Drafting an Enforceable Franchise
Agreement Arbitration Clause

KeviIN M. KENNEDY

he U.S. Supreme Court
I declared more than two
decades ago that the Federal
Arbitration Act (FAA)! embodies
“a liberal federal policy favoring
arbitration agreements, notwith-
standing any state substantive or
procedural policies to the con-
trary.”? The purpose of the Act,
according to the Court, is to
“move the parties out of court and
into arbitration as quickly as pos-
sible”® Thus, in resolving chal-
lenges to an arbitration clause, the FAA “establishes that, as
a matter of federal law, any doubts concerning the scope of
arbitrable issues should be resolved in favor of arbitration,
whether the problem at hand is the construction of the con-
tract language itself or an alegation of waiver, delay, or a
like defense to arbitrability.”4
With pronouncements like these coming from the highest
court in the land, one would think that enforcing arbitration
clauses in commercia contracts would be easy. Think again.
In recent years, arbitration clauses have come under
increased attack in many state courts, and even from some
circuitsin the federa system. The reasons vary. Some judges
recoil at the idea of arbitration at al, believing it to be an
inherently unfair and inferior method of resolving disputes.®
Others find certain terms of particular clauses objectionable
because of the perceived overreaching by “big business’
against the “little guy.”® Although these decisions are directly
at odds with the U.S. Supreme Court’s pronouncement that
the “federal policy is. . . to ensure the enforceability, accord-
ing to their terms, of private agreementsto arbitrate,” they are
nevertheless part of the judicial landscape that a franchisor
must consider when drafting its arbitration clause.”
Does this mean that a challenge to the arbitration clausein
a franchise agreement is likely to succeed? No. Most courts
till follow the FAA and enforce franchise agreement arbitra-
tion clauses, and the chance of a franchisee successfully
avoiding arbitration is till quite low. But the increased will-
ingness of some judges to find creative ways to invalidate
arbitration agreements requires franchisors and their counsel
to draft clauses in a way that maximizes the likelihood of
successful enforcement in even the most hostile jurisdictions.
Obvioudly, there is no single “model” arbitration clause.
Most of the clauses in existing agreements ought to be
enforced under a proper application of established law. More-
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over, what will work for a particular franchisor depends on
the particular needs of the franchise system. There are plenty
of variations on some of the sample provisions set forth below
that would be enforced by most courts and be workable for
the franchisor. In addition, as with any area of the law, the law
of arbitration is not static, and a franchisor needs to review
regularly its arbitration agreement in light of new decisions.
For example, as discussed below, the Ninth Circuit’s decision
in Ticknor v. Choice Hotels International, Inc.,® which invali-
dated an arbitration agreement under Montana law for a lack
of mutuality, is currently at odds with the great weight of
authority from other state and federal courts. Thus, at this
point a franchisee challenging an arbitration clause outside
the Ninth Circuit on mutuality groundsis still likely to fail. If,
however, other state and federal courts begin striking down
arbitration clauses for the reasons identified by the Ninth Cir-
cuit in Ticknor, the franchisor should be prepared to change
the standard terms of its arbitration clause to eliminate the
mutuality argument from the franchisee’'s arsenal of defenses.

The Basics

Asastarting point, any arbitration agreement needs to identi-

fy the parties, the scope of the claims to be arbitrated, the

arbitration provider, the applicable arbitration rules, and the

site of the arbitration. Here is a sample provision that

addresses each question, with an explanation of itsterms:
The parties further agree that

any controversy or claim arising out of or relating to this Agree-
ment or the breach thereof (including, but not limited to contract,
tort and statutory claims) shall be settled by arbitration under the
auspices of [name of arbitration provider], pursuant to the [name of
provider’s applicable arbitration rules] and judgment rendered on
the arbitration award may be entered in any court having jurisdic-
tion thereof. The costs of the arbitration will be borne equally by the
parties. The parties agree that [city where franchisor is headquar-
tered] shall be the site for al hearings held under this paragraph,
and that neither party shall pursue class claims and/or consolidate
the arbitration with any other proceedings to which the [franchisor]

isaparty.

