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fourth quarter product. Manufacturers and retailers are now realizing that they have
been more responsible than consumers for imposing the mistaken belief that remote car
starters can only be sold in the winter. Surveys taken by many remote starter
manufacturers over the past two to three years have shown that a high percentage of
consumers are as concerned with pre-cooling their car in the summer as they are
concerned with pre-heating their car in the winter. Manufacturers and retailers are now
trying to tap into this opportunity by beginning to market the benefits of having a remote
car starter in the summer.

In addition to being increasingly sold year round, remote car starters are
increasingly sold as a deluxe feature on alarm or keyless entry systems. One main
reason that the remote car starter market is growing so quickly is because consumers
who are looking for only a simple car alarm or a keyless entry system now often choose
to spend a little extra to buy deluxe all-in-one systems. Car enthusiasts and new car
buyers are the most likely to purchase all-in-one systems because they often don't want
the high cost and inconvenience of purchasing and installing separate remote starter,
alarm, and keyless entry systems.

One of the major challenges that the industry is trying to meet this year is
marketing remote car starters to an older and more female demographic group than the
traditional young male automotive parts buyers. A variety of new features have
appeared recently on remote car starters in attempts to appeal to a wider range of
consumers. Multi-car capability is one new feature that is designed to appeal to families
and older consumers. Transmitters with multi-car capability offer consumers the

convenience of carrying only one transmitter on a keychain instead of two or more.
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DesignTech International is offering newly designed AutoCommand® transmitters for the
'00 season that have the ability to control multiple cars with AutoCommand units.

Another hot feature that consumers are looking for this year is programmable
automatic starting at a specific time, battery voltage, or vehicle temperature. Users can
program DesignTech's AutoCommand systems to automatically start a vehicle at pre-
selected temperatures to warm up or cool down the vehicle or to automatically start at
low battery voltage to prevent a dead battery. Prestige's APS-775 system can be
programmed to start and run a vehicle for 10-15 minutes every 2 hours. AutoCommand
systems can be programmed to automatically start at the same time the next day.

For quite some time, remote car starter manufacturers have been competing to
have transmitters with the longest range. Unlike alarms and keyless entry systems,
remote car starters require a minimum of 300-400 feet of range and most manufacturers
advertise 500-1000 or more feet of range. However, remote start systems with ranges
beyond 1,500 feet often require cumbersome extendable antennas on transmitters or
special antennas for the car to achieve the additional range.

Transmitter ranges are a hotly contested issue in the remote starter industry
because ranges farther than 1,500 to 2,200 feet are often only reached by overstepping
the government’s legal limits rir radio transmissions. Many two-way transmitters have
been measured to be above the FCC's limits since two-way transmissions usually
require more power than standard one-way systems. Certain remote starter
manufacturers are now working with the FCC to level the playing field an crack down on

manufacturer’s who use illegal transmitter ranges.
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The biggest demands of average consumers this year are for remote car starters
to be easily available, low cost, safe, dependable, and easy to install. Remote car
starter manufacturers are meeting these demands by increasing distribution, offering
remote car starters for extremely competitive prices, redesigning transmitters and
cases, designing greater numbers of safety and easy-installation features, and
increasing technical support.

In order to handle the exploding number of remote car starter sales expected this
year, manufacturers are strengthening technical support and increasing the number and
quality of easy-installation features to cut down the number of tech calls. DesignTech
International increased their technical support staff by over 60% this past year to meet
the greater number of tech calls. A few manufacturers even include installation videos
in some packages to make the remote starter friendlier to do-it-yourself installers who
benefit from the greater visual detail in videos. Of course, technical support on
manufacturers’ web sites is as critical as ever.

Despite new features that are constantly being developed for remote car starters,
sales of basic remote car starters remain the highest in the fourth quarter, when many
end up as holiday gifts. Remote starters have turned into a very big holiday gift item

within the past two years. The best-selling remote car
starter for this year will most likely continue to be
DesignTech International's basic AutoCommand Remote
Car Starter (model 20021) because average consumers
Eﬁﬂ%gﬁigﬁdp%'ﬂ want AutoCommand's safety and dependability but don'’t

want to spend extra on additional features such as keyless
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entry and an alarm. Although car enthusiasts usually want deluxe models of remote car
starters with fancier features, average consumers tend to favor basic remote starters
with low enough prices to justify impulse purchases. As always, appealing product
design and packaging are also extremely important to attract impulse buyers.

