal ADR programs. The 1998 amendments to the ADRAY require each U.S.
District Court to adopt local rules regarding the use of ADR. The ADRA’s Findings and Declaration of
Policy notes that:

Alternative dispute resolution, when supported by the bench and bar, and utilizing
properly trained neutrals in a program adequately administered by the court, has the
potential to provide a variety of benefits, including greater satisfaction of the parties,
innovative methods of resolving disputes, and greater efficiency in achieving
settlements. ™

Additionally, many government agencies have implemented ADR programs governing their own
employees. The United States Department of Agriculture’s ADR program, for example, has an overall
resolution rate of 82 percent, and the time from request for ADR to actual mediation averages 24 days.”’
The Federal Election Commission resolved all 26 employee complaints brought to the agency’s Equal

¥ See, e.g., Gilmer v. Interstate/Johnson Lane Corp., SO0 U.S. 20, 24 (1991) (“[the FAA’S] purpose was to reverse the long-
standing judicial hostility to arbitration agreements... and to place arbitration agreements upon the same footing as other
contracts.”

043 Stat. 883.

MY USA §1(1994),

* Pub. L. No. 102-166.

42 U.S.C. §§2000e er seq.

105 Stat. at 1081, reprinted in notes to 42 U.8.C. § 1981

* Pub. L. No. 105-315.

* Pub. L. No. 105-315, §2(1).

37 John Ford, Workplace ADR: Facis and Figures from the Federal Sector, published al bigp.//
resoluiion netarticlesTord3.clin,
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Employment Opportunity director in a recent three-year periodA3 * Other government agencies to benefit
from ADR programs include the Department of Labor, Department of Treasury, United States Mint,
Army Corps of Engineers, Navy, Air Force, Postal Service, Department of State, and Department of
Veterans Affairs.

That the federal government is so widely committed to the use of ADR for its own employees
emphatically underscores the appropriateness of ADR use in private-sector employment.

X.  Conclusion

Alternative Dispute Resolution is a positive, necessary, and highly appropriate component of our
judicial system. ADR is increasing in use, and the need for ADR is increasing as well. Mandatory
binding arbitration in employment is entrenched as a useful, fair, and productive fixture on our
American employment landscape. It is both pro-employer and pro-employee.

As discussed earlier, employees are more likely to have their employment issues addressed by
their increased accessibility to arbitration vis-a-vis litigation, and are more likely to prevail and to
receive higher median awards in employment arbitration than in employment litigation.

To abandon this practice, to suddenly and retroactively render its use void and unenforceable, as
H.R. 1020 would do, would have far-reaching and disastrous impacts on American jurisprudence and
American society.

H.R. 1020 is a mandatory litigation bill. T#har is not the way to go.

On behalf of the Council for Employment Law Equity, and the employer community at-large, T
respectfully urge you to preserve the rights of employers and employees to engage in Alternative
Dispute Resolution, and to support the necessary and appropriate practice of mandatory binding
arbitration in employment.

1 thank you for the opportunity to express the Council for Employment Law Equity’s views.

5 See id.
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Americans are living longer and our nation’s aging population is growing — many of whom have
significant medical or cognitive conditions which require care in a nursing facility. Currently more than
three million Americans rely on the care and services delivered in one of the nation’s nearly 16,000
nursing facilities each year, one million are cared for in more than 38,000 assisted living residences, and
the demand for such services is going to increase dramatically every year. A March 2008 report from the
National Investment Center for the Seniors Housing & Care Industry (NIC) indicates that the demand for
long term care services will more than double by 2040.

The efforts and initiatives advanced by the association that I represent today seek to enhance and improve
quality of care and services provided in our nation’s nursing facilities and assisted living residences each
day.

Quality — AHCA’s First Priority

Before I address the benefits of arbitration as an alternative to litigation in resolving disputes, allow me to
take a moment to assure the Committee that the troubling anecdotes presented today represent the
exception instead of the rule within the long term care community. Long before the words quality and
transparency were the catch words of the federal government and their oversight of healthcare, they were
truly the compass for AHCA/NCAL and its member facilities.

AHCA/NCAL has been working diligently to change the debate regarding long term care to focus on
quality — quality of life for patients, residents and staft; and quality of care for the millions of frail, elderly
and disabled individuals who require our services. We have been actively engaged in a broad range of
activities which seek to enhance the overall performance and excellence of the entire long term care
sector. While keeping patients and their care needs at the center of our collective efforts, we continue to
challenge ourselves to improve, and enhance quality.

Quality — A Transparent Process

This week, AHCA and the Alliance for Quality Nursing Home Care are releasing a report that analyzes
and assesses the status and trends of quality in nursing facilities since the 2002 inception of Quality First.
This Quality Report is the first of its kind, featuring research and critical analysis by leading experts in
the fields of Quality and long term and post acute care services. The entire report is available at
www.ahcancal.org — some highlights of the report include:

o  “Nursing and rehabilitation facilities have evolved to serve two distinet patient populations: short-
stay rehabilitation and medically complex patients, and long-stay chronic care residents.”
-Nursing and Rehabilitation Facilities of the 21st Century (4valere Health, LLC)

o “Almost 40 percent of short-stay Medicare patients were discharged to the community in 2006
after a stay of about 25 days, highlighting the interdependence of facility and home-based care.”
-Nursing and Rehabilitation Facilities of the 21st Century (Avalere Health, LLC)

e “The acuity of the nursing home resident population has increased dramatically and the length of
stay of most patients is now less than 90 days.”

-Changes in the Quality of Nursing Home Care in the U.S. (Mor, et al)

e “Itis clear that nursing home quality is multi-dimensional; what is also becoming clear is that it is
no more appropriate to compare all nursing homes with one another than it would be appropriate
to compare an Obstetrics hospital with an Oncology hospital.”

-Changes in the Quality of Nursing Home Care in the U.S. (Mor, et al)
2
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o “Working in concert with all stakeholders at both the national and state level we can, together,
assist nursing homes to become high performance organizations that, in partnership with their
staff and residents, will be able to demonstrate the long term care community’s ability to deliver
the best.”

-Mary Jane Koren, M.D., M.P.H., Chair, National Steering Committee for Advancing Excellence
in America’s Nursing Homes

We remain committed to sustaining — and building upon — these quality improvements for the future.
Arbitration — A Fair & Efficient Alternative

Tn the late 1990s, the long term care profession was subject to excessive liability costs, which were
exacerbated by an increasingly litigious environment. As a result, operators of nursing facilities and
assisted living residences were forced into making difficult decisions including poteutial closure or
divestiture of facilities, and corporate restructuring. In addition to pursuing state and national tort reform
legislative initiatives to enable facilities to continue to operate and provide essential loug term care
services in a difficult environment, the profession sought alternatives to traditional litigation including
arbitration. This trend was especially true in states such as Florida, Arkansas, and Texas, where state
laws fostered an exponential growth in the number of claims filed against long term care providers —even
those with a history of providing the highest quality care.

Arbitration is a legal process where the parties enter into an agreement to resolve disputes by an unbiased,
unrelated third party. AHCA/NCAL represents the vast majority of our nation’s nursing facilities and
assisted living residences and supports the use of arbitration clauses as a viable option for long term care
providers to resolve legal disputes. When legal concerns arise, we believe that fair and timely resolution —
the kind that is often the product of arbitration — is in the best interest of both the consumers and their
care providers.

Over the course of the past ten years arbitration has became a more widely used alternative in long term
care. This growth has been across the board for long term care providers — from single owner facilities to
national chain facilities; and for non-proprietary and for-profit organizations. As a service to our member
facilities and the residents they serve, in 2002 AHCA/NCAL developed a model arbitration agreement
form for possible use in the admission process.

This model agreement in no way alters the rights or remedies available to a resident under state tort law.
1t states in plain English that entering into the arbitration agreement is not a condition of admission into
the facility. Further, the model form provides a 30-day window for the resident or their representative to
reconsider and, in writing, rescind the arbitration agreement. This 30-day “cooling off period” far
exceeds the period of time found on most arbitration clauses.

A recent survey conducted by Aon Global Risk Consulting contained findings regarding the content of
arbitration clauses and the methods by which these arbitration agreements are presented to residents
and/or their agents. The June 2009 report entitled “The American Health Care Association: Special Study
on Arbitration in the Long Term Care Industry,” found that of the fourteen respondents to AON’s
qualitative study (representing 7% of the skilled nursing occupied beds), none required a signed
arbitration agreement as a condition of admission; none attempted to limit awards beyond state statutory
caps; and all incorporated explicit warnings that the arbitration agreement precluded a jury trial. Most of
the survey respondents utilized a stand-alone arbitration agreement, as opposed to a clause in the
admission agreement. According to the AON survey, all respondents inform the resident (or agent) that

3
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the agreement is not a condition of admission. 79 percent of the respondents allowed for a period in
which the arbitration agreement could be revoked. Those respondents offering a revocation period
indicated that revocation is exceedingly rare, with responses ranging from less than 2 percent to less than
5 percent. Six of fourteen respondents offered the applicant a separate brochure, video, or other
educational opportunity related to arbitration agreements.

AHCA/NCAL supports the use of arbitration because unlike traditional litigation, our members have
experienced that arbitration is more efficient, less adversarial, and has a reduced time to settlement. As
this Committee is no doubt aware, most cases are resolved through settlement. Arbitration facilitates that
process. Another Aon report entitled “Long Term Care — 2008 General Liability and Professional
Liability Actuarial Analysis” found, “Arbitration reduces the time to settlement by more than two months
on average.” Tt further found that “very few claims actually go all the way to arbitration [as] most claims
are settled in advance.”

