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The Use of
Arbitration
in the Credit
Card Industry

The fine print in most credit card
agreements states that any dispute
with a credit card issuer has to be
resolved through arbitration.

Arbitration is a dispute-resolution
mechanism that enables parties to
resolve their disputes out of court.
Instead of having a judge adjudicate
disputes, the parties may put in their
contract a process for appointing an
arbitrator—or choose a neutral arbi-
trator or arbitration panel. By mak-
ing stipulations in their contract, the
parties choose both substantive and
procedural rules, decide where the
arbitration will take place, and who
will pay the fees and expenses. An
arbitral decision, unlike a judicial de-
cision, is final and binding upon the
parties. The grounds for appeal to the
courts are limited, and a judge may
vacate or modify the award on only
the narrowest grounds.

Growing Popularity

For many years after 1925, when Congress
enacted the Federal Arbitration Act (FAA),
arbitration was used primarily by business-
es—to resolve maritime, international trade,
labor, and securities disputes. In the past 10
years, though, mandatory arbitration claus-
es began appearing in many consumer con-
tracts, notably in the financial and credit
card industry. By 2004, more than 69 per-
cent of financial consumer contracts, includ-
ing credit card contracts, had arbitration
clauses." In a study that included mostly
credit and financial-services industries, 76
percent of the contracts contained arbitra-
tion clauses in 2008.?

Challenges for Consumers

According to card issuers, arbitration is
cheaper, faster, and more efficient to resolve
disputes than traditional litigation. Accord-
ing to advocates, however, consumers unwit-
tingly give up their constitutional right
to a trial and are forced to sign contracts
featuring mandatory arbitration if they
want a card.

Critics believe that arbitration favors
the card issuers, in part because arbitra-
tors are usually hired by the issuers through
independent companies such as the Nation-
al Arbitration Forum (NAF) and the
American Arbitration Association (AAA).
Consumer advocates argue that arbitrators
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may have an incentive to rule in favor of the
issuers—and continue to be hired.

Another challenge has to do with con-
fidentiality, a cornerstone of arbitration.
Arbitrators do not have to publish their
decisions and have been reluctant to pro-
vide information regarding the outcome of
cases. For consumers, that translates into
lack of access to empirical data and greater
difficulty proving their allegations.

A consumer group called Public Citi-
zen (www.citizen.org) recently analyzed data
pertaining to 34,000 arbitration cases con-
ducted by NAF in California between 2003
and 2007.° The results show that consum-
ers lost cases 94 percent of the time. Public
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Citizen points to the fact that 90 percent of
the cases were handled by just 28 arbitra-
tors, usually corporate attorneys. One attor-
ney handled 68 cases in one day, an average
of one case every seven minutes, assuming
an eight-hour day.

Differing Viewpoints

The Institute for Legal Reform (ILR), a busi-
ness organization, refutes the allegations of
bias. It analyzed the same data as Public Cit-
izen shortly thereafter and reached a differ-
ent result. ILR concluded that consumers
lost only 68 percent of the cases, an out-
come identical to cases that go to court and
suggesting that arbitrators, like impartial
judges, neutrally apply the law to the facts.
The divergent readings of the data resulted
from different methodologies. ILR count-
ed all dismissed cases as victories for the
consumers whereas Public Citizen consid-
ered only decisions adjudicated on the mer-
its by arbitrators.

Credit card issuers maintain that arbi-
tration enables borrowers and lenders to
resolve their disputes at greatly reduced
cost, that a faster, simplified process means
lower attorney fees, and that the limita-
tions on discovery rules can result in savings
for both parties.” Issuers contend that the
savings ultimately benefit all borrowers
because lenders often pass on the cost sav-
ings to customers.

Advocacy groups counter that arbitra-
tion is more expensive for consumers. First,
arbitrators’ fees are high, and they are paid
by the hour. Second, arbitration does not
eliminate litigation costs when a consum-
er, unaware of having signed an arbitration
agreement, asks a court to declare the agree-
ment unenforceable. Third, it is costly for
losing parties to get a court to review arbi-
tral awards. Finally, most arbitration agree-
ments provide that the parties will divide
the expenses of arbitration equally, which
many consumers cannot afford.

Consumer advocates also argue that
consumers do not realize that they are giving
up their constitutional right to a court trial
when signing credit card agreements. Even
if they wanted to, they could not negotiate
the exclusion of arbitration from the boiler-
plate contracts drafted by the five dominant
credit card issuers.® Advocates also won-
der why, if companies think arbitration is a
better way to resolve disputes, they do not
choose it when dealing with other compa-
nies. According to one study, arbitration is
used in 69.2 percent of financial contracts
between companies and consumers but in
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fewer than 10 percent of the same compa-
nies’ contracts with businesses.”

In fact, some advocates argue that
increased cardholder litigation in the 1990s
is the real reason behind issuers’ prefer-
ence for consumer arbitration. It also could
explain why so many consumer arbitration
agreements contain class arbitration waivers
preventing class actions.

Reacting to consumer concerns, sev-
eral members of Congress have introduced
bills which, for the most part, aim at pro-
hibiting “predispute” arbitration clauses in
several industries. For instance, the Fairness
in Nursing Home Arbitration Act of 2008
would, if passed, invalidate any predispute
agreement between a long-term care facility
and a resident. The Automobile Arbitration
Fairness Act of 2008 would prohibit arbi-
tration agreements in a motor vehicle con-
sumer sale or lease unless the parties agree to
arbitration after a dispute arises.

The Fair Contracts for Growers Act of
2007, if passed, would allow arbitration in
livestock and poultry contracts only if the
parties agree to arbitration in writing after
the dispute arises. The most important bill
currently pending, in terms of its implica-
tions and its status in the legislative process,
is the Arbitration Fairness Act of 2007. This
bill would prohibit any predispute agree-
ment for employment, consumer, and fran-
chise disputes, or disputes between parties
of “unequal power.”

Credit card issuers argue that such bills
would significantly impair arbitration. They
contend that parties are unlikely to agree
to arbitration after a dispute has arisen and
that consumers would have to go to court.
They hold that dispute resolution would be
more difficult and costly for consumers—
and that the laws would have negative con-
sequences at the international level.’

Whatever the outcome of this debate turns
out to be, one thing is certain: consumers
need to be aware of arbitration provisions in
their contracts and understand what might
be the effect of those provisions should a
dispute with a credit card company arise.

Olivier André, a student at Northeastern
University School of Law (class of 2009),
wrote this article during an internship at
Federal Reserve Bank of Boston.
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