Another way that manufacturers are helping make remote car starters easier to
sell and install is by offering security system bypass modules. The use of bypass
modules is now widespread due to the increasing number of vehicles that come with a
factory-installed security system. The majority of mid-priced to luxury vehicles
manufactured since 1998 have some type of factory-installed anti-theft system. A large
number of new vehicles this year such as Toyota Camry, Honda Accord, Ford Taurus,
Nissan Maxima, Chevy Malibu, and many others have factory-installed anti-theft
systems.

A bypass module temporarily turns off a vehicle's security system to allow remote
starting and to prevent an alarm’s horn or siren from sounding. A bypass module then
turns the /ehicle's anti-theft system back on once the car’s engine is running. Some
manufacturers such as Directed Electronics and
Crimestopper offer separate bypass modules for individual
types of anti-theft systems. DesignTech International offers
a Universal Alarm Bypass Module (model 20402).

DesignTech’s one model can be used to bypass all types
of factory-installed anti-theft systems including PATS, DesignTech's

Universal Alarm Bypass Module
VATS, Passlock, transponder, and Saturn systems.
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Almost every retailer of remote car starters had satisfying remote car starter
sales over the past year. Pep Boys, AutoZone, Murray's, VIP, and other automotive
parts and accessories retailers continue to sell tens of thousands of remote car starters
each year. Remote car starters have also become a commonly carried product at mass
merchandisers over the past two years, with BJ's Wholesale Club, Bradlees, Costco,
Kmart, Sears, and Target all carrying remote car starters in 1999.

"An end to the expansion of remote car starter sales is not in sight," says
DesignTech President Skip West, "Although most remote car starter companies gained
double-digit percentage sales increases this past year, the potential market for remote
car starters is still mainly untapped. Remote car starters are such great convenience
products, yet they are still relatively unknown to average consumers. The average
consumer still thinks of James Bond or spaceships when remote car starters are
mentioned. Until remote car starters become standard features on the majority of
vehicles, sales should increase by large percentages every year. | expect remote car

starter sales to increase dramatically from the current level before slowing down."

Digital images on CDROM or color slides are available upon request.

For more information, please contact;

Dan Shimooka-Marketing Manager
DesignTech International, Inc.

7955 Cameron Brown Court

Springfield, VA 22153

Tel: 1-800-337-4468 or 703-866-2000 ext. 131
Fax: 703-866-2001

dan@designtech-intl.com
www.designtech-intl.com
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GM to make remote starter factory option

Jim Mateja

November 11, 2002

The wind is howling, the snow is blowing and your car is sitting outside waiting to chauffeur you to work.

Only you have to get to the car and warm it up for your trip. And none of the kids are home to perform the
chore.

Be patient. Beginning in the '04 model year, General Motors will be the first automaker to offer a remote
vehicle starter so you need only push a button on your key fob and the car will start and warm up while you

have that second cup of coffee.

The system will be as beneficial for Floridians in July as it will be for Midwesterners in January because the
idling car will get the air conditioner or the heater/defroster ready.

Remote starters aren't new. Aftermarket companies have sold them for years. What's new is that the GM system
will be factory installed and factory warranted. That should lead Ford, Chrysler, Toyota, Honda and, well, you

name it, tojoin in to keep GM from having a competitive edge,
Aftermarket units can run $400, but no word on price as an option at GM,

One press of the key fob button activates the GM system-the headlamps will flash to let you know it's v/orking.
Push another button to start the engine.

When the system's on, the vehicle doors will automatically lock and any anti-theft system will engage. Once
you feel the vehicle is sufficiently warmed or cooled, you can walk outside and unlock the doors by pressing a

button on the key fob.

At any time after the remote start, you can shut the engine off by pressing a key fob button. And if you haven't
entered the car within 10 minutes of the remote start and inserted the ignition key, the engine shuts off.

To guard against someone in the house unknowingly pushing the fob when Dad is in the garage working on the
car, the system won't start the engine if the hood is open.

The system also checks engine oil pressure, engine temperature, engine r.p.m., throttle position,
brake/transmission shift interlock and battery voltage. Any problems, and remote start won't function. So you

can't override a dead battery or the fact you left the car parked in "drive."

Though the engine will be running, you must insert the key in the ignition to lake the gear selector out of "park"
to get moving. The reason, of course, is that the key has a theft code imbedded in it to prevent someone from

slipping into the idling car and motoring away.

No word on which GM vehicles will offer a remote starter. GM spokesman Alan Gagne said it will be available
as an option in a variety of 2004 cars.
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Gagne said some of the vehicles offering remote start will come with automatic climate control and some with
manual climate control, which means it probably will be in more than just upper-end models.