Timely resolution of disputes is of unique importance to residents of long term care facilities and their
families. Often the individuals are very frail elderly in their twilight years and it is a comfort for families
to reach a settlement during their loved one’s lifetime.

In addition, because it vastly reduces transaction costs, arbitration may also enable patients and their
families to retain a greater proportion of any financial settlement than with traditional litigation. The
same report found that “currently, 55.2% of the total amount of claims costs paid for GL/PL claims in the
long term care industry is going directly to attorneys. This means that less than half of the dollars spent on
liability is actually going to the patients and their families.” The decreased transaction costs associated
with arbitration means more of any award received goes to the party whom is most deserving — the patient
or resident, not their legal representative.

“Fairness in Nursing Home Arbitration Act of 2009 — An Unfair & Inappropriate Bill

We believe that the Fairness in Nursing Home Arbitration Act of 2009 (HR. 1237 and 5. 512) and the
Arbitration Fairness Act (H.R. 1020 and S. 931) are misguided attempts to restrict and weaken the
Federal Arbitration Act (FAA), which has been in place for more than 80 years. The FAA appropriately
recognizes the strong national interest in disputes being resolved in a forum other than the courts when
both parties agree to do so. We firmly believe that this legislation and other efforts to undermine the FAA
is bad public policy and a step in the wrong direction.

Unfortunately, this debate is colored by anecdotes and misinformation perpetuated by high-profile trial
attorneys who traditionally oppose any effort to bring balance to the personal injury playing field, and
who give too little consideration to the harmful consequences on the long term care industry that follow
from the high transaction costs of traditional litigation and the resulting financial drain on the system.
Entering into a nursing facility or assisted living residence can often be a time of uncertainty and
apprehension, but assertions that family members are threatened into signing the arbitration agreement are
simply untrue. As I stated earlier, AHCA/NCAL developed a model arbitration agreement that was
provided to members which clearly states that there is a 30-day “out clause” and that declining to sign the
form will not have an affect on admission to the facility.

It is important for this Committee to recognize that the FAA does not inherently foster or sanction any
disregard for traditional notions of fair play when it comes to entering an arbitration contract. The FAA
simply requires that an arbitration agreement be enforced “save upon such grounds as exist at law or in
equity for the revocation of any contract.” Numerous courts across this nation have not hesitated to

4
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invalidate nursing home arbitration agreements when they have found that a representative lacked
authority to act for the resident, a resident lacked the capacity to enter the agreement, or that an arbitration
agreement was otherwise unconscionable, either in the substance of its terms or in the way it was
presented to and signed by the resident or the resident’s representative.

The Fairness in Nursing Home Arbitration Act of 2009 needlessly discriminates against long term care
providers and more importantly the patients and residents in our nation’s nursing facilities and assisted
living residences by eliminating their federal right to agree to arbitrate future disputes. Pre-dispute
arbitration agreements are a viable legal option for long term care consumers and providers, and their use
should not be eliminated by misguided policies — nor should the consumer’s choice to agree to arbitrate
pre-dispute be denied as is the legislation would do. It is clear that if the legislation were to become law,
even residents who voluntarily chose to submit to pre-dispute arbitration would have that right to choose
denied, a right that is not denied in any other consumer transaction.

A May 1, 2008, letter to Congress signed by twenty business organizations including the Business
RoundTable and the U.S. Chamber of Commerce echoes our concerns with this bill — and other
legislative efforts to limit the use of arbitration. The letter states, “Even though arbitration has been used
to amicably resolve disputes for more than 80 years, those who wish to dismantle the arbitration system
are atternpting to effectively abolish all pre-dispute arbitration by using anecdotes and a handful of poorly
designed or inaccurate studies to validate their unfounded claim that the system is broken.”

Public sentiment is also opposed to eliminating the use of arbitration to resolve disputes. In fact, the U.S.
Chamber of Commerce’s Institute for Legal Reform recently conducted a national poll which found that
“given the choice, voters strongly prefer [82%] arbitration over litigation to resolve any serious dispute
with a company.” The bipartisan survey, which was released in April 2008, also concluded that “voters
strongly believe Congress should NOT remove arbitration agreements from the contracts consumers sign
with companies providing goods and services (71%).”

Like the vast majority of Americans, AHCA/NCAL believes that legislative proposals to limit arbitration
and undermine the FAA is bad public policy. We strongly support the use of arbitration as a reasonable,
intelligent option for both patients and providers to help assist in the resolution of legal disputes, and
aggressively oppose efforts to diminish the use of arbitration by American businesses, especially those
unfairly targeting long term care consumers and providers.

Thank you for the opportunity to offer these comments on behalf of millions of professional,
compassionate long term caregivers and the millions of frail, elderly, and disabled Americans they serve
each day.

it
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Public Citizen would like to thank the Subcommittee for holding the hearing
“Mandatory Binding Arbitration: Is it Fair and Voluntary?” Public Citizenisa
national nonprofit membership organization that has advanced consumer rights in
administrative agencies, the courts, and the Congress, for thirty-eight years.

Our work in the area of pre-dispute mandatory binding arbitration contracts,
or “forced arbitration,” has focused primarily on consumer arbitrations. Since 2007
Public Citizen has published four reports on consumer arbitration: “The Arbitration
Trap: How the Credit Card Companies Ensnare Consumers,”! “The Arbitration
Debate Trap: How Opponents of Corporate Accountability Distort the Debate on
Arbitration,” 2 “Home Court Advantage: How the Building Industry Uses Forced
Arbitration to Evade Accountability,” and our report released on September 14,
2009, “Forced Arbitration: Unfair and Everywhere.”* [Attached]

We would like to draw the Subcommittee’s attention to three particular
issues that are relevant to today's hearing:

1. Forced arbitration is fundamentally unfair to consumers, both in its
nature and its prevalence in the consumer economy.

2. There have been significant developments in consumer arbitration
recently, involving the nation’s largest consumer arbitration provider and
one of the nation’s largest banks.

3. The only way to cure the unfairness of consumer arbitration is to pass
federal legislation that stops companies from forcing it on consumers.

! Available at http: //www.citizen.org/documents/ArbitrationTrap.pdf.

2 Available at http: //www.citizen.org/documents /ArbitrationDebateTrap%28Final%29.pdf.
3 Available at http://www.fairarbitrationnow.org/uploads/HomeCourtAdvantage.pdf.

4 Available at http: //www.citizen.org/documents/UnfairAndEverywhere.pdf.
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I. The Fundamental Unfairness of Forced Arbitration

The Federal Arbitration Act, passed in 1925, was intended to provide an
informal dispute resolution mechanism for businesses to resolve disagreements.>
At the time, arbitration was voluntary, chosen by sophisticated parties that had
bargaining power with respect to each other.® In the early 1980s, the United States
Supreme Court opened the door for large corporations to force their customers and
non-union employees into arbitration,” and many have seized the opportunity.
Today, a consumer must forego the right to litigate any future disputes in court to
obtain a wide range of goods and services, including credit cards.? A consumer with
a dispute must bring a claim individually, not as a member of a class, in a private,
secretive forum, chosen by the business.

Arbitration began to spread about ten years ago. In 2005, credit cardholders
filed an antitrust action accusing the 13 largest card issuers of illegally colluding to
require mandatory arbitration clauses in their cardholder agreements.® The
plaintiff cardholders claim that the banks formed an “Arbitration Coalition” in late
1998 or early 1999 to “force[] unwilling and unaware cardholders to accept
arbitration clauses and class action prohibitions on a ‘take-it-or-leave-it basis'
through the joint exercise of immense market power."”1? Regardless of whether the
collusion allegations in this suit are true, all of the named banks employ, or have
employed, arbitration clauses. As our most recent report demonstrates, arbitration
is now nearly ubiquitous in a variety of consumer service contracts.

A. The unfair nature of forced arbitration.

Arbitration is now forced on consumers in millions of “take-it-or-leave it”
form contracts for services like credit cards.!' These contracts are non-negotiable,
and corporations draft all of the terms, which means that they determine which
arbitration provider will be named in the contract. As a result, arbitration
companies like the American Arbitration Association (AAA) and the National
Arbitration Forum (NAF) have competed to be written into these form contracts.!2
An arbitrator’s repeat business and the resulting income are determined by his or

5 See Jean Sternlight, Creeping Mandatory Arbitration: Is It fust, 57 STAN. L. REV. 1631, 1636 (2005).

6 Jd. at 1635-36.

7 See generally David S. Schwarty, If You Love Arbitration, Set It Free: How "Mundatory” Undermines
“Arbitration”, 8 NEV. L. ). 400 (2007).

¥ See Theodore Eisenberg & Geoffrey Miller, Arbitration’s Summer Soldiers: An Empirical Study of
Arbitration Clauses in Consumer and Non-Consumer Contracts, 41 U. MICH. ].L. REFORM 871, 871 (2008).
9 Ross v. Bank of America, N.A, 524 F.3d 217, 220 (2d Cir. 2008).

10 fd, at 220-21.

11 See Robert Berner & Brian Grow, Banks vs. Consumers (Guess Who Wins), Bus. WK, June 5, 2008
available at
http://www.businessweek.com/inagazine/content/08_24/b4088072611398.htm?campaign_id=rss_
daily.

