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The Future of Mandatory Consumer Arbitration Clauses

Arbitration as a means of dispute resolution is intended
to help consumers and businesses save time and
money and achieve fair results when compared to tra-
ditional litigation. Millions of contracts for consumer
financial products and services have a pre-dispute
arbitration clause (“arbitration clause”) that requires
consumers and financial institutions to resolve their
disputes through arbitration, rather than through the

court system.

The Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”) required the
Consumer Financial Protection Bureau (“CFPB” or
“Bureau”) to study arbitration agreements and submit
its findings in a report to Congress (“CFPB Study”).
In sharp contrast to the intent of arbitration clauses,
the CFPB Study, released in March 2015, concluded
that the overwhelming majority of consumers are
unaware whether their financial products and ser-
vices contracts require resolution of disputes through
arbitration or through litigation, and even when con-
sumers are aware of arbitration clauses, very few con-
sumers (fewer than seven percent, according to the
CFPB Study) understand what arbitration means or
requires.? Since its release, the CFPB Study has gen-
erated a substantial discourse on the merits of arbitra-
tion among trade groups that represent the interests
of industry and consumers alike, as well as among

academics and members of Congress.
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Based in part on the findings of the CFPB Study, at a
field hearing in Denver, Colorado on October 7, 2015,
the CFPB announced that it is “considering proposing
rules that would ban consumer financial companies
from using ‘free pass’ arbitration clauses to block
consumers from suing in groups to obtain relief.”® At
the same time, the CFPB published an outline of pro-
posals that includes (i) prohibiting pre-dispute arbi-
tration clauses from foreclosing class litigation; and
(i) requiring submission of any arbitral claims and
awards to the CFPB for collection and possible pub-
lication (“CFPB Proposal Outline”).# Notably, however,
the “Bureau is not considering at this time a proposal
that would prohibit entirely the use of pre-dispute

arbitration agreements.”®

The CFPB’s Proposal Outline would permit pre-dispute
arbitration clauses in contracts for consumer financial

products and services under two conditions only:

+ Arbitration could not block class actions without
court action. First, the contract must state that
the arbitration clause does not apply to class
action litigation, unless and until class certifica-
tion is denied by a court or the class claims are
dismissed in court. The CFPB intends to propose
model contract language.

+ Companies would be required to submit arbitra-

tion claims filed and awards issued to the CFPB
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for review and possible publication. Second, companies
that are subject to the jurisdiction of the CFPB would be
required to submit any filings made by or against them in
connection with arbitration disputes, as well as any resul-
tant decisions, to the CFPB.®

The CFPB is engaging in stakeholder outreach activities,
including hosting meetings with industry and consumer
groups for the purpose of gathering comments and infor-
mation. A Small Business Advocacy Review Panel has pro-
vided its views on the CFPB Proposal Outline, and the CFPB
is considering those views, which will be made public in a
final report that will become a part of the administrative rule-
making record. The CFPB must produce a final report based
upon the advice, input, and recommendations of the Small
Business Advocacy Review Panel and the small entity repre-
sentatives no later than 60 days after the date of the Panel

meeting, which was held on October 20, 2015.

Thereafter, the CFPB will publish a notice of proposed rule-
making to solicit public comments. Publication of the CFPB’s
notice of proposed rulemaking will describe how the CFPB
intends to regulate the use of arbitration clauses in contracts
for consumer financial products and services, and interested
persons will have the opportunity to submit comments to the

CFPB that the agency will consider in developing a final rule.

The CFPB Proposal Outline and the findings of the CFPB
Study leave little doubt that regulation of arbitration clauses in
consumer financial products and services contracts is firmly
on the agenda for prompt consideration. And timing matters,
because the 2016 elections could alter the direction of the
CFPB’s rulemaking and enforcement initiatives generally, and
specifically with respect to arbitration clauses. Although the
exact timing for publication of the CFPB’s final rule on arbitra-
tion is uncertain, any final rule would not likely take effect until
2018 or later and would not likely affect contracts entered into

prior to the effective date of the final rule.

Companies that are subject to the CFPB’s oversight should
take steps now to ensure their compliance with all appli-
cable consumer financial services laws and to prepare for
the CFPB’s impending rulemaking. These steps could help
to diminish companies’ litigation, reputational, operational,

and other risks that would result from the CFPB’s anticipated
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placement of substantial limitations on the use of arbitration
clauses to resolve disputes related to consumer financial
products and services. Filing a public comment would also

help shape the CFPB’s final rule on arbitration.

