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Banning class
action bans

Class action
limitations, embedded
in contracts for cars
to phones to jobs,
amount to a ‘get out
of jail free’ card for
corporations.

By butlding a strong
factual record and
choosing the right
legal strategy,

you can battle the
ban—and win.
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company collects a tax thatamounts

to afew dollars per month fromallits
customers in one area—even though
many of them do not owe the tax. Very
few realize they've been cheated, and
none can bring an individual lawsuit to
recover afew dollars. Withoutbeing able
tofilea classaction, those consumers will
be left with no legal recourse—and the
phone companywill getawaywith cheat-
ing them.

This situation, based on a case that we
are handling,’ illustrates the central
problem of banson classaction lawsuits.
Unfortunately, alarge and ever-growing
number of corporations—including
most cell phone carriers, credit card is-
suers, new car dealers, and major com-
puter manufacturers—are inserting
terms in their standard contracts that
bar their customers and employees from
ever bringing, or participatingin, a class
action. Such bans are usuallyembedded
in arbitration clauses but apply to class
actions in court or arbitration.

Two principal legal theories exist for
challenging class action bans: contract
law and statutory law.

Contract law challenges. In cases
where a ban on class actions serves as a
corporate exculpatory clause,anumber
of courts have held that they are unen-
forceable because either they are un-
conscionable or they violate a state’s
public policy by undermining state con-
sumer protection or civil rights statutes.
In some cases, this has led courts to in-
validate entire arbitration clauses con-
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taining the class action bans; in others,
courts have struck.down the ban and
sent the case to arbitration without the
provision.

In early litigation, most plaintiffs
bringing contractlaw challenges to class
action bans were not successful.” More
recently, courtsin a growing number of
states have ruled in favor of plaintiffs.’

For example, the high courts in Cali-
fornia, Illinois, New Jersey, and Wash-
ington—as well as intermediate appel-
late courts in Missouri, Ohio, Oregon,
Pennsylvania, and Wisconsin—have all
struck down class action bans in cases
where they were deemed uncon-
scionable (because the banswere effec-
tively exculpatory and/or because they
were one-sided).* Some other courts
have struck down class action bans on
the grounds that they violated public
policy by undermining the enforce-
ment of important consumer protec-
tion statutes.®

When challenging aban either onan
unconscionability theory or based on a
state’s public policy against adhesive ex-
culpatory clauses, it is best to have a
strong factual record. In one recent
case, a court struck down a class action
ban after a two-day evidentiary hearing
where the plaintiffs presented expert
testimony that no consumer lawyer in
the state would take similar cases on an
individual basis because the cost of
bringing them would outweigh the like-
ly remuneration.’

Similarly, in Scott v. Cingular Wireless,
Washington’s high court struck down a
class action ban when the factual record
included both testimony from con-
sumer law experts and materials ob-
tained through discovery that estab-
lished that no consumers had brought
inarbitration anyindividual casesin the
state against that defendant.” Although
many courts have struck down class ac-
tion bans without such evidence, a
lawyer takes a big chance relying heavi-
ly on the experience and ideas of the
courtand notsetting outan evidentiary
record.

Statutory law challenges. Plaintiff
lawyers have had less success arguing
that class action bans violate statutes. In
early cases, plaintiffs argued thatvarious

statutes endowed consumers or em-
ployees with unwaivable rights to bring
class actions, but most courts rejected
these theories.®

More recently, however, some plain-
tiff lawyers have argued that class action
bans effectively violate federal statutes
by frustrating their purpose, when the
evidence in a particular case would es-
tablish that the ban has the effect of

would violate a “fundamental policy” of
the forum state; and if the forum state
hasa greater interest in the outcome of
the case.