12 See Sternlight, supra, at 1650.
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her reputation ruling in past cases.!* Arbitration firms market themselves as the
business-friendly alternative to court, and they collaborate with law firms that
specialize in debt collection to work with the law firms’ client base.1*

Once the arbitration providers are written into credit card contracts, they
must ensure that their client companies are pleased with the results of their
arbitrations, lest they lose future business.!S Our 2007 Arbitration Trap report
documented cases of arbitrators being blackballed by arbitration providers for
ruling against their corporate clients.16 AAA’s annual reports have referred to the
corporations that file arbitrations as its “clients and customers.”l7 Qur report also
found that a select pool of 28 arbitrators handled 89.5 percent of cases in which an
NAF arbitrator was appointed - and ruled for the company nearly 95 percent of the
time.18 Another 120 arbitrators handled slightly more than 10 percent of the cases
in which an arbitrator was assigned, ruling for businesses 86 percent of the time
and for consumers 10 percent of the time.'? In a single day, NAF's busiest arbitrator
issued 68 arbitration decisions,20 or roughly one every 7 minutes (assuming an 8-
hour work day).

Forcing arbitration on consumers has nothing to do with providing them a
quicker, simpler, less expensive forum in which to pursue disputes, as its
proponents claim. In reality, forced arbitration works as a shield and a sword
against consumers: (1) it blocks consumers from bringing claims against businesses;
and (2) it gives creditors a forum that helps them collect debts, even when they lack
evidence or are violating the law, and in which they can run up additional fees to
charge consumers.

To deter most consumer claims, 10 out of 12 credit card providers and banks
studied by Public Citizen prohibit consumers from bringing actions on a class-wide

13 See Peter B. Rutledge, Toward A Contractual Approach For Arhitral Immunity, 39 GA. L. REv. 151,
165 (2004) (Arbitrators “may also develop reputations with particular types of parties, For example,
an arbitrator may be perceived as ‘industry friendly’ in securities law disputes or being ‘contractor
friendly’ in construction disputes. Through these activities designed to enhance their reputations,
arbitrators generate business in the form of fees and, hopefully, future appointments.”).

14 See Berner & Grow, supra (“NAF sells itself to lenders as an effective tool for collecting debts. The
point of these pitches is to persuade the companies to use the firm to resolve clashes over delinquent
accounts ... A September, 2007, NAF PowerPoint presentation aimed at creditors and labeled
‘confidential” promises ‘marked increase in recovery rates over existing collection methods." At
times, NAF does this kind of marketing with the aid of law firms representing the very creditors it's
trying to sign up as clients.”).

15 See Sternlight, supra.

16 See, e.g., PUBLIC CITIZEN, T1E ARBITRATION TRAP at 30-31 (Describing the case of Harvard law
professor Elizabeth Bartholet, who resigned from NAF in February 2005, citing concern for NAF
ethics and “its apparent systematic hias in favor of the financial services industry.”).

17 See Testimony of Laura MacCleery, Director, Public Citizen’s Congress Watch division, before
House of Representatives Committee on the Judiciary, Suhcommittee on Commercial and
Administrative Law, October 25, 2007 at 4.

18 PyBLIC CITIZEN, THE ARBITRATION TRAP at 15.

9 d.

20/d, at 16.
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basis.2! Common consumer harms like overcharging fees on credit cards and other
consumer products are small-dollar-value claims, 22 and can only be challenged
through consumer class actions.2? By banning class actions, service providers deter
consumers from bringing claims that are feasible only if brought on a class basis.?*
They have effectively immunized themselves because, as Judge Richard Posner has
said, “[t]he realistic alternative to a class action is not 17 million individual suits, but
zero individual suits, as only a lunatic or a fanatic sues for $30.”25

More than 99 percent of “consumer arbitrations” are debt collection claims
filed by businesses, usually credit card companies or collection companies, against
consumers, pursuant to arbitration that was unilaterally imposed by the business.26
Arbitration makes it easier for debt collectors and creditors to obtain judgments in
cases that are disputed, particularly cases that involve mistaken identity or identity
theft. Our “Arbitration Trap” report examined NAF’s credit card collection
arbitrations, finding that corporations beat consumers almost 94 percent of the
time.27

B. Recent findings on the prevalence of forced arbitration.

Our new report, “Forced Arbitration: Unfair and Everywhere,” examined 68
consumer contracts for credit cards, bank accounts, cellular telephones, computers,
cable and internet providers, securities brokerages and home builders.28 Of the
companies from which we obtained contracts, 75 percent use forced arbitration, and

21 PuBLIC CITIZEN, FORCED ARBITRATION: UNFAIR AND EVERYWIIERE 9, 11 (2009) available at
http://www.citizen.org/documents/UnfairAndEverywhere.pdf.

22 See Oren Bar-Gill & Elizabeth Warren, Making Credit Safer, 157 U. PA. L. REV. 1, 77 (2008); see also
Ross v. Bunk of America, N.A, 524 F.3d at 224 (2008) (“[A]ctions that result in significant aggregate
revenue to the banks (concerning, e.g., late fees, overlimit fees, foreign transaction fees, APR, etc.)
generally harm individual consumers in only small amounts[.]”)

23 See Scott v. Cingular Wireless, 161 P.3d 1000, 1005 (Wash. 2007) (“As we have noted hefore, when
consumer claims are small but numerous, a class-based remedy is the only effective method to
vindicate the public's rights.”).

2 See Bar-Gill & Warren, supra, at 78 (“The widespread inclusion of arhitration clauses in standard
credit card contracts inoculates lenders against the possibility of class action lawsuits, which would
otherwise change the economics of pursuing dehtor's rights.”); see also Scott, 161 P.3d at 1007-08
(“We... conclude that since this clause bars any class action, in arbitration or without, it functions to
exculpate the drafter from liahility for a hroad range of undefined wrongful conduct, including
potentially intentional wrongful conduct[.]").

25 Carnegie v. Household Int’l, Inc., 376 F.3d 656, 661 (7th Cir. 2004).

26 See Majority Staff Report, Domestic Policy Subcommittee, House Oversight and Government
Reform Commiittee, Arbitration Abuse: an Examination of Claims Files of the National Arbitration
Forum (2009) [hereinafter Domestic Policy Report] at 7 n.8 (“The NAF produced records that show
only 7 of 4,894 NAF arbitrations in West Virginia (0.14%), and only 79 of 14,408 in Minnesota (0.5%)
were filed by consuiners. The General Counsel of First USA Bank testified in an August, 1999
deposition that fewer than 10 of their 40,713 arbitrations after January of 1998 were filed by
consumers.”). Public Citizen’s own analysis of NAF's California data produced similar results:
business brought all but 118 out of nearly 34,000 studied cases, or about 99.6 percent. See PUBLIC
CITIZEN, THE ARBITRATION TRAP 1-2 (2007) at http: //www.citizen.org/documents/ArbitrationTrap.pdf.
27 ]d. at 4.

28 PUBLIC CITIZEN, UNFAIR AND EVERYWHERE at 1.
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nearly two-thirds force consumers to accept these terms as a condition of doing
business.2?

For the rare consumer who understands forced arbitration, merely obtaining
information about arbitration policies is extremely difficult. For example, only three
of the 10 credit card providers we queried would share the contractual language of
their arbitration clauses with us.30 Several credit card companies told us that we
had to apply for a credit card and be approved before we could see their terms.3!
But the mere act of applying for a credit card risks harm to one’s credit rating.32

Other credit card representatives provided information over the telephone
that was almost certainly false.33 Auto dealers told us we could not see contractual
agreements until signing final paperwork to buy a car.?* All of the bank
representatives we encountered were completely unaware of their arbitration
policies.?s

Prior to NAF’s termination of its credit collection business, American Express
representatives twice referred us to the company’s “arbitration provision
division.”3¢ In both instances, the phone number they provided was to the National
Arbitration Forum.?” Three weeks after NAF ended its consumer arbitration
practice, we called American Express back to see whether the firm still referred
arbitration questions to NAF.38 After we were bounced from agent to agent for 30
minutes, a representative offered to transfer us to “another customer service
department that knows about arbitration.”3¥ That “department” turned out to be
NAF .40

Our report’s findings significantly rebut one of the most popular arguments
in favor of forced arbitration holding that, though consumer contracts are mostly
non-negotiable adhesion contracts, consumers can still choose not to accept any

29 These findings omit auto dealerships, where we helieve arbitration is nearly universal but few
businesses would provide clear information.

30 PuBLIC CITIZEN, UNFAIR AND EVERYWHERE at 5.

31]d. at 3.

32 BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, REPORT TO CONGRESS ON CREDIT SCORING AND T1S
EFFECTS ON THE AVAILABILITY AND AFFORDABILITY OF CREDIT, Submitted to the Congress pursuant to
section 215 of the Fair and Accurate Credit Transactions Act 0f 2003, at 15-16, 22 (2007).

33 See PUBLIC CIT1ZEN UNFAIR AND EVERYWIILRE at 6 (“For example, JPMorgan Chase said that Visa or
MasterCard served as the arbiter of its disputes. Bank of America said that arbitration is free to
consumers except for the cost of their own attorneys. These statements are almost certainly
untrue.”).

34 Jd at 17-18.

35 ]d. at 10.

36 Id, at 6.

37 1d.

38 d at7.

39 1d,

40 1d,
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contract that contains an arbitration clause. “Forced Arbitration” exposes the faulty
assumptions upon which this argument rests.