Spoilage hiatus: To increase production capacity on new 2003 Sorento midsize sport-utility vehicle, Kia Motors
had to halt production of its subcompact Spoilage SUV that's been sold in the U.S. since the 1995 model year.

Peter Butterfield, executive vice president and chief executive of Kia Motors, says the capacity problem should
be resolved and Spoilage--or a replacement of the same size— wiill return in '04 or '05.

Sorento is important to Kia because it is expected to attract buyers with an average age of 40 and average
household income of $62,000, which compares with an average age of 46 and average household income level

of $82,000 for the midsize SUV segment, Butterfield said. Kia buyers now average 39 and income of $45,000.

By the way, that's local-boy-makes-good Peter Butterfield, a graduate of New Trier High School in Wilmette
and Northern lllinois University in DeKalb.

Copyright © 2003, Chicago Tribune

Improved archives!

Searching Chicagotribune.com archives back to 1985 is cheaper and easier than ever. New prices for
m ultiple articles can bring your cost as low as 30 cents an article: http://chicagotrihune.com/archives
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Stop idling cars and save hoth gas and the environment

Thursday December 26,2002
LORI STROTHARD

For the past two years, the Idling Reduction Task Force, a subcommittee of the Citizens'
Advisory Committee on Air Quality (Waterloo Region) has been investigating what are the
correct things to do regarding vehicle Idling.

The good news is that the behaviours that best reduce air pollution are also the best ways
for drivers to save money and increase engine longevity.

We decided on a public education campaign rather than a bylaw after hearing how other
cities which have idling bylaws - which allow idling up to three, five or 10 minutes -- not
only have major enforcement problems, but the real recommended limit on idling, according
to Natural Resources Canada, is only 10 seconds.

That's right. For all cars buiit in the 1970s or later with catalytic converters, it is proven to be
better for your vehicle, your gas consumption and the environment, to turn your engine off
when stopped or parked for longer than 10 seconds, and then you should restart your
vehicle when needed.

Contrary to what many believe, this does not cause extra wear and tear on the starter or
engine, nor an extra burst of gas when restarting.

http://216.239.57.100/search?q=cache:cEjEqrbTwdgC:www.therecord.com/news/spccial/grandvisioi 2/10/2003


http://www.therecord.com/news/special/grandvision/news_special_qrandvision_Q2_12261
http://www.googie.com/seorch
http://216.239.57.100/search?q=cache:cEjEqrbTwdgC:www.therecord.com/news/spccial/grandvisioi

Stop idling cars and save both gas and the environment | The Record.com Page 2 of 3

In fact:

Idling for more than 10 seconds bums gas almost twice as fast as driving and produces
almost double the amount of toxic emissions per second than a vehicle moving at average

speed.

Leaving your car idling for more than short periods causes incomplete combustion which
can damage engine components.

If for some reason you must idle, it is better to put your car in neutral. This rests the engine,
fewer emissions are produced and your car will be quieter and vibrate less.

Exceptions to this rule would be extreme temperatures when you need to keep warm or
cool in your vehicle, or to defrost a windshield, etc. But when possible, if waiting for
someone, go inside the heated or air-conditioned building to wait, rather than sitting in your

car, letting it idle.

Does this mean you should turn your car off at stoplights? The Natural Resources Canada
answer to this is no. Because of the five per cent of cars which have trouble restarting, it
doesn’t recommend that people do this as common practice. In situations such as rush hour
in Toronto, one stalled car can cause major tie-ups.

What about drive-throughs? Other than parking and going in to get your food, you can put
your car in neutral while you are not moving. You could turn your eng ne off, but you never
know when the line will start to move.

What about remote starters and pre-warming cars in winter? Vehicles in good working
order do not need to be warmed up more than 30 seconds and the best way to warm up
your engine is by driving it.

Remote starters can too easily cause people to warm up their cars for five to 15 minutes,
which is generally unnecessary. Block heaters on timers (start one to two hours before

driving) are good for very cold temperatures.

We need to be careful about how much we idle our cars because, despite all the seemingly
modem advances in pollution contrals, cars still produce, on average, 2.4 kilograms of air
pollution for every 10 kilometre we drive - that's like producing a 10-pound bag of potatoes
equivalent weight of toxic air for every 20 kilometres.

And it all ties into things like the skyrocketing asthma cases in children (cases have
increased four-fold in the last 20 years), and the extreme heat and droughts we have been

experiencing.