The Scope

A franchisor that wants to resolve its disputes with fran-
chisees through arbitration obviously wants to make its
clause broad enough to cover claims that involve the fran-
chise relationship. As the Second Circuit has observed, an
arbitration agreement that covers any claims “arising out of
or relating to” a contract is a“paradigm” of abroad arbitra-
tion clause, and the foregoing language would make it
extremely difficult for a franchisee to argue successfully
that its claims against the franchisor are outside the scope
of the clause®
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The Tribunal and the Operative Rules

Many franchise agreement arbitration clauses designate the
American Arbitration Association (AAA) as the arbitration
provider; however, many practitioners have found AAA arbi-
trations to be potentially expensive, digointed affairs that can
drag out for years and produce less than satisfying results.
Before reflexively including a standard form AAA clause in
the franchise agreement, the franchisor should compare the
AAA to other arbitration organizations, such as JAMS,
another nationwide alternative dispute resolution provider, or
local arbitration organizations, both for arbitrator quality and
the operative rules.’® Although it is impossible to generalize
about al of the differences between the AAA and JAMS, it
is fair to say that there are more former judges on the JAMS
panel than are found on a typical AAA roster; that JAMS
arbitrators also tend to be more expensive;'! and that the
JAMS rules include more of the formalities and procedures
of litigation than are found in the AAA’'s Commercia Arbi-
tration Rules.

The Site of the Arbitration
Clauses that require a franchisee to arbitrate in the fran-
chisor’'s home state have spawned a flurry of litigation in
recent years, in part because the franchise statutes of several
states purport to invalidate
such agreements. Most

Any disputes concerning the enforceability or scope of the arbitra-
tion clause shall be resolved pursuant to the Federal Arbitration
Act, 9 U.SC. § 1 et seq. (FAA), and the Franchisee acknowledges
that, notwithstanding any contrary language in this Agreement or in
the Franchisor’s Uniform Franchise Offering Circular, the FAA
preempts any state law restrictions on the enforcement of the arbi-
tration clause in this Agreement according to its terms, including
any restrictions on the site of the arbitration.

In addition, to make it less likely that a decision invalidat-
ing the venue provision of an arbitration clause would invali-
date the clause in its entirety, the franchisor should consider
adding an arbitration-specific severability clause like the one
set forth below:

In the event that any provision of this arbitration agreement is unen-
forceable, that provision is severable from the remainder of this
arbitration clause, and the balance of the arbitration agreement shall
remain in full force and effect. In addition, any ruling invalidating
any other portion of the Franchise Agreement shall not affect the
validity of thisarbitration clause.

The Parties

Unless an agreement to arbitrate specifically permits class or
consolidated arbitrations, courts typically have not required
parties to an arbitration agreement to arbitrate clams on a
groupwide basis.*> Despite
the clear weight of author-

courts have held that the
FAA preempts state law
restrictions of this sort,
and have enforced the
franchise agreement arbi-
tration clause according to
its terms.'? But there are
exceptions. For example,
many franchise offering

Clauses that require a franchisee
to arbitrate in the franchisor’s
home state have spawned a flurry
of litigation in recent years.

ity, however, a franchisor
that wants to avoid the
possihility of classwide or
consolidated arbitrations
would be well served to
include language in its
agreement that expressly
prohibits them. For exam-
ple, in Sanders v. Kinko's,

circulars contain a state-

ment (typically required by state regulators as a condition of
selling a franchise) that a provision requiring the arbitration
or litigation to be conducted outside the franchisee's home
state is unenforceable under state law. Under those circum-
stances, a number of courts have held that there was no
agreement to arbitrate in the franchisor’'s home state because
the franchisee had a reasonable expectation that the arbitra-
tion clause incorporated the state law restrictions on the site
of the arbitration.’® In addition, in Bolter v. Superior Court,
the California Court of Apped invalidated a provision of a
franchise agreement that required the franchisees to arbitrate
in Utah on the ground that arbitration outside the fran-
chisees home state was unconscionable.*