The free market argument assumes that consumers are well-informed about
all of the terms contained in the contracts that they sign, which is not the case.*!
Consumers are rarely aware of arbitration clauses because they are often buried
deep in long form contracts, sometimes by the drafter’s careful design.*? As our
report outlines, it is an onerous task to obtain basic details about arbitration, such as
what it is and whether it is required in a particular contract. Even the most astute
consumers cannot make informed decisions about arbitration when it is so difficult
to obtain most basic details about product features.

Even if consumers had perfect information, many consumer service
providers offer the same provisions in their contracts as their competitors. As our
report shows, the vast majority of service providers across the board require
arbitration. Nine out of 10 studied cell phone providers require arbitration.
Consumers living in areas not serviced by the provider that does not require
arbitration, Virgin Mobile, must choose between accepting forced arbitration or
foregoing a cell phone altogether. For many consumer services, there is no
meaningful consumer choice whether or not to accept arbitration.

II.  Recent Developments in Consumer Arbitration

On July 14, 2009, Minnesota Attorney General Lori Swanson sued NAF,
alleging that NAF committed fraud and engaged in false advertising and deceptive
trade practices by intentionally misrepresenting its independence and neutrality
and hiding its extensive ties to the debt collection industry.*3

The Minnesota complaint included the following allegations:

» Despite NAF’'s representations to the public that it is an independent and
neutral arbitration company, it actively concealed the fact that the New

41 See Bar-Gill & Warren. supra, at 27-32 (summarizing the general state of research on consumer
information related to financial products).

42 Eg. Tingv. AT&T, 319 F.3d 1126, 1133-34 (9th Cir. 2003) (“Before presenting the C[onsumer]
S[ervice] A[greement] to its customers, AT&1' conducted extensive market research designed to
predict how consumers would react to the CSA, which AT&T planned to mail with a cover letter and a
set of frequently asked questions. AT&T's cover letter stated in bold text ‘[P]lease be assured that
your AT&T service or billing will not change under the AT&T Consumer Services Agreement; there's
nothing you need to do.” AT&T's market study concluded that most customers ‘would stop reading
and discard the letter’ after reading this disclaimer. AT&T did not change the substance of the letter
as a result of its market research-indeed, internal AT&T documents indicate that the letter was
specifically intended to make customers less alert to the details of the CSA.”)

43 See Minnesota AG Sues Credit Card Arbitration Firm, Reuters, July 14, 2009 available at
http://www.reuters.com/article/governmentFilingsNews/idUSN1427883420090714; Kathy Chu &
Taylor McGraw, Minnesota Lawsuit Claims Credit Card Arbitration Firm Has Ties To Industry, USA
ToDAY, July 15, 2009 available at http://www.usatoday.com/money/perfi/credit/2009-07-14-credit-
card-arbitration-firm-lawsuit_N.htm.
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York hedge fund, Accretive, had substantial ownership and management
stakes in both NAF and the largest debt collection law firm in the
country.** This law firm handled at least 58 percent of the 214,000
consumer arbitrations conducted by NAF in 2006.15

* NAF worked closely with creditors behind the scenes to: (1) encourage
them to file arbitration claims as an efficient and less costly way to collect
debt from consumers;*¢ (2) draft arbitration clauses,*” (3) advise
creditors on arbitration legal trends,*8 (4) help them or their lawyers
draft claims to be filed against consumers - the equivalent of a judge ina
court of law helping one party to a dispute draft a summons and
complaint,*® and (5) refer them to debt collection law firms (including
firms owned by Accretive), which then file arbitration claims against
consumers with NAF.50

* NAF actively solicited companies to steer it arbitration business by
emphasizing its services as a less costly and more effective collection tool
than the courts. For example, NAF told one financial services company
that “the customer does not know what to expect from Arbitration and is
more willing to pay,” “[customers] ask you to explain what Arbitration is
then basically hand you the money,” and that the creditor has “all the
leverage [in arbitration] and the customer really has no choice but to take
care of the account.”st

¢ In 2008, principals at the Accretive hedge fund helped NAF craft
responses to media inquiries about its arbitration practices and the two
worked together to “devise ‘talking points’ and a plan to lobby members
of Congress on how to Kkill or weaken the Arbitration Fairness Act[.]”

On July 17, 2009, NAF settled the case by agreeing to stop accepting all future
consumer arbitrations.>? On July 18, AAA announced that it will stop participating
in consumer debt-collection disputes until new guidelines are established.>3

4 See Compliant, Swanson v. Nat'l Arbitration Forum, Inc., 9-31 (Minn. 4th Jud. Dist. July 17, 2009)
(No. 27-CV-09-18550), available at http:/ /puhcit.typepad.com/files/2009-07-14-signed-complaint-
with-exhibits.pdf.

45 Id. at 29.

46 Id. at 33-35.

47 Id. at 35-37.

44 1d. at 38.

9 1d,

50 Jd.

511d. at 35.

52 Robin Sidel & Amol Sharma, Credit-Card Disputes Tossed Into Disarray, WALL STREET |, July 21, 2009,
available at http://online.wsj.com/article/SB124822374503070587.html.

53 1d.
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Effective August 13, 2009, Bank of America, one of the three largest credit
card providers in the United States, stopped requiring its customers to resolve their
disputes in the unfair system of forced arbitration.>* JP Morgan Chase has also
ceased arbitrating consumer credit disputes.5s

III.  The Urgent Need for Legislative Action

Despite the recent developments, forced arbitration remains as unfair to
consumers as ever. Forced arbitration creates financial conflicts of interest that
produce companies like NAF, which cater to business parties. The best way to
prevent another NAF from emerging is to prohibit arbitration from being foisted on
consumers in the terms of a non-negotiable form contract. We continue to support
the Arbitration Fairness Act, sponsored by Representative Hank Johnson and
Senator Russ Feingold,>¢ which would give consumers a meaningful choice between
going to arbitration or court. Common sense says that forced arbitration is unfair.
If a particular type of arbitration is good for consumers, then corporations shouldn’t
have to force it on them.

Forced arbitration proponents have argued that NAF was simply one bad
apple that should not spoil the whole bunch. For example, Lisa Rickard of the
United States Chamber of Commerce Institute for Legal Reform proclaimed that, “To
take this one situation and use it to [disparage] the whole system I think is a serious
mistake and a travesty for the consumer,” and that the NAF case “should not be
taken as indicative for any other problems in the industry.”57 Far from being a
single “bad apple,” NAF was by far the largest consumer arbitration provider,
handling approximately 214,000 disputes in 2006 alone. By contrast, AAA reported
handling roughly 61,000 consumer cases from 2004 until May of 2009.58 NAF
handled consumer arbitrations for lenders MBNA/Bank of America, |P Morgan
Chase, Citigroup, Discover Card, Deutsche Financial, and American Express, among
others.>? Through its collaboration with lenders and integration with debt
collectors, NAF sought to place itself “at the center of a broad arbitration
ecosystem.”® In the world of consumer arbitrations NAF was in many ways the
“whole bunch.”

5% Joshua Freed, Bank of America Drops Arbitration Requirement, Associated P’ress, Aug. 13, 2009
available at http:/ /www.google.com/hostednews/ap/article/ALeqM5gyiq1HgTjY-
B3wYINcgyu_ymNvbwD9A2AUGG].

55 Martin Merzer, Credit Card Binding Arbitration System Crumbling, CreditCards.com, July 23, 2009 at
http://www.creditcards.com/credit-card-news/credit-card-binding-arbitration-system-crumbling-
1282.php.

56 HR. 1020, 111th Cong, (2009); 8. 931, 111th Cong. (2009).

57 Bill Swindell, Opponents Get Assist On Arbitration, NAT'L ]. CONGRESSDAILY, Aug. 21, 2009.

58 Testimony of David Arkush, Director, Puhlic Citizen’s Congress Watch division, before House of
Representatives Committee on the Judiciary, Subcommittee on Commercial and Administrative Law,
May 5, 2009, at 8, gvailahle at bttp:/ /judiciary.house.gov /hearings/pdf/Arlkush090505.pdf.

59 See Swanson v. Nat'l Arbitration Forum, supra, at 5.

60 jd. at 10.



280

Moreover, the Chamber of Commerce made no suggestion that it viewed NAF
as a "bad apple” until after NAF settled with the State of Minnesota’s lawsuit,é!
which alleged that the Chamber and NAF collaborated to undermine Public Citizen’s
“Arbitration Trap” report that questioned the integrity of NAF’s arbitration
practices.%2 The complaint alleged that although NAF had a role in the Chamber's
report it thought it would “be best if no administrators are associated with ... . [the
report] and if the Chamber (and the Arbitration Coalition of industry supporters)
are front and center on this."”63

Another provider could easily step in and fill the void created by NAF's
departure. And companies like Bank of America and JPMorgan Chase could resume
forcing arbitration on their customers as soon as another provider is available. Only
prompt legislative action can prevent this from happening again.