Arbitration Clauses in Financial Products and
Services Contracts

Millions of consumer financial products and services con-
tracts, such as those for credit cards and mortgage loans,
contain arbitration clauses. Arbitration clauses “require that
disputes that may arise about that product or service be
resolved through arbitration, rather than through the [state
or federal] court system. Where such a clause exists, either
side can generally block lawsuits, including class actions,
from proceeding in court”” Arbitration clauses “generally
give each party to the contract two distinct contractual rights.
First, either side can file claims against the other in arbitration
and obtain a binding decision from the arbitrator. Second, if
one side sues the other in court, the party that has been sued
in court can invoke the arbitration clause to require that the

dispute proceed, if at all, in arbitration instead.”®

According to the CFPB Study, the existence of arbitration
clauses in contracts for financial products and services is
unknown to most consumers, and even if consumers are
aware, generally they do not understand how such clauses
operate. More than three quarters of credit card consumers
do “not know whether their credit card agreement contain[s]
an arbitration clause,” and among consumers “whose con-
tract includels] an arbitration clause, fewer than 7 percent
recognized that they could not sue their credit card issuer in
court.” According to the CFPB Study, more than 50 percent
of outstanding credit card loans and 99 percent of payday
loan agreements are subject to arbitration clauses, as are
approximately 44 percent of insured deposits and most stu-

dent loan contracts.!®

There are varying views of the advantages and disadvan-
tages of arbitration. Some believe that the cost savings of
arbitration are overstated, and that because most arbitra-
tion clauses also contain class-action waivers, which pre-
vent consumers from filing formal claims as a group, the
amounts consumers may successfully recover are artificially

reduced." After comparing consumer prices for credit card



issuers that eliminated their arbitration clauses versus prices
for credit card issuers that maintained them, the CFPB Study
concluded there was no “statistically significant evidence of
an increase in prices among those companies that dropped
their arbitration clauses and thus increased their exposure to
class action litigation risk.”? “Using the same ‘difference-in-
differences’ methodology,” the CFPB was “unable to identify
evidence that companies that eliminated arbitration clauses
reduced their provision of credit to consumers relative to
companies that did not change their arbitration clauses.”®
Shortly after the CFPB Study was released, 58 House and
Senate Democrats wrote to the Director of the CFPB “urgling]
the CFPB swiftly to undertake a rulemaking to eliminate the
use of forced arbitration clauses in [consumer financial prod-

ucts or services] contracts.”™

Others believe that arbitration and other alternative dispute
resolution mechanisms are less expensive, faster, and more
efficient than traditional litigation, in no small part because
arbitrations are subject to their own streamlined procedures as
opposed to those in state and federal courts that include time-
consuming and costly discovery obligations.!® Scholars and
industry groups, including the American Bankers Association
(“ABA”), the Consumer Bankers Association (“CBA”), and the
Financial Services Roundtable (“FSR”), expressed immediate
and strong criticism of the CFPB Study’s methodologies and
conclusions.’® For instance, the ABA, CBA, and FSR contend
that consumers who prevail in arbitration actually recover “166
times more in financial payments than the average class mem-
ber in class action settlements,” thereby undermining a central
tenet of the CFPB Study."”

Supporters claim these cost savings are passed to consumers
in the form of lower prices and greater availability of credit.
Scholars also noted that the “CFPB’s data do not allow for
meaningful comparison between arbitration and class actions”
because the data set in the CFPB Study consisted of a “false
apples-to-oranges comparison between class action settle-
ments and arbitral awards.”'® Additionally, some commenters
claim that there is little evidence to suggest arbitration clauses
are as pronounced or restrictive as the CFPB Study suggests,
given “abundant competition in the financial services market-
place to accommodate customers who prefer to resolve dis-
putes via litigation as opposed to arbitration. Rather, according

to these commenters, the data show that 85 percent of credit
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card issuers and 92.3 percent of banks do not include arbi-
tration provisions in their customer contracts”® Based on
these and other concerns, more than 80 House and Senate
Republicans wrote to the Director of the CFPB criticizing what
they saw as “the flawed process [that] produced a fatally-
flawed study” and asking that the CFPB reopen the study and