The key test is whether enforcing the
choice-oflaw clause—and thereby re-
placing the forum state’s law with the law
of astate that would enforce all class ac-
tion bans—would violate afundamental
public policy of the state. Courts are di-

Some courts have struck down class action bans

on the grounds that those contract terms violated

public policy by undermining the enforcement

of important consumer protection statutes.

making it impossible for individuals to
vindicate their rights. The First Circuit
has embraced this theoryin the context
of antitrustlitigation,’ and anumber of
similar challenges are pending in other
courts. As with contract Jaw challenges,
the key to statutory challenges probably
lies in the development of a robust fac-
tual record.”

Choice-of-law clauses

In light of these successful chal-
lenges to class action bans, some
changes have occurred. For one, cor-
porations have tried to write their con-
tracts differently, embedding choice-
oflaw clauses that provide that any
contract disputes will be governed by
the law of states thatare inclined to en-
force class action bans, such as Texas or
Utah. Foranother, a few courts have be-
gun to accept the corporate argument
that the Federal Arbitration Act (FAA)
preemptsany limits that state law might
place on classaction bansembedded in
arbitration clauses. Plaintiff lawyers
need to know the bestarguments for re-
sponding to each change.

When faced with a contract that con-
tains a choice-of-law clause, most states
follow the framework set out in §187 of
the Restatement (Second) of Conflict of
Laws. According to that provision, a
choice-oflaw clause is invalid if without
it, the local forum state’s law would ap-
ply; if applying the other state’s law

vided on this. A number have held that
itwould violate fundamental public pol-
icy of the state.” Others have enforced
such clauses, although several of those
decisions are currently on appeal.?

When attacking choice-of-Jaw clauses,
take care how the particular public pol-
icyatissue is defined. Some lawyers have
argued that there isa general public pol-
icy under state law in support of a right
to bring class actions.

But thisapproach isnotrecommend-
ed. In the leading cases striking down
classaction bans, the policy the courtsre-
lied on was articulated by laws barring
exculpatory clauses that make it impos-
sible for consumers or employees to ef-
fectivelyvindicate theirstatutoryrights.”
This characterization of the public pol-
icyatissueisnotonlymore accurate than
portraying the policy as a general right
to bring class actions, but it is also more
in keeping with the popular view that is-
sues of public policy are best addressed
by legislatures rather than courts.

Preemption pressure

For years, corporations have argued
that the FAA preempts the application
of anystate lawinvalidatinga classaction
ban embedded in an arbitration clause.
Most courts hearing thisargument have
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rejected it.* For one thing, the invalida-
tion of a class action ban does not nec-
essarily mean that a case will proceed in
court, as several courts striking such
bans have nonetheless enforced the re-
mainder of the arbitration clause and
have left it to the arbitrator to determine
if the case should proceed on eithera
class or individual basis."

Nonetheless, lastyear many members
of the defense bar gained greater confi-
dence in the corporate theorywhen the
Third Circuit suggested in Gay v. Credit-
Inform that at least some state laws limit-

Gay case were read to apply to the laws of
other states, it would be unlikely to pre-
vail in many courts. State laws striking
down contract terms embedded in ex-
culpatoryarbitration clauses are entire-
ly consistent with the Supreme Court’s
own decisions. The Court has directed
that arbitration clauses are enforceable
under the FAA only if they permit
claimants to effectively enforce their

* rights.®

The Court has recognized, for exam-
ple, that “the existence of large arbitra-
tion costs may well preclude a litigant

In leading cases striking class action bans,

the courts relied on laws that bar exculpato}*y

clauses that make it impossible for consumers or

‘employees to vindicate their statutory rights.

ing class action bans may be preempted
by the FAA. For a couple of reasons,
though, the significance of thisdecision
will likely prove negligible.

First, the FAA preemption discussion
in Gay was based on an interpretation of
Pennsylvania contract law that differs
enormously from the contract law of
mostother states. In particular, the court
interpreted Pennsylvania law as pro-
hibiting any provision in an arbitration
clause that would not permit a party to
bring a class action in court. If it were
true that Pennsylvania law insisted that
parties have aright toa judicial class ac-
tion, the Third Circuit would almost
certainly be correct that this law was
preempted.