Bank of America’s decision to halt forced arbitration, while a step in the right
direction, demonstrates problems inherent in forced arbitration:

Consumers don’t like forced arbitration. Bank of America says it made the
change in response to complaints from its customers about forced arbitration. This
confirms recent polling conducted by Lake Research, which found that 60 percent of
Americans polled oppose forced arbitration.6* However, consumers can only
express disapproval if they are aware that the practice exists. The Lake Research
poll also found that 79 percent expect that they can sue a company in the event of a
major dispute, and 64 percent have no recollection of seeing arbitration in any
terms of agreement for goods and services.65

Forced arbitration is still favored by most banks and other businesses. Bank
of America has finally listened to its customers, but, as our “Unfair and Everywhere”
report demonstrates, thousands of other banks and consumer service providers are
still using forced arbitration every day to deny consumers and employees a fair
shake. Capital One, Citigroup, and Discover Financial Services have not yet made
their intentions clear. American Express insists that its arbitration program is
voluntary,® and Sprint Nextel still “uses arbitration most often to resolve customer-

61 See Press Release, U.S. Chamber: Minnesota AG should not Leverage Arbitration Lawsuit to Benefit
Trial Bar, July 21, 2009, at
http://www.instituteforlegalreform.com/component/ilr_media/30/pressrelease/2009/464.html.
62 See Minnesota v. Nat'l Arbitration Forum, supra, at 32,

63 Id.

64 Lake Research Partners, National Study of Public Attitudes on Forced Arbitration: Findings from a
Survey of 800 Likely 2010 Voters Nationwide 4 (2009) available at
http://www.fairarbitrationnow.org/uploads/Forced%20Arbitration%20Study%20Slides%200409.
pdf.

65 Id, at 14-15,

66 Joshua Freed, Bank of America Drops Arbitration Requirement, supra.

10
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service and collection disputes.”¢? Forced arbitration is also rampant in many other
areas, from private employers to nursing homes.

The company has all the control in forced arbitration. Forced arbitration
proponents often (though not always) present arbitration as a voluntary decision
between two parties to a contract, waiving their right to sue and substituting a
binding decision of an arbitrator. Bank of America’s unilateral termination of the
arbitration agreement it required of customers shows where the real choice lies.
Arbitration is imposed or withdrawn at the whim of the business.

There are no safeguards in place to prevent Bank of America from
unilaterally reinstating forced arbitration when public attention wanes. Credit card
providers have made similar moves in the past. For example, in 2007, Citigroup
made much of its decision to discontinue the practice of “universal default” (the
practice whereby credit card companies unilaterally raise customers’ rates for
negative credit activity, like being late on an unrelated credit card, mortgage, utility
or car payment) when Congress was considering banning the practice.68 About six
months later, the company quietly resumed the practice.®® It took congressional
action through the Credit CARD Act to finally end “universal default” for good.”¢
Congress must enact the Arbitration Fairness Act before Bank of America has a
chance to change its mind and re-impose forced arbitration on all of its customers.

We object to forced arbitration because we reject the unfair practice of
forcing people into arbitration as a condition for service, before any dispute has
arisen. A solid majority of Americans—59 percent—also opposes forced arbitration
clauses being hidden in the fine print of employment and consumer contracts, and
supports the Arbitration Fairness Act.’! This number includes majorities of men,
women, Democrats, independents, and Republicans.”2

Prohibiting corporations from forcing consumers into arbitration is a
market-based solution: When arbitration is agreed upon voluntarily after a dispute
arises, arbitration companies must offer a fair process that both parties would
choose willingly.

67 Robin Sidel & Amol Sharma, Credit-Card Disputes Tossed Into Disarray, Wall Street Journal, July 21,
2009, available at http:/ /online.wsj.com/article/SB124822374503070587.html.

68 See Oren Bar-Gill & Elizabeth Warren, Making Credit Safer, 157 U. PA.L.REV. 1, 20 (2008).

69 Jd.

70 See Credit Card Accountability Responsibility and Disclosure Act of 2009, Pub. L. No 111-24, § 108
(2008).

71 Lake Research Partners, National Study of Public Attitudes on Forced Arbitration at 4, 7.

7z Id. at 5-6, 8-9.
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On behalf of AARP’s 40 million members, thank you for holding today’s hearing
on mandatory binding arbitration. AARP’s statement will focus specifically on the
Fairness in Nursing Home Arbitration Act (H.R. 1237/S. 512) and pre-dispute

arbitration clauses in long-term care facility contracts.

Pre-dispute arbitration or mandatory binding arbitration clauses in long-term care
facility contracts are harmful to residents and their families. These arbitration
clauses force a Hobson’s choice -- waive the right to seek redress in the courts
or get care in another facility, assuming there is one in their area without an
arbitration clause. AARP’s testimony focuses on the situations that individuals
and their families face as they enter long-term care facilities, the harmful impact
of pre-dispute arbitration clauses, and AARP’s support for the Fairness in

Nursing Home Arbitration Act (H.R. 1237/S. 512).

Quality in Long-Term Care Facilities

Long-term care facilities include an array of providers such as nursing homes,
assisted living facilities, and other residential care facilities that provide a home to
residents and supportive services to assist them with daily activities, such as
eating, dressing, and bathing. Such facilities may also provide services such as
nursing care, rehabilitation, or therapy. Approximately 16,000 nursing homes in
this country provide care to about 1.5 million of our most vulnerable residents.
Including individuals who use nursing homes for short-term rehabilitation, about
three million people use nursing homes each year. And about one million

Americans live in assisted living facilities.
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Quality of care and quality of life for residents in long-term care facilities can vary
greatly. And, while the quality of care in our nation’s nursing homes has
improved over the last 22 years since the enactment of federal nursing home
quality standards in the Omnibus Budget Reconciliation Act of 1987 (OBRA '87),
much more needs to be done. Many facilities do provide high quality care, but
there are also too many facilities that show significant quality deficiencies that

can cause harm to residents on their annual inspections.

The Government Accountability Office (GAO) has found that a small but
significant share of nursing homes continue to experience quality of care
problems. Three years ago, one in five nursing homes in this country were cited
for serious deficiencies — deficiencies that cause actual harm or place residents
in immediate jeopardy. GAO has also noted variations among states in citing
such deficiencies, and that deficiencies are understated when found in federal
comparative surveys but not in corresponding state surveys. In addition, some
facilities consistently provide poor quality care or are “yo-yo” facilities that go in
and out of compliance with quality standards. Almost half the nursing homes
reviewed by GAO for a March 2007 report — homes with prior serious quality
problems — cycled in and out of compliance over five years and harmed
residents. Quality also varies greatly in other types of long-term care facilities,

such as assisted living, which are regulated at the state level.
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Long-Term Care Facilities and Arbitration Clauses

When older adults suffer a decline in health or are discharged from the hospital
and are unable to care for themselves, these individuals, their families, or other
caregivers are often faced with the daunting task of finding nursing home care.
Often these decisions are made in a crisis situation and individuals may be
pressured to accept the first available bed, without enough time to adequately
compare nursing homes in order to find the one that offers the best quality of
care or to consider other options. Thus, they may select a facility they would not
have otherwise chosen if they had the luxury of shopping around and comparing

facilities.

People seeking nursing home admission are among the frailest Americans. In
2006, nearly half (45 percent) of all residents had dementia and more than half
depended on a chair for mobility or were unable to walk without extensive or
constant support from others. In 2004, nearly 80 percent of residents needed
help with four or five activities of daily living (bed mobility, transferring, dressing,
eating and toileting). Most nursing home residents are elderly: 88 percent are 65
or older and 45 percent are 85 or older. About 75 percent of nursing home
residents age 65 and older are women, and at the time of admission, over half of
nursing home residents are widowed. Nursing home residents in recent years
have had higher disease prevalence and multiple conditions are more common,
indicating an increasingly sicker population, according to a Kaiser Family

Foundation analysis. Nursing home residents are also often on multiple
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medications that must be managed and coordinated to prevent adverse

reactions.

Prospective assisted living residents can be similar to prospective nursing home
residents. Assisted living facilities also may provide care to frail residents who
could be cared for in a nursing home or whose care would have, until recently,

been provided in a nursing home.

It is often in this context of crisis and vulnerability that prospective nursing home
residents and their families face the nursing home admissions process. People
seeking nursing home admission or someone acting on their behalf are typically
given a lengthy, complicated contract. Many facilities, such as nursing homes
and assisted living facilities, include provisions in their admissions contracts
requiring that residents and their families agree to forego the use of the court
system to resolve a wide range of future disputes. Instead, they must agree to
submit their cases which may involve abuse, assault, malnutrition, neglect, and
even death to arbitration. The admissions contract typically is presented on a

“take it or leave it” basis, with no room for the resident to negotiate the terms.

Clearly, most people seeking nursing home admission are focusing on the quality
and range of services available, and are not thinking about possible future
disputes. When they are presented with admissions contracts, they often do not
know that an arbitration requirement is buried in the fine print of the multi-page

document. In the rare instance in which they are aware of the clause, they often
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cannot understand its technical language or its significant implications for their

rights.

In most instances, facilities present the contract after the person decides to apply
for admission, rather than beforehand, when the individual or his or her
representative would have more time to assess the contract provisions and how
they affect their rights. And there may not be sufficient time for the resident or
his or her representative to sit down with a nursing home representative or a
trusted advisor who can answer questions and explain the terms of the contract
and the arbitration provision. In addition, even if there is time for a conversation
with the facility representative, that person is not always adequately informed
about the details of the arbitration provisions or able to answer questions from
the perspective of the resident or family, especially about the important legal

rights involved.

Even if prospective residents and their families are aware that the admissions
contract contains an arbitration provision, they often do not understand what it
means. Nor do they realize the many rights and protections they would forego in
arbitration. Arbitration usually is extremely expensive for consumers and places
severe restrictions on many of their rights, including their ability to obtain
documents and other evidence which makes it difficult for them to prove their

case and gives the facility a considerable advantage.
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In addition, unlike judges and juries, arbitrators do not have to follow prior court
or arbitral decisions; their decisions and the facts about the dispute typically are
confidential, so no one else can learn about them; and the bases for appealing
an arbitrator’s decision are extremely limited; misinterpretation or misapplication
of the law is not a basis for appeal. Arbitrators usually do not need to issue
written decisions, making appeals even more difficult. Consumers usually have
limited, if any, knowledge on which to base their choice of an arbitrator — if they
have a choice - and arbitrators may have a bias toward “repeat players” — to get
a company'’s future business, an arbitrator may not want to rule against such a
party too often or order them to pay large awards to other parties, even when
such awards are justified. Finally, these disadvantages to consumers from the
arbitration process itself are all in addition to the fact that the consumers have

waived their basic right of access to the courts and a jury.