seek public comment before embarking on any rulemaking.2°

CFPB Proposal Outline on Arbitration Clauses

Based on the findings in its Study, on October 7, 2015,
the CFPB issued a Proposal Outline for future rulemak-
ing regarding the use of pre-dispute arbitration clauses in
contracts for consumer financial products and services.?'
While the CFPB Proposal Outline does not contemplate a
complete banning of companies subject to the CFPB’s juris-
diction from using arbitration clauses, the two proposals
under consideration—(i) prohibiting arbitration clauses from
including class-action waivers; and (ii) requiring submission
of all arbitral claims and awards to the CFPB for collection
and possible publication—will severely limit the use and
benefits of arbitration clauses in contracts for consumer
financial products and services, including for credit cards,
checking and deposit accounts, prepaid cards, money
transfer services, certain auto loans, payday loans, and
private student loans.?? In issuing its Proposal Outline, the
CFPB analyzed the effect of legal precedent upholding the
validity of arbitration clauses and the availability of class-
action waivers, but nevertheless concluded it has authority
under the Dodd-Frank Act to issue rules limiting the scope

of such clauses.2?

If the features of the Proposal Outline are adopted in final form
without change, companies that are subject to the jurisdiction
of the CFPB would no longer be able to use arbitration clauses
to prevent disaffected consumers from filing class actions in
state or federal court, potentially leading to significantly larger
liability and expense. Specifically, any arbitration clause “would
have to say explicitly that [it does] not apply to cases filed as
class actions unless and until the class certification is denied
by the court or the class claims are dismissed in court.”?3
While the Bureau is not currently proposing barring arbitration
clauses entirely, this condition for class actions would effec-
tively eviscerate the efficacy and cost savings associated with

the use of arbitration clauses. In theory, companies would still



be able to require the submission of individual disputes to
arbitration; however, the Bureau’s additional Proposal of cre-
ating a database of all arbitral claims and awards for public
consumption would likely deter many companies from using
such clauses in the first place due to the risk of heightened

regulatory and public scrutiny.?

On October 20, 2015, the CFPB convened a Small Business
Advocacy Review Panel to gather feedback from small
industry stakeholders regarding its proposals.5 Prior to the
meeting, small entity representatives were provided with a
questionnaire designed to frame discussion of the issues
and cost of credit matters during the meeting. The small
entity representatives were asked about their experiences
using arbitration agreements, in arbitration proceedings,
and with class litigation.2® They were also asked about their
investment in compliance with consumer protection laws
and how, if at all, the CFPB Proposal Outline would change

that investment.

Later this year or early in 2016, the CFPB plans to publish
a formal notice of proposed rulemaking through which the
agency solicits public comments for a period of time.?” As
with the CFPB Study, the CFPB Proposal Outline has met
with some stiff opposition: some opponents claim that any
rule based upon the Proposal Outline will result in addi-
tional, meritless class litigation that will drive up dispute
resolution costs, eventually resulting in higher costs to con-
sumers for financial products and services.?® Some trade
associations have opined that arbitration “is a very valuable
forum for customers to resolve disputes” and that the “CFPB
should focus on improving the arbitration system for finan-
cial services customers rather than encouraging arbitration
effectively be abandoned in favor of lengthy and expensive
class action lawsuits, which often only benefit plaintiff law-

yers and not consumers.”?®
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Steps to Consider Taking Now

Companies that are subject to CFPB supervision and regula-
tion, and that rely upon arbitration clauses in contracts for con-
sumer financial products and services, should consider taking
steps now both to prepare for the upcoming rulemaking and
also to reduce reputational, operational, litigation, and other
risks. Comments filed in response to the CFPB’s notice of pro-

posed rulemaking will be available for public review.
Below are several key steps to consider:

+ Conduct a review of your compliance management
system. Evaluate your consumer compliance manage-
ment system to identify and fill any gaps in processes
and procedures that inure to the detriment of consumers
under standards of unfair, deceptive, and abusive acts or
practices, and that could result in groups of consumers
taking action.

+ Ensure clear and timely customer communications.
Clearly and timely communicate with consumers regard-
ing changes in policy and price increases.

+ Commit sufficient resources to customer service. Devote
adequate resources to customer service, including train-
ing of customer service representatives.

+ Adhere to an effective consumer complaint system.
Ensure that your consumer complaint processes are
effective and provide feedback throughout the company.

* Make sure arbitration clauses are prominent and under-
standable. Ensure that contract arbitration clauses are
brought to the attention of the consumer at the time of
entering the agreement for consumer financial prod-
ucts and services, using prominent and understandable
language.

+ Be prepared for class action litigation. Be prepared to

litigate customer disputes in court, just in case.
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