Despite this authority, in most jurisdictions a franchisor
should be able to enforce an arbitration clause that requires
franchisees to arbitrate in its own state. To reduce the chance
that a franchisee could successfully argue that he or she was
misled about the franchisor’s intention to enforce the parties
designation of the locale for the arbitration, a franchisor
should consider adding the following language somewhere
inits arbitration agreement:

Inc.,’8 the California Court
of Appeal, applying California law, held that the trial court
had the discretion to order an arbitration to proceed as a class
action because the arbitration clause was silent on the issue.
Thereis no reason for the franchisor to risk asimilar result.

Franchisors should be aware that in consumer cases, provi-
sions barring classwide arbitrations have been successfully
challenged in some jurisdictions on unconscionability grounds.
In Szetela v. Discover,'” another recent California Court of
Apped decision, the court held that an arbitration clause in a
credit card agreement was unconscionable and violated Cali-
fornia public policy because the contract barred consumers
from pursuing class claims. Remarkably, the court barely men-
tioned the FAA in holding that the arbitration clause was unen-
forceable. Instead, it simply found that inclusion of the clause
was unconscionable because the provision barring class actions
supposedly gave Discover “alicense to push the boundaries of
good business practices to their furthest limits, fully aware that
relatively few, if any, customerswill seek legal remedies”*®

As one commentator has noted, the applicability of arbi-
tration decisions involving consumers to franchising is sus-
pect because courts have frequently distinguished between
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consumers and franchisees for purposes of enforcing agree-
ments to arbitrate.® Indeed, the decision in Szetela was heav-
ily influenced by the court’s belief that a class action was the
only practicable means for the plaintiff to pursue a claim
worth only $29. Still, a franchisor doing business in a state
like Cdifornia, which has produced a recent flurry of anti-
arbitration rulings, needs to understand that there is at least
some risk that a state or federal court applying California
law may attempt to extend Szetela and similar decisions to
invalidate an arbitration clause that prohibits class claims.

Confirmation of the Award
The sample provision aso expresdy provides that each side
consents to confirmation of the arbitration award as a fina
judgment in any court having jurisdiction over the dispute.
Section 9 of the FAA provides that a court may confirm an
arbitration award as a fina judgment if the arbitration clause
provides that “a judgment of the court shall be entered upon
the award made pursuant to the arbitration.”? As one com-
mentator has noted, there is a split of authority on whether an
arbitration clause must
explicitly provide for judi-

dient dternative method to enforce its trademark rightsin fed-
era court would therefore afford it some protection against the
diminution of the mark by the former franchisee.

The following sample provision should accomplish this

purpose:

Notwithstanding the arbitration clause in paragraph 1(a), the Fran-
chisor may bring an action for injunctive relief in any court having
jurisdiction to enforce the Franchisor’s trademark or proprietary
rights, in order to avoid irreparable harm to the Franchisor, its affil-
iates, or the franchise system asawhole.

As noted above, a franchisor that “carves out” some dis-
putes from the scope of the arbitration clause may face the
argument that the agreement to arbitrate fails for a lack of
mutuality. Despite the Ninth Circuit’s highly publicized deci-
sion in Ticknor,® which struck down a similar arbitration
clause under Montana law for a failure of mutuality, the over-
whelming mgjority of state and federa courts have rejected
the mutuality defense where the arbitration clause is part of a
franchise agreement that is supported by consideration.?*
As the Second Circuit observed, all versions of the mutudity

doctrine are now “largely
dead letters’ and “defunct”

cial confirmation of an
award before the award
can be confirmed under
section 9 of the FAA.%
Most federal courts have
held that while the agree-
ment to arbitrate must
include some indication
that the parties intend to be

[Most] courts have rejected the
mutuality defense where the
arbitration clause is part of a

franchise agreement that is
supported by consideration.

in arbitration cases because
the general contract law
of most states does not
require the parties to have
identical rights and obliga
tionsin order for a contract
to be enforced.®® Rather, as
long as there is considera
tion for the contract as a

bound by an award, at least

two circuits have held that language in an arbitration agree-
ment stating that the arbitator’s decision shall be “fina and
binding” did not satisfy the requirements of section 9.%
Therefore, to eliminate any possibility that a federal court
would decline to enforce an award, the arbitration clause
should explicitly provide that both parties consent to confir-
mation of the award as afinal judgment.