However, consumers strongly support maintaining the right of nursing home
residents and their families to take nursing homes to court in cases of neglect
and abuse. For example, an AARP poll of Arkansas residents age 40 and older
released in January 2007 found that 85 percent of respondents strongly support
maintaining the right of nursing home residents and their families to take nursing
homes to court for neglecting and abusing nursing home residents. Another one

in ten somewhat support this action.

Potential residents and their families also do not have equal bargaining power

with the facility and are virtually powerless to negotiate the arbitration provision or
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to gain admission to the facility without it, assuming they are aware of it.

Potential residents and their families must often make quick decisions in stressful
situations and deal with an immediate need for services — foregoing the care and
services is not an option. If other nursing homes also have arbitration clauses in
their admissions contracts, the individual effectively has no choice among
facilities. Individuals and their families also deal with potential financial
limitations and stress and anxiety from having to give up independence and
leave one’s home to enter a nursing home. Arbitration was designed to provide a
mechanism for two parties with equal bargaining power to resolve a dispute.
Potential residents of long-term care facilities, such as nursing homes and

assisted living facilities, do not have equal bargaining power with the facilities.

A court case from New Mexico provides a good example of the unequal
bargaining power between potential nursing home residents, their families and
the facility, and the circumstances that frequently exist at the time of admission.
New Mexico’s court of appeals ruled that the arbitration clause in a nursing home
contract was unenforceable so that the family of a woman, Ruth Painter, who
died three days after entering the home can pursue their case in court alleging
inadequate care. The court agreed with the family and an amicus brief filed by
AARP and NCCNHR: The National Consumer Voice for Quality Long-Term Care
that the heavily medicated, seriously ill woman could not be expected to

understand the fine print in her contract that limited her legal rights.
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Ruth Painter was 57 years old, suffered from several serious health conditions
(including heart disease, chronic obstructive pulmonary disease, and atrial
fibrillation), and was taking numerous prescription medications when she was
taken by emergency transport to a medical center. When she was discharged
more than a week later, she was physically unable to care for herself and she
and her family decided she needed to move to a nursing home. She and her son
visited a nursing home and she and her daughter returned the next day so she

could be admitted.

While she was being admitted, Ms. Painter became short of breath and was
literally propped up in bed receiving oxygen during the admissions process.
Three days after admission, her health seriously deteriorated and she was taken
by ambulance to a hospital where she died. Her family sued the facility, alleging
negligent care and breach of contract. The facility moved to dismiss the suit
based on a clause in the admissions contract that required that all disputes be

resolved in arbitration.

A trial court declared the arbitration clause unconscionable and unenforceable
based on its findings that: Ruth Painter had a 10th-grade education; for more
than a year prior to her death her mental condition seemed to decline and her
son had assumed responsibility for her finances; and the admissions agreement
was 41 pages long and contained various other documents, including several
contractual agreements, health directives, questionnaires and facility policies.

According to the court, “Much of the [Arbitration] Agreement is in small print, and
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[the admissions director] admitted it was often inconsistent and could be
confusing.” Ultimately, the trial court ruled that “[r]lequiring a heavily medicated,
seriously ill individual, such as Ruth Painter, who had limited education and
comprehension to sign an Arbitration Agreement that was hidden away in the
middle of a confusing and complicated Admission Agreement, would be

unconscionable.”

Fairness in Nursing Home Arbitration Act

AARP believes that it is essential for vulnerable residents to have access to the
courts when they are injured, neglected, or abused. AARP thus supports the
bipartisan Fairness in Nursing Home Arbitration Act (H.R. 1237/S. 512)
introduced by Representative Linda Sanchez (D-CA) and Senators Mel Martinez

(R-FL) and Herb Kohl (D-WI).

H.R. 1237 would make pre-dispute arbitration provisions between long-term care
facilities and a resident of the facility or a person acting on behalf of the resident
unenforceable, ensuring that future and some current residents of long-term care
facilities and their families are not forced into arbitration or terms that may have a
substantial adverse impact on their rights. This legislation is also important
because it would provide uniform, nationwide protection against such pre-dispute
arbitration provisions. While some states have taken action to address this
important issue, consumers, regardless of the state in which they live, should not

be forced to give up their rights to seek redress through the courts to resolve

10
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cases of injury, neglect, and abuse. This bill would protect this essential right of
older adults, individuals with disabilities, and their families, including some of the

most vulnerable Americans.

As the Subcommittee considers this legislation, we would like to work with you
and the bill's sponsors to help ensure this bill would apply to all current residents
of long-term care facilities, not just those whose pre-dispute arbitration
agreements are made, amended, altered, modified, renewed or extended on or
after the date of enactment of the bill. The protections provided under this
legislation should be available to all current long-term care facility residents.
Some may argue that arbitration clauses in long-term care facility admission
contracts are needed to limit costly lawsuits against facilities. But the answer to
this concern is not to limit an individual’s legal rights and protections, and require
that they waive their right to resolve disputes in court. The answer is to improve
the underlying care and services provided by facilities to decrease the likelihood
of disputes that need to be resolved in court. This would help residents, their

families, and the facilities themselves.

11
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Conclusion

We appreciate the subcommittee’s work on the important issue of pre-dispute
arbitration clauses and their adverse impact on current and future long-term care
facility residents and their families. AARP encourages the subcommittee to pass
the Fairness in Nursing Home Arbitration Act (H.R. 1237) and expand its scope
to include all current long-term care facility residents. We look forward to working
with you and your colleagues on both sides of the aisle to protect the rights of

current and future long-term care facility residents and their families.

12
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PREPARED STATEMENT OF THE NATIONAL ASSOCIATION OF HOME BUILDERS

STATEMENT OF
THE NATIONAL ASSOCIATON OF HOME BUILDERS
ON
"Mandatory Binding Arbitration - Is it Fair and Voluntary?"

September 15, 2009

Introduction

The National Association of Home Builders (NAHB) appreciates the opportunity
to submit this statement on "Mandatory Binding Arbitration - Ts it Fair and Voluntary?"
Founded in 1942, NAHB is a federation of more than 800 affiliated state and local
building industry associations. Itis the voice of the housing industry in the United States.
NAHB represents 200,000 builder and associate members throughout the country,
including individuals and firms that construct and supply single-family homes, as well as
apartment, condominium, multi-family, commercial and industrial builders, land
developers and remodelers.

The Importance of Alternative Dispute Resolution

NAHB strongly supports the use of alternative dispute resolution (ADR),
including binding arbitration, in consumer contracts. NAHB has found that ADR is often
the most rapid, fair and cost effective means to resolving disputes—for both the builder
and the buyer—arising out of the construction and/or sale of the home. In contrast,
litigation is expensive, time-consuming and unlikely to produce the desired result
getting the problem repaired.

The Arbitration Fairness Act of 2009 (H.R. 1020), introduced by Rep. Hank
Johnson, would prohibit two parties from including in a contract a pre-dispute arbitration
agreement. H.R. 1020 would also invalidate pre-dispute arbitration agreements in
existing contracts. NAHB opposes H.R. 1020.

Invalidating binding arbitration provisions in residential construction contracts
would undermine decades of jurisprudence strongly favoring arbitration of disputes
where the parties have agreed to use the arbitration process. In enacting the Federal
Arbitration Act, “Congress declared a national policy favoring arbitration and withdrew
the power of states to require a judicial forum for the resolution of claims that the
contracting parties agreed to resolve by arbitration”'. NAHB members rely on this long

1 Southland Corp. v. Keating 465 T1.S. 1, 10 (1984).
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standing public policy every day when they negotiate and enter into residential real estate
contracts containing arbitration provisions.

Furthermore, NAHB members have priced their products based upon an agreed
upon contract. Because arbitration allows businesses to contain their legal costs, those
savings are often included in the price of the product. For existing contracts that include
arbitration provisions, H.R. 1020 would invalidate pre-dispute arbitration clauses. This
will introduce, retroactively, significant risk to many businesses, as they would now face
the potential for higher legal costs associated with litigation but would be unable to adjust
existing contract prices to reflect this new risk. As most home builders are struggling
financially in the current housing market, this unfair retroactive change has the very real
potential to put more builders out of business.

Arbitration is Fair

Research by the U.S. Chamber of Commerce shows that arbitration is simpler,
cheaper, and faster than litigation and is viewed as fair by winners and losers alike®>. For
the home buyer, use of arbitration also provides them with certainty that any dispute will
be resolved in a quick, fair and less costly manner than litigation. Due to the higher costs
of litigation, homeowners are frequently left with insufficient funds to perform repairs
once legal fees and costs are deducted from their recoveries. Ultimately, arbitration
offers the home buyer a cost effective means of dispute resolution.