Scientists are reporting air pollution is now inhibiting the ability of water vapour in clouds to
form water droplets — rain. We have to drive our cars for a lot of reasons, so whenever we

don't need to be running our cars, we shouldn't.

So, next time you are wondering whether to keep the car running or tumn if off while waiting
for someone etc., turn it off. We must keep our air -- one of our essential life-support
systems -- as healthy and clean as possible.

For more information, visit the local air quality Web site at www.airgualitvwarerlooregion.orq
nr Natural Resources Canada's site called The Idle-Free Zone at
http://oee.nrcan.oc.ca/autosmart/iriling.

Next week: Restorative landscaping.

Lori Strothard is the chairnoman of the Citizens’ Advisory Committee on Air Quality
(Waterloo Region) and has been a member of the Vehicle Idling Reduction Task Force
since 2000. She is also chairmoman of the Waterloo Citizens Environmental Advisory

Committee.
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Rc: car remote starters

Subject: Re: car remote starters
Date: Fri, 14 Feb 2003 20:19:18 EST
From: MikeAllanEllis@ cs.com
To: Nancy_Manly@ Legis.state.ak.us

Nancy, | surveyed a number of the dealers in both Fairbanks and Anchorage. Of the six dealers | spoke with in
Anchorage, they claim to have sold 11,000 remote starts in last year. | spoke with three dealers in Fairbanks, who
put their sales at about 4400 last year. | did get an e mail passed on to me from the mayor of Fairbanks claiming
they promote the usage of remote starts as they help cut down on air pollution. Apparently a warm running car is
much less prone to harmful exhaust than a cold car.

Anyway these numbers do not fully represent the total number sold but maybe between 40% and 50% state wide by
my rough estimate.

Please feel free to contact me for any other information you may need.

Mike Ellis w/Forty-Niner Marketing
7803 45 Southwest
Seattle, WA 98136 206-940-3215
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FISCAL NOTE

STATE OF ALASKA Fiscal Note Nurber -

2003 LEGISLATIVE SESSION &ll\ersion: HB 77
QRblish Date:

Revision Date/Time (Note if correction): Dept. Affected: Law

Title "An Act allowing certain motor vehicles to be 'BRU Criminal Division

operated while unattended.” Component Criminal Justice Litigation

Sponsor Representative Lynn

Requester House Judiciary Committee Component No. 2202

Expenditures/Revenues (ThOUS&ﬂdS of DO”&I’S)

Note: Amounts do not include inflation unless otherwise noted below.

OPERATING EXPENDITURES FY 2004 FY2005 FY2006 FY2007  FY2008  FY 2009

Personal Services

Travel

Contractual

Supplies

Equipment

Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0
CAPITAL EXPENDITURES | | I
CHANGE IN REVENUES ( ) i | j
FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts
1003 GF Match

1CO04GF

1005 GF/Program Receipts
1037 GF/Mental Health

Other (Specify Typa-Do not abbreviate)
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2003) cost: 00
Check this box (X) if funding for this bill is Included Inthe Governor's FY 2004 budget proposal: 1

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS:  (Attacha separate papa if necessary)

This bill prohibits the adoption of a regulation forbidding operation of a motor vehicle while it is unattended. This
provision would not apply to an unlocked motor vehicle, or one occupied by a disabled person or a person under 14

years old.

Passage of this legislation will have no fiscal impact on the Department of Law.

Prepared by:  Joan M. Kasson Phone (907) 465-5370
Division Attorney General's Office Date/Time 3/11/03 11:.02 AM
Approved by:  Kathryn Odughhetee farGregg D. Renkes, Attormey Cereral Date 3/11/2003

Agency Department of Law

(Revised 9202 QVB) Page 1of 1



FISCAL NOTE

STATE OF ALASKA Fiscal Note Number:
2003 LEGISLATIVE SESSION Bill \Version: HB 77
() Publish Date:
Revision Date/Time (Note if correction): Dept. Affected: Public Safety
Title An Act allowing certain motor 'BRU Alaska State Troopers
vehicles to be operated.... Component AST Detachments
Sponsor Representative Lynn
Requester House Judiciary Component No. 2325
Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2004 FY 2005 FY 2006 FY 2007 FY 2008 FY 2009
Personal Services
Travel
Contractual
Supplies
Equipment

Land & Structures
Grants & Claims

Miscellaneous
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

ICAPITAL EXPENDITURES I I

CHANGE IN REVENUES ( ) I i

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Program Receipts

1037 GF/Mental Health

Other (Specify Type-Do not abbreviate)

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0
Estimate of any current year (FY2003) cost: 00
Mark this box (X) if funding for this bill is Included In the Governor's FY 2004 budget proposal:
POSITIONS
Full-time
Part-time
Temporary

ANALYSIS:  (Attacha Separate papa if necessary)

No fiscal impact.