Other Considerations

Excluding Certain Disputes

For most franchisors, it is advisable to consider including a
“carve out” in the arbitration clause that permits the franchisor
to obtain injunctive relief from a court in the event that the
franchisee is engaged in the unauthorized use of the trade-
mark. For example, if the franchise has been terminated for
the franchisee's violations of health and safety standards in
operating the franchised business, it may cause incalculable
harm to force the franchisor to wait for afull-blown arbitration
to shut down the business. Although most arbitration rules
give an arbitrator the authority to award injunctive relief, the
franchisor’s right to obtain an injunction against the fran-
chisee’s improper use of the mark may be of little practica
vaue if the franchisee is able to prevent the selection of an
arbitrator by initiating litigation in state court over the enforce-
ability of the arbitration clause. Giving the franchisor an expe-

whole, the specific clauses
within that contract (including arbitration clauses) cannot fail
for alack of mutuality.®

Discouraging Franchisees from Trying to Avoid Arbitration

Oftentimes a franchisee will sue afranchisor’s area represen-
tative in state court in an effort to prevent the franchisor from
removing the case to federal court, leaving an alternative
route open for the franchisee to avoid arbitration.?” To dis-
courage this kind of gambit, a franchisor should consider
adding the following language to its arbitration agreement:

The sole entity against which the Franchisee may seek damages or
any remedy under law or equity for any arbitrable claimisthe Fran-
chisor or its successors or assigns. The Franchisee agrees that the
shareholders, directors, officers, employees, agents and representa:
tives of the Franchisor and of its affiliates, shall not be liable nor
named as a party in any litigation or other proceedings commenced
by the Franchisee where the claim arises out of or relates to this
Agreement. The Franchisee further agrees that each of the forego-
ing parties are intended beneficiaries of the arbitration clause, and
that all claims against them that arise out of or relate to this Agree-
ment must be resolved through arbitration with the Franchisor.

In addition, to reduce the likelihood that a franchisee will
reflexively initiate litigation in his or her state court if a dis-
pute arises, the franchise agreement should force the party
seeking to avoid arbitration to bear the costs of any unsuc-
cessful attempt to litigate the dispute:
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If, before an Arbitrator’s final decision, either the Franchisor or the
Franchisee commences an action in any court of a claim that arises
out of or relates to this Agreement (except for the purpose of
enforcing the arbitration clause or as otherwise permitted by this
Agreement), that party will be responsible for the other party’s
expenses of enforcing the arbitration clause, including court costs,
arhitration filing fees and attorneys’ fees.

Limitations on Damages

There are a number of provisions often included in arbitra-
tion clauses that limit a franchisor’s risk from an adverse
result. These include prohibitions on punitive damages, con-
sequential damages, and caps on compensatory damages.?®
These provisions may be desirable to include in other por-
tions of the franchise agreement (or at least in separate para-
graphs of the dispute resolution section), but are more likely
to be viewed by some courts as examples of franchisor over-
reaching.?® Accordingly, a franchisor that wants to limit its
risk should consider including these clauses in other sections
of the contract, and make clear that any limitations on dam-
ages are severable from the arbitration agreement itself. That
way, if a court concludes that the damage limitation is unen-
forceable under an applicable state or federal statute, the
arbitration clause will not be affected.