Even if that is an accurate descrip-
tion of Pennsylvania law, however,

‘most courts that have ruled against
class action bans have been very clear
that their decisions are not based on
an insistence on judicial proceedings
(as opposed to arbitration), butrather
are based on the rule that no contract
term (in an arbitration clause or oth-
erwise) may bar individuals from ef-
fectivelyvindicating their rights under
consumer protection and civil rights
statutes."”

Second, even if the reasoning of the
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. . . from effectively vindicating [its]
rights,” and that this would not be per-
missible.’* While the Supreme Court has
acknowledged that arbitral forums may
have somewhat differentand simplified
rules from court rules, the Court has in-
sisted thatarbitration must permita par-
ty to “effectively vindicate” his or her
statutory rights.”

Arguing that the FAA preempts all
state laws limiting class action bans is
also inconsistent with the basic rule
that the FAA preempts only state laws
that conflict with it. The Supreme
Court has held that the FAA has no ex-
press preemption provision and does
notreflect Congress’sintent to occupy
the entire field of arbitration or con-
tract law.®

Simply put, there is no plausible ar-
gument that state laws that limit excul-
patory class action bans conflict with
the purposes of the FAA. As the Court
has made clear in a variety of contexts,
a federal law does not impliedly pre-
emptabody of state law where the fed-
eral law says nothing about the subject.
Where federal law is silent on a subject,
there is no implied conflict preemp-
tion of state law based on frustration of
federal policy.”

And in the context of class actions,

the FAA says nothing. This is, in part,
because the FAA was passed in 1924,
long before class actions existed. It is
also true because the Court has held
that class actions can proceed in arbi-
tration,” demonstrating that nothing
in the FAA requires that parties be
stripped of their opportunity to vindi-
cate their statutoryrights on a classwide
basis.

Finally, asweeping preemption rulein
this context is counter to the Supreme
Court's directions that generally appli-
cable rules of contractlawapply to arbi-
tration clauses justas theydo toany oth-
er contract term.* If a state’s laws would
normally enforce exculpatory clauses
that strip individuals of their rights un-
der consumer protection and civil rights
statutes, then the FAA would preempt
the state from striking contract terms
embedded inarbitration clauses thatdid
the same thing. In most states, however,
the rule is to the contrary.

This does raise an important prac-
tice point, however: To effectively chal-

lenge exculpatory class action bans, a

plaintiff must demonstrate that he or
sheisrelying on a general body of state
contract law forbidding exculpatory
clauses in such circumstances, Plaintiff
lawyers who fail to do basic contractlaw
research in their state and rely on cas-
es from other jurisdictions thatinvolve
challenges to arbitration clauses may
make a grave error. Their arguments
need to be grounded in the contract
law of the state whose law governs, not
in generalizations about arbitration
clauses. :

All of the foregoing may be changed
dramaticallyif Congress passes the Arbi-
tration Fairness Act, S. 1782 (introduced
bySen. RussFeingold (D-Wis.)) and H.R.
3010 (introduced by Rep. Hank Johnson
(D-Ga.)). Thislegislation would ban pre-
dispute binding arbitration clausesin all
consumer, employment, medical, secu-
rities, and franchise contracts. Hearings
have been held in both the House and
the Senate. At press time, 2 House Judi-
ciary subcommittee had voted to send
the bill to the full House Judiciary Com-
mittee for its consideration.

Corporations often try to use classac-
tion bans to insulate themselves fromall




liability for certain types of wrongdoing.
Many jurisdictions have rejected these
efforts, but corporations are tirelessly
looking for end-runs around these pro-
consumer decisions.

Advocates for consumers and em-
ployees need to be alert to develop-
ments in this rapidly evolving area of
law. Successful challenges to class ac-
tion bans will be based on sound factu-
al records that recognize that these
bans are unenforceable when they pre-
vent individuals from effectively vindi-
cating their statutory rights and on
strong arguments against corporate
ploys, such as sweeping choice-of-law
clauses and overly broad theories of
federal preemption. |
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