Prepared by:  Lieutenant Matthew Leveque Phone 907 269-0390
Division Alaska State Troopers Date/Time 3/12/03 9:30 AM
Approved by:  William Tandeske, Commissioner Date 3/12/2003
Agency Department of Public Safety
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FISCALNOTE

STATE OF A; ASKA Fiscal Note Nurber -

2003 LEGISLATIVE SESSION &l \ersian: CSHB 82 (L&C)
O Rblish Date:

Revision Date/Time (Note if correction): Dept. Affected: Law

Title "An Act making certain activity related to 'BRU Civil Division

commercial electronic mall unlawful and an unfair method of. Component Fair Business Practices

Sponsor Representative Meyer

Requester House Judiciary Committee Component No. 2206

;Expenditures/Revenues (Thousands of Dollars)
r'&Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2004 FY 2005 FY 2006 FY 2007 FY 2008 FY 2009
Personal Services
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims

Miscellaneous
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

ICAPITAL EXPENDITURES

CHANGE IN REVENUES ( ) I I I I
FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Receipts
1037 GF/Mental Health

Other (Specify Type-Do nat abbreviate)
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0
Estimate of any current year (FY2003) cost; - 00
'Check this box (X) if funding for this bill is included in the Governor's FY 2004 budget proposal: |
POSITIONS
Full-time
Part-time
Temporary

ANALYSIS:  (Attach aseparate page ifnecessary)

CSHB 82 (L&C) prohibits unsolicited commercial e-mail sent from a computer in Alaska or to an e-mail
address that the sender knows is held by an Alaskan resident which contains sexually explicit material

without the subject line beginning with the characters "ADV:ADLT".

The Department of Law does not anticipate a fiscal impact from passage of this legislation.

Prepared by:  Joan M. Kasson Phone (907) 465-5370
Division Attorney General's Office Date/Time 2/20/03 3:36 PM

Approved by:  Kathryn Daughhetee far Gregg D. Renkes, Attoimey Gereral Date 2/20/2003
Agency Department of Law

<, (Revised 020020VB
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FISCAL NOTE

STATE OF ALASKA
2003 LEGISLATIVE SESSION

Revision Date/Time (Note if correction):

Title
commercial electronic mail unlawfi

Sponsor Representative Meyer

An act making certain activity related

Fsal Note Nurber:

&l \ersion: CSHB 82(L&C)
O Rublish Date:

Dept. Affected: Public Safety

'BRU AST Detachment

ul and .... Component AST Detachment

House Judiciary

Component No. 2325

Requester

Expenditures/Revenues

Note: Amounts do not include inflation unless otherwise noted below.
FY 2004

OPERATING EXPENDITURES
Personal Services

Travel

Contractual

Supplies

Equipment

Land & Structures

Grants & Claims

Miscellaneous
TOTAL OPERATING

CAPITAL EXPENDITURES

CHANGE IN REVENUES ( )

FUND SOURCE

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Program Receipts

1037 GF/Mental Health

Other (Specify Type-Do not abbreviate)
TOTAL

Estimate of any current year (Fy2003) cost:
Mark this box (X) if funding for this bill is inclu

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separata page if necessary)
No fiscal impact.

Lieutenant Matthew Leveque
Alaska State Troopers

William Tandeske, Commissioner

Department of Rublic Safety

Prepared by:
Division
Approved by:
Agency

(Revised 92002 VB

(Thousands of Dollars)

Fy2005 Fy2006 FY2007 Fy2008  Fy 2009

0.0 0.0 0.0 0.0 0.0 0.0

(Thousands of Dollars)

0.0 0.0 0.0 0.0 0.0

00

ded in the Governor's Fy 2004 hudget proposal:

0.0

Phone 907 269-0390
Date/Time 2/19/03 10:58 AM

Date 2/19/2003
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R epresentative K evin M e yer

HOUSE DISTRICT 30

MEMORANDUM

DATE: February 13, 2003

TO: Representative Lesil McG uire
Chair, House Judiciary Committee

FROM: Representative Kevin Meyer

RE: CS HB 82(L&C)

At your earliest convenience, please schedule CS HB 82(L&C) Commercial Electronic Email
for hearing in die House Judiciary Committee, pending referral.