Heightened Standard for Judicial Review

Under the FAA and most state arbitration statutes, arbitration
awards may only be set aside where (1) the award was pro-
cured by fraud, corruption, or undue means; (2) the arbitrator
exceeded the scope of his or her authority, or failed to issue a
final, definite award; (3) an arbitrator failed to disclose a
relationship with one of the parties, or otherwise displayed
“evident partiality”; or (4) the arbitrator was guilty of mis-
conduct in refusing to postpone the hearing, or refusing to
hear evidence pertinent and material to the dispute.®*® As a
result, arbitration awards are virtually impossible to chal-
lenge for errors of law or fact. As the U.S. Supreme Court
explained, “as long as the arbitrator is even arguably constru-
ing or applying the contract and acting within the scope of
his authority, that a court is convinced he committed serious
error does not suffice to overturn his decision.”

If afranchisor or other established business arbitrates with
any degree of regularity, chances are that it will eventually be
on the losing end of an arbitration that is explainable by nei-
ther the law nor the record. To cope with this risk, some busi-
nesses have added a provision to their standard arbitration
agreements that provides for a heightened standard of judicia
review beyond the grounds identified in the FAA and compa
rable state arbitration statutes. One drawback of this approach
isthat it would make favorable arbitration awards much hard-
er to enforce because the franchisee would have the right to
have the award subject to the heightened standard of review.
A second problem with this approach is that it may not be
enforceable, and could cause a court to invalidate the arbitra-
tion agreement in its entirety. Although some courts have
enforced such provisions, thisis far from a settled issue, and
there is a strong argument that as a jurisdictiona metter, par-
ties cannot compel a federal court to apply a different stan-

dard of review to an arbitration agreement than the one pro-
vided for in the FAA .3 As aresult, any franchisor that wants
to enhance its ability to challenge the occasionally misguided
award may risk invalidating its arbitration agreement as a
whole. For those franchisors interested in managing their risk
by avoiding the prospect of jury trials, this does not seem to
be a sengible trade-off.

Conclusion

No matter what a franchisor does to make its arbitration
clause seem balanced and fair, there are some judges who
will aways believe that arbitration is an inferior method of
resolving disputes and will go to great lengths to invalidate a
seemingly bulletproof agreement to arbitrate. But, owing to
the presumption in favor of arbitration embodied in the FAA,
a franchisor should still be able to draft a straightforward
franchise agreement arbitration clause that will be enforce-
able in the overwhelming majority of cases.
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prehearing obligations. Because of dl of these factors, the tria court con-
cluded that the arbitration process, as awhole, was a complete “sham . . .
deliberately calculated to advantage Hooters'). Id. at 620.

30. See9U.SC. §10.

31. United Paperworkers, Int’l v. Misco, Inc., 484 U.S. 29, 38
(1987); see also IDS Life Ins. Co. v. Roya Alliance Assocs., Inc., 266
F.3d 645, 650 (7th Cir. 2001) (“neither error nor clear error nor even
gross error isaground for vacating an award”).

32. Compare Roadway Package Sys., Inc. v. Kayser, 257 F.3d 287,
293 (3d Cir. 2001) (holding that “parties may opt out of the FAA’s off-
the-rack vacatur standards and fashion their own,” including vacatur
standards borrowed from state law) and Lapine Tech. Corp. v. Kyocera
Corp., 130 F.3d 884, 888 (9th Cir. 1997) (enforcing agreement to expand
judicid review beyond grounds provided for under the FAA) with Crow-
el v. Downey Hosp., 115 Ca. Rptr. 2d 810 (Ca. Ct. App. 2002) (hold-
ing that parties could not contract to expand the court’s jurisdiction to
review arbitration award, and that arbitration clause was therefore unen-
forceable in its entirety); Bowen v. Amoco Pipeline Co., 254 F.3d 925,
936 (10th Cir. 2001) (holding that “parties may not contract for an
expanded standard of review”); Chicago Typographica Union v. Chica
go Sun-Times, 935 F.2d 1501, 1505 (7th Cir. 1991) (same).
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