Critics often suggest that arbitration firms will rule more often in the favor of
businesses in order to win their repeat business. This argument, however, is rebutted by
the statistical analysis conducted by the Searle Civil Justice Institute. In their March
2009 report, the Institute concluded that there was no statistically significant repeat-
player effect:

Under the usual definition of a repeat business, we find no statistically
significant repeat-player etfect... Under an alternative detinition of a
repeat business, based on the AAA’s categorization of businesses in
enforcing compliance with the Consumer Due Process Protocol, we find
some evidence of a repeat-player eftect as to win-rate ... but not as to the
percentage of claim amount recovered by consumer claimants (claimants
actually recover a higher percentage of the amount claimed against repeat
businesses than against non-repeat businesses). But the evidence suggests
that any repeat-player eftect is not due to arbitrator (or other) bias in favor
of repeat businesses. Instead, it appears to result from case screening by
repeat businesses, with those businesses resolving consumer claims prior
to an award at a much higher rate than non-repeat businesses.”

2 Arbitration: Simpler, Cheaper and Faster than Litigation, U.S. Chamber Institute for Legal Reform,
April, 2005

3 Searle Civil Justice Institute, preliminary report, “Consumer Arbitration hefore the American Arbitration
Association.” March 2009, pg 110.
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The report also found with the American Arbitration Association, the average time from
filing to final award was 6.9 months and that uptront costs for consumer claimants was

. 4
quite low.

Arbitration also can provide cost savings that are passed along to the home buyer.
The ability to operate effectively in the home building industry and to price a home
competitively depends on the degree to which the builder's overall costs are certain and
predictable. The more confidence the builder has in pre- and post-construction costs
directly corresponds with the builder’s ability to pass those savings on to homebuyers.
Use of mandatory arbitration agreements provides the builder with a degree of certainty
that if a dispute arises, legal costs will be contained.

Precluding the use of mandatory arbitration will expose home builders to
increased risk of uncertainty. That risk is often factored into the cost of housing and,
unfortunately, increases costs for all home buyers. As a result, eliminating pre-dispute
binding arbitration agreements may have a negative impact on housing affordability.

Arbitration is Voluntary

While critics of arbitration often argue that these are clanses of adhesion, a person
secking a home has numerous options from which to choose, including choosing a
builder who does not use arbitration. Although there have been few empirical studies on
the use of arbitration in residential construction, one state, Texas, has conducted a survey
on the use of arbitration by home builders. According to this study, only about 52
percent of builders required arbitration”. Texas is not an aberration, and NAHB believes
that similar results would be found in every other state. Consequently, home buyers
nationwide should have no difficulty locating a builder who does not require arbitration.

The purchase of a home also differs significantly from other typical consumer
contracts. Ultimately, as noted in the concurring opinion in Buecher v. Centex Homes,
nearly every aspect of a home purchase contract can be negotiated:

Every day throughout the state, homebuyers negotiate with home sellers
over the terms of the transaction. As it happens, some consumers are better
negotiators than others. But they all share the position of greatest strength
in the transaction — the ability to walk away from a deal they do not like. ¢

While critics of arbitration often argue that these are clauses of adhesion, this is not the
case with the purchase of a new home.

Conclusion

4 Ibid. g 109.

5 “A Study of Residential Construction Arbitration: Final Report of the Arbitration T'ask Force.” Texas
Tegislative Council, December 2006.

6 18 S.w.2d 807 (Tex. App. San Antonio March 31, 2000) 1d. at 812 (Green, J. concurring).
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NAHB believes that fairness of arbitration clauses is essential to their viability.
Indeed, consumers are already protected in this regard. The courts offer substantial
protections to consumers from improper and unfair binding arbitration clauses.
According to a recent study, the courts are closely scrutinizing arbitration agreements and
will strike down those arbitration clauses that are deemed to be overreaching.”

Moreover, private national ADR providers are working to ensure that the
arbitration provisions are fair to all parties. The American Arbitration Association
(AAA) issued the Consumer Due Process Protocol in 1998, which identifies the type of
provisions that encourage a fundamentally fair process when consumers sign arbitration
agreements. Recommendations include: (1) access to information about the process; (2)
independent and impartial neutrals including independent administration of the ADR
process and consumer participation in neutral selection; (3) reasonable costs, location
and time frames; (4) clear notice of all arbitration provisions; (5) confidentiality and
unfettered access to small claims court in lieu of arbitration if the small claims court has
jurisdiction; and, lastly, (6) the arbitration must afford the same remedies available in
coutt.

NAHB recognizes that binding arbitration remains a viable ADR tool only if the
process is fair to all parties. To the extent that there are legitimate problems with the use
of arbitration in residential construction contracts, we would welcome the opportunity to
work with the Subcommittee on those issues. However, a complete prohibition on pre-
dispute arbitration clauses is unwarranted.

7 See Tohn Townsend, State Court Enforcement of Arbilration Agreements, Oclober 2006.
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Testimony
Of
Richard W. Naimark
On behalf of the American Arbitration Association

United States House of Representatives
Committee on the Judiciary
Subcommittee on Commercial and Administrative Law
Tuesday, September 16, 2009

“Mandatory Binding Arbitration — Is It Fair and Voluntary?”

We appreciate the opportunity to share the experiences of the American Arbitration
Association (AAA) on the important issues being considered by the Subcommittee on
Commercial and Administrative Law as it examines the use of arbitration to resolve
disputes in a variety of contexts.

The AAA is a not-for-profit public service organization with an 83-year history in the
administration of justice. The AAA has pioncered the development of arbitration rules,
protocols and codes of ethics jointly authored with organizations such as the American
Bar Association.

Arbitrators who hear cases that are administered by the AAA are not employees of
AAA, but are instead individuals who are independent, screened and trained. The AAA
does not represent the alternative dispute resolution (ADR) industry or other arbitral
institutions, but as a result of our unique position and longstanding leadership in the
field of alternative dispute resolution, we believe the AAA has an important
contribution to make to the subject matter of this hearing. The AAA has long advocated
the broader application of high standards and duc process protections in arbitration
proceedings. We call on Congress to take action to make these voluntary standards
mandatory requirements for all such arbitrations. Over a decade ago, the AAA and
other leading organizations developed a series of due process protocols to address
particular nceds and issucs related to the use of ADR in the ficlds of healthceare,
employment, and consumer agreements. These protocols are intended to provide
guidance not only to ADR providers, but also to legislative and regulatory policymakers
at the federal and state levels. The AAA and a few other responsible organizations
adopted thesc protocols, which Congress never codified, and consequently we must
now address a number of issues in poorly crafted and overly broad legislative proposals.

We must make no mistake in our focus that the primary issuc at hand is access to justice.
The reality in this country is that our legal system is either inaccessible or difficult to
navigate for most Americans. Individuals with claims with dollar values below $50,000
- $65,000 have a difficult time obtaining legal representation, regardless of the validity of

Page 1
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the claim. The litigation process is exceedingly difficult for pro se individuals to pursue.
Arbitration can, and docs, provide ready access to justice if duc process protections are
built in.

To further the public policy debate, the AAA has developed model draft federal
legislation which would codify many of the duc process protections contained in the
consumer and employment due process protocols through the creation of a new chapter
4 within Title 9 of the U.S. code. This “Chapter 4” approach was recently incorporated
into a major Scnate bill after carcful analysis. The Chapter 4 clement, combined with a
protocol-based approach to codifying appropriate standards and protections, would
provide the best course of action to enhance the use of arbitration in the healthcare,
employment, and consumer contexts. This draft bill, attached as Appendix I, can serve
as a model or basis for a more effective and constructive approach to ensuring fairness
in the use of ADR. This model legislation also incorporates a mechanism to greatly
reduce the likelihood of unintentional legislative impact on international and
commercial arbitration. Several current legislative proposals, though well-intentioned,
would have far-reaching unintended impact on a broad spectrum of domestic and
international commercial arbitration through amendment of the FAA.

Healthcare Arbitration

In 1997, the leading associations involved in medicine, law, and alternative dispute
resolution formed the Commission on Health Care Dispute Resolution. Representatives
of the American Medical Association, the American Bar Association, and the AAA
developed standards on the appropriate use of ADR in resolving disputes in the health
carc environment between patients and health care providers. The resulting Healthcare
Due Process Protocol (available at www.adr.org/sp.asp?id=28633) serves as a widely
accepted standard for the use of ADR in this important field. Asnoted by the
Commission, its Final Report is “...mcant to provide guidance not only to private
managcd health care organizations considering the voluntary adoption of ADR
programs as a form of review of plan determinations, but also to legislative and
regulatory bodies considering the establishment of standards governing the use of ADR
in the health plan environment.”

The Healthcare Due Process Protocol includes a number of standards and protections
beyond those proposed in the Fairness in Nursing Home Arbitration Act (H.R. 1237).
The Commission, in formulating this Protocol, weighed the unique context in which
healthcare agreements are signed, and found that agreements to arbitrate should be
made after the dispute arises. The Senate Judiciary Committee, in reporting that
chamber’s previous version of this legislation (S. Report 110-518), noted:

“This principal is supported by the Commission on Health Care Resolution,
which consists of members of the American Medical Association, the American

Page 2
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Bar Association, and the American Arbitration Association. These preeminent
doctors, lawyers and arbitrators unanimously agreed that “in disputes involving
patients, binding forms of dispute resolution should be used only where the
parties agree to do so after a dispute arises.”

However, because H.R. 1237 currently amends the Federal Arbitration Act (Chapter 1 of
Title 9 of the U.S. Code) in a manner that could have unintended impact and would set a
poor precedent, we have suggested technical changes to this legislation, primarily the
creation of the Chapter 4 mechanism, which would improve it substantially, while
retaining the basic goals of the legislation.