Linder CS HB 82(L&C), individuals are prohibited from sending unsolicited commercial
electronic mail that contains explicit sexual material, widiout the subject line of the
communication containing “ADV:ADLT” as the first eight characters.

Thank you for your time and consideration.

Email: Rcprescntative_Kevin_Meycr@Icgis.stutc.ak.UH « Toll Free: (8(16) 465-4945
Session: Slate Capitol, Juneau, Alaska 99801-1182 « Phone: (907) 465-4945 Fax: (907) 465-3476
Interim: 716 W. 4th Ave.. Anchorage, Aluska 99501-2133 « Phone: (907) 269-0199 Fax: (907) 269-0197
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R epresentative K evin M evyer

HOUSE DISTRICT 30

Sponsor Statement
CS HB 82 (L&C)

“An Act making certain activities related to commercial electronic mail unlawful as
unfair methods of competition or unfair or deceptive acts or practices under the Act
enumerating unfair trade practices and consumer protection.”

Under CS MB 82(L&C), individuals are prohibited from sending unsolicited commercial
electronic mail diat contains explicit sexual material, widiout the subject line of die
communication containing “ADV: ADLT?” as the first eight characters.

It is not uncommon to receive unsolicited e-mail messages that contain strong sexual
content and hyperlinks to pornographic Web sites. With a commonly used e-mail software
(e-mail client software that can display HTML documents), it takes just a single mouse click
to be viewing a pornographic Web site. The frustration and annoyance of unsolicited
commercial e-mail becomes apparent when the advertisements reach those who have no
interest in such material, and when such material reaches children. Age is not a
discriminatory factor in who receives electronic advertisements for sexually explicit material.

Publishers, distributors, and adult entertainment business owners are legally forbidden from
selling, renting, or displaying explicit sexual material to children in a bookstore or video
store. However, the same material is made available on-line through Web sites and
unsolicited advertisements sent through e-mail. By requiring those who wish to send
unsolicited e-mail with age appropriate material to include in the subject line of the
advertisements “ADV:ADLT”, Internet users and parents are provided sufficient
information as to the content of an e-mail.

CS HB 82(L&C) is aconsumer protection measure. Currently 29 states have laws pertaining
to unsolicited commercial e-mail. Nine of the states have the same labeling requirement as
proposed in CS HB 82(L&C). CS HB 82(L&C) is not a direct ban on unsolicited
commercial electronic mail. This bill will enable Internet users and parents to know exactly
what is being sent electronically to them and to their children.
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Sec. 45.50.471. Unlawful acts and practices

(;i) Unfair methods of competition and unfair or deceptive acts or practices in the conduct
of trade or commerce are declared to be unlawful.

(b) The terms "unfair methods of competition" and "unfair or deceptive acts or practices"”
include, but are not limited to, die following acts:

(1) fraudulendy conveying or transferring goods or services by representing them to be
those of another;

(2) falsely representing or designating die geographic origin of "oods or services;

(3) causing a likelihood o f confusion or misunderstanding as to die source, sponsorship,
or approval, or another person's affiliation, connection, or association widi or certification

of goods or sendees;

(4) representing chat goods or services have sponsorship, approval, characteristics,
ingredients, uses, benefits, or quantities that they do not have or that a person has a
sponsorship, approval, status, affiliation, or connection diat die person does not have;

(5) representing that goods are original or new if they are deteriorated, altered,
reconditioned, reclaimed, used, secondhand, or seconds;

(6) representing that goods or services are of a particular standard, quality, or grade, or
that goods are of a particular style or model, if they are of anodier;

(7) disparaging the goods, services, or business of another by false or misleading
representation of fact;

(8) advertising goods or services with intent not to sell them as advertised,;

(9) advertising goods or services with intent not to supply reasonable expectable public
demand, unless the advertisement prominently discloses a limitation of quantity;

(10) making false or misleading statements of fact concerning die reasons for, existence
of, or amounts of price reductions;

(11) engaging in any odier conduct creating a likelihood of confusion or of
misunderstanding and which misleads, deceives or damages a buyer or a competitor in
connection with the sale or advertisement of goods or services;

(12) using or employing deception, fraud, false pretense, false promise, misrepresentation,
or knowingly concealing, suppressing, or omitting a material fact with intent diat others
rely upon die concealment, suppression or omission in connection with the sale or
advertisement of goods or services whether or not a person has in fact been misled,

deceived or damaged;

House Judiciary Committee
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(13) failing to deliver to the customer at die time of an installment sale of goods or
services, awritten order, contract, or receipt setting out the name and address of the seller
and the name and address of die organization that die seller represents, and all of the
terms and conditions of the sale, including a description of die goods or services, which
shall be stated in readable, clear, and unambiguous language;

(14) representing that an agreement confers or involves rights, remedies or obligations
which it does not confer or involve, or which are prohibited by law;

(15) knowingly malting false or misleading statements concerning die need tor parts,
replacement, or repair service;

(16) misrepresenting die audioritv of a salesman, representative or agent to negotiate the
final terms of a consumer transaction;

(17) basing a charge for repair in whole or in part on a guaranty or warranty rather than on
the actual value of the actual repairs made or work to be performed on the item without
stating separately the charges for the work and die charge for the guaranty or warranty, if

any,

(18) disconnecting, turning back or resetting the odometer of a vehicle to reduce the
number of miles indicated,;

(19) using a chain referral sales plan by inducing or attempting to induce a consumer to
enter into a contract by offering a rebate, discount, commission, or other consideration,
contingent upon the happening of a future event, on the condition that the consumer

cither sells, or gives information or assistance for the purpose of leading to a sale by the

seller of the same or related goods;

(20) selling or offering to sell a tight of participation in a chain distributor scheme;

(21) selhng, falsely representing or advertising meat, fish or poultry which has been frozen
as fresh food;

(22) failing to comply with AS 45.02.350 ;
(23) failing to comply with AS 45.45.130 - 45.45.240;

(24) counseling, consulting or arranging for future services relating to the disposition of a
body upon death whereby certain personal property, not including cemetery lots and
markers, will be furnished or die professional services of a funeral director or embalmer
will be furnished, unless die person receiving money or property deposits the money or
property, and money or property is received, widiin five days of its receipt, in a trust in a
financial institution whose deposits are insured by an instrumentality of the federal
government designating die institution as die trustee as a separate trust in the name only
of the person on whose behalf the arrangements are made with a provision that die
money or property may only be applied to the purchase of designated merchandise or

House Judiciary Committee
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services and should die money or property deposited and any accrued interest not be used
for the purposes intended on the deadi of the person on whose behalf die arrangements
are made, all money or property in die trust shall become part of diat person's estate;
upon demand by the person on whose behalf the arrangements are made, all money or
property in die trust including accrued interest, shall be paid to that person; this paragraph
does not prohibit the charging of a separate fee for consultation, counseling or
arrangement services if die fee is disclosed to the person malting the arrangement; any
arrangement under this paragraph which would constitute a contract of insurance under
AS 21 is subject to die provisions of AS 21,

(25) failing to comply widi die terms of AS 45.50.800 - 45.50.850 (Alaska Gasoline
Products Leasing Act);

(26) failing to comply with AS 45.30 relating to mobile home warranties and mobile home
parks;

(27) failing to comply widi AS 14.48.060 (b)(13);

(28) dealing in hearing aids and failing to comply with AS 08.55;
(29) violating AS 45.45.910 (a), (b), or (c);

(30) failing to comply widi AS 45.50.473 ;

(31) violating the provisions ot AS 45.45.400 ;

(32) knowingly selling a reproduction of a piece of art or handicraft diat was made by a
resident of the state unless the reproduction is clearly labeled as a reproduction; ui diis
paragraph, "reproduction” means a copy of an original if the copy is

(A) substantially the same as the original; and

(B) not made by die person who made the original,

(33) violating AS 08.66 (motor vehicle dealers);

(34) violating AS 08.66.200 - 08.66.350 (motor vehicle buyers' agents);

(35) violating AS 45.63 (telephonic solicitations);

(36) violating AS 45.68 (charitable solicitations);

(37) violating AS 45.50.474 (on board promotions);

(38) referring a person to a dentist or a dental practice that has paid or will pay a fee for

die referral unless the person malting the referral discloses at the time the referral is made
that the dentist or dental practice has paid or will pay a fee based on die referral,

House Judiciary Committee
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(39) advertising diat a person can receive a referral to a dentist or a dental practice without
disclosing in the advertising that die dentist or dental practice to which die person is
referred has paid or will pay a fee based on die referral if, in fact, the dentist or dental
practice to which the person is referred has paid or will pay a fee based on the referral;

(40) violating AS 45.50.477 (a) - (c);

(41) failing to comply with AS 45.50.475 ;

(42) violating AS 45.35 (lease-purchase agreements);

(43) violating AS 45.25.400 - 45.25.590 (motor vehicle dealer practices);

(44) violating AS 45.66 (sale of business opportunities).