Employment Arbitration

In the employment arena, the AAA similarly convened the Task Force on Alternative
Dispute Resolution in Employment, a coalition of consumer, employee, business and
regulatory interests, to develop the Due Process Protocol on Mediation and Arbitration
of Statutory Disputes Arising Out of the Employment Relationship.

The Task Force included individuals from the Federal Mediation and Conciliation
Service, the ACLU, the ABA, the AAA, the National Employment Lawyers Association,
and other interested organizations. The full Protocol is available at
www.adr.org/sp.asp?id=28535.

The Task Force’s work product represents the best consensus thinking about what
constitutes due process, fair play and a level playing field in the area of employee-
employer disputes. There was no limitation of subject matter for discussion.

The AAA’s tules for the arbitration of disputes arising out of employer-promulgated
plans conform to and implement this Due Process Protocol. Under thesc rules, for
example, the filing fees payable by the employec are capped at $150. No other costs
associated with the administration of the arbitration are charged to the employee,
including arbitrator compensation (regardless of whether there are one or three
arbitrators), hearing fees, and hearing room rental. All such costs are shifted to the
employer.

Employment arbitrations conducted under this Protocol have been proceeding in an
orderly and cfficacious manner for ten years and have provided redress for thousands of
employees and employers in that time. Studies support the balance and effectiveness of
the process in this setting.
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Consumer Arbitration

In recent years, the use of ADR and arbitration has grown to include consumer
agreements. Often implemented through standardized contracts, the usc of arbitration
in consumer agreements for the purchasc of goods and services has raised legitimate
concerns regarding fairness, rights, and the ability of the parties to participate. The
AAA’s administration of consumer arbitrations is currently governed by the Consumer
Duc Process Protocol and a specialized set of implementing rules and procedures.

To evaluate and address concerns unique to consumer arbitration, the AAA convened
the National Consumer Disputes Advisory Committee in 1997, which was composed of
consumer, government, legal, business and academic experts, drawn from such
organizations as the AARP, Consumers Union, Consumer Action, American Council on
Consumer Interests, the Federal Trade Commission, the National Association of
Attorneys General, the National Association of Consumer Agency Administrators,
Fannie Mae, and Freddie Mac. One of the Advisory Committee’s specific objectives was
to have the Consumer Due Process Protocol influence state and federal laws governing
consumecr arbitration.

The result of the Advisory Committee’s deliberations was the Consumer Due Process
Protocol, which articulates a number of fundamental principles to enhance the fairness
and efficiency of consumer ADR. The Consumer Due Process Protocol constituted a
voluntary set of standards and minimum requirements which the AAA has adopted, but
which are not necessarily applied to arbitrations outside of AAA administration. This
Protocol provides for common sense “fair play” requirements, such as rcasonable fees
for the consumer, a reasonably accessible locale, no limitation of any remedy that would
be available in court, and access to small claims court. The AAA will not administer an
arbitration that does not materially comply with the provisions of the Consumer Duc
Process Protocol, and in fact, the AAA has declined to administer hundreds of
companies’ arbitrations because of Protocol violations. The full Consumer Due Process
Protocol is available at www.adr.org/sp.asp?id=22019.

The AAA applies the Consumer Due Process Protocol through our Supplementary
Procedures for Consumer-Related Disputes (“Supplementary Procedures”). The
Supplementary Procedures also establish guidelines for consumers to request a deferral
or waiver of fees, including requesting an arbitrator who will serve without charge.
Under the Supplementary Procedures, the consumer’s costs are capped at $125 or $375,
for claims of up to $10,000 or between $10,000 and $75,000, respectively. Other costs,
including administrative fees and additional arbitrator compensation costs, arc borne by
the business. One unique aspect of the Supplementary Procedures is the “small claims
opt out” which permits a consumer, whether they are a claimant or respondent in a case,
to opt out of an arbitration and into a small claims court proceeding.
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Efficacy of the Protocol-Based Approach

While much of the debate on these issues has been driven by anecdotal evidence,
statistical evidence is supportive of the fairness and cffectivencess of protocol-driven
ADR. The cfficacy of the Consumer Duc Process Protocol for consumer cascs
administered by the AAA was documented through a recent independent study
conducted by the Searle Civil Justice Institute at Northwestern University Law School.
The Scarle Study reviewed a representative sample of approximately 300 AAA
consumer arbitration case files that were awarded between April and December of 2007.
Among the most compelling findings in the Searle study are that:

e The upfront cost of arbitration for consumer claimants in cases administered by
the AAA appears to be quite low. In cases with claims seeking less than $10,000,
consumer claimants paid an average of $96.

e AAA consumer arbitration seems to be an expeditious way to resolve disputes.
The average time from filing to final award for the consumer arbitrations studied
was 6.9 months.

¢ No statistically significant repcat-player cffect was identified using a traditional
definition of repeat-player business. Consumer claimants won some relief in
51.8% of cases against repeat businesses and 55.3% against non-repeat
businesses.

e Arbitrators awarded attorneys' fees to prevailing consumer claimants in 63.1% of
cases in which the consumer sought such an award.

e A substantial majority of consumer arbitration clauses in the sample (76.6%) fully
complied with the Consumer Duc Process Protocol when the casc was filed.

e AAA'sreview of arbitration clauses for Consumer Due Process Protocol
compliance was effective at identifying and responding to clauses with Protocol
violations. In 98.2% of cascs in the sample subject to AAA Consumer Duc
Process Protocol compliance review, the arbitration clause cither complied with
the Protocol or the non-compliance was properly identified and responded to by
the AAA.

¢ The AAA refused to administer hundreds of cascloads because of non-
compliance by businesses with Protocol due process standards.

e Asaresult of AAA's compliance review, some businesses modify their
arbitration clauses to make them consistent with the Consumer Due Process
Protocol.

The Searle findings are clearly a reaffirmation of the effectiveness of the Consumer Due
Process Protocol, the Supplementary Rules, the AAA’s administration of consumer
arbitrations, and the value that arbitration can bring in the resolution of small but
nonetheless important disputes between consumers and businesses. The full report and
related documents can be found at www.searlearbitration.org.
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Consumer Debt Arbitration

Recent developments in the field of consumer debt collection have resulted in significant
changes in this ficld.

The Federal Trade Commission held a two-day conference on the litigation and
arbitration of consumer debt collection cases, and has scheduled two more conferences
in the fall and winter of this year. Notably, many of the issues and problems in the
administration of these cases appear to be driven by the unique nature of the cases. A
number of issues have special significance in consumer debt collection caseloads,
including proper notice, quality of proofs, and independence of arbitrators.

While the AAA has not administered significant numbers of debt collection arbitrations
relative to some other organizations, the AAA did process consumer debt collection
arbitrations in a single high volume program. However, the AAA’s administration of
that program ended in June, 2009 and consequently at this time the AAA is not currently
administering any debt collection programs.

As aresult of the AAA’s review of this caseload and our experiences administering debt
collection arbitrations, in addition to our consideration of a number of policy concerns
that have been raised, it is the AAA’s position that a series of important fairness and duc
process concerns must be addressed and resolved before we will proceed with the
administration of any future debt collection arbitrations. Until such time, the AAA has
placed a moratorium on the administration of any consumer debt collection arbitration
programs.

Further, the AAA offered a series of recommendations on debt collection arbitration to
the Domestic Policy Subcommittee of the House Oversight and Government Reform
Committee, and is exploring the development of specific additional procedures,
standards, and fairness protections as part of a broader debt collection arbitration
reform.

Conclusion

We appreciate the opportunity to present the AAA’s recommendations and suggestions
on the resolution of consumer, healthcare, and employment disputes. Based on our over
83 years of experience, we believe that if properly executed and designed, arbitration
can provide a prompt, effective and fair forum for the resolution of these disputes. The
protocols and the attached draft bill draw upon the collective wisdom of experts and key
organizations in their respective fields, and should be given serious consideration by
Congress as it responds to issues in the use of arbitration.
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In addition, many agreements, following case law, have a rescission period, another practice
AAHSA recommends to its members. This clause gives conswmers a chance to reconsider and
cancel their agreement to arbitrate.

We also recommend to our members, based on case law, that arbitration agreements should not
limit a resident's rights and remedies under law, other than to specify the forum and procedures
for dispute resolution. Most if not all states that have addressed this issue have found limitations
on rights and remedies to be a rigger for determining an arbitration agreement was
unconscionabie. The more onerous the contract, the less likely it has been ta be enforeed under
existing law and practice. Consequently, most long-term care providers do not draw up arbitration
agreements that conflict with consumers’ rights, Additionally, we recommend 10 our members
that the arbitration agreements be mutual, that the provider also agrees to arbitration of all issues,
rather than carving out some areas for litigation. Again, this has been heavily litigated and we
recommend the most canservative approach to our membvrs.

We do not see a need for legislation, since we believe that current federal and state law and the
common-sense guidelines we have recommended to our members adequately protect the interests
of both consumers and providers of goods and services. The high rate of litigation over arbitration
agreements in our field means acceptable parameters defining substantive and procedural
requirements for valid arbitration agreements are clearly defined in long-term care, Residents or
their representatives have had significant success in state courts and this success is visible in the
way providers draft their agreements. Among AAHSA’s membership, most but not all residents
sign arbitratian agresments that are offered at the time of admission, and most disputes are settled
regardless of whether there is an arbitration requirement or not.

Quality of services is not determined by the forum chosen for resolution of whatever disputes may
arise between providers and consumers. We wrge the Senate not to foreclose recourse to
agreements that can expedite the resolution of disputes for all parties and prevent unnecessary
expense that takes resources away from resident services.