House Judiciary Committee
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Sec. 11.41.455. Unlawful exploitation ofa minor

(@ A person commits the crime of unlawful exploitation of a minor if, in the state and
with die intent of producing a live performance, film, audio, video, electronic, or
electromagnetic recording, photograph, negadve, slide, book, newspaper, magazine, or
other material that visually or aurally depicts the conduce listed in (1) - (7) of this
subsection, die person knowingly induces or employs a child under 18 years of age to
engage in, or photographs, films, records, or televises a child under 18 years of age-
engaged in, die following actual or simulated conduct:

(1) sexual penetration;

(2) the lewd touching of another person's genitals, anus, or breast;

(3) the lewd touching by anodier person of die child's genitals, anus, or breast;
(4) masturbation;

(5) bestialitv;

(6) the lewd exhibition of the child's genitals; or

(7) sexual masochism or sadism.

House Judiciary Commitree
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2. Unwanted Exposure to Sexual Material

While it is easy to access pornography on the Internet, what makes the Internet appear particularly risky to
many parents is the impression that young people can encounter pornography there inadvertently. It is
common to hear stories about clildren researching school reports or looking up movie stars and Hiding
themselves subjected to offensive depictions or descriptions.

In this pan o fthe survey, we were interested in unwanted exposures to sexual material, those that
occurred when the youth were not looking for or expecting sexual material. We were interested in material
that came up while doing searches online and surfing the world wide web, as well as material that might
have appeared when a youth was opening E-mail or clicking on message links. In this section on sexual
material, we focus on unwanted exposure to pictorial images ofnaked people or people having sex.

A quarter (25%) of the youth had at least one unwarned exposure to sexual pictures in tire last
year. (See Figure 2-1 with incidence rates for unwanted exposure to sexual material emphasized.) Sev-
enty-one per cent o f these exposures occurred while the youth was searcliing or surfing tire Internet, and
28% happened while opening E-mail or clicking on links in E-mail or Instant Messages.

Figure 2-1

Online Victimization in Last Year

30% m
25 mAny Incident

’ a Distressing Incident
2% Aggressive Incident
15%-
i0%-
5%-
0% -- t n

Solicitation Unwanted Exposure Harassment

Exposure to sexual material, even when unwanted, is not necessarily upsetting to people. So we
have designated a category of distressing exposuies in which the youth said they found the exposure
very or extremely upsetting. Six per cent o fregular Internet users said they had a distressing exposure to
unwanted sexual pictures on the Internet in the last year.

W hich youth had the unwanted exposures?

« Boys outnumbered girls slightly (57% to 42%). (See Figure 2-2.)

» More than 60% o fthe unwanted exposures occurred to youth 15 years o f age or older. (See Figure
2-3)

e 7% ofthe unwanted exposures were to 11 and 12 year old youth.

« None ofthe 10 year olds reported unwanted exposures.
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The somewhat greater exposure o f boys to unwanted sexual material ma ' reflect the reality that
boys tend to allow their curiosity to draw them closer to such encounters. But the rel; tively small difference
should not be over-emphasized. Approximately a quarter o fboth boys and girls had such exposures. Boys

were slightly more likely than girls to say the exposure was distressing.

Figure 2-2 Figure 2-3
Unwanted Exposure: Age of Target

Unwanted Exposure: Gender of Target
Exposed youth
Female Entire sample

Male
51%

Note: Adds to less dian 100%due to rounding and/or missing data. Note: Adds to less than 100%duo to rounding and/or missing data.

W hat was the content and source of the unwanted exposure?
¢ 94% ofthe images were ofnaked persons

¢ 38% showed people having sex
8% involved violence, in addition to nudity and/or sex
Most o f the unwanted exposures (67%) happened at home, but 15% happened at school, and 3%

happened in libraries

Unfortunately, we do not know how many o fthe exposures involved cliild pornography. Important
as this question is, we had decided that our youth respondents could not be reliable informants about the

ages o f individuals appearing in the pictures they viewed.

For the youth who encountered tire material wliile surfing, it came up asaresult of
Searches (47%)

e Misspelled addresses (17%)

* Links in web sites (17%)

For youth who encountered the material through E-mail
63% o funwanted exposures came to an address used solely by the youth

* In 93% ofinstances, the "ender was unknown to the youth

In 17% ofall incidents o f unwanted exposure, the youth said they did know the site was X-rated
before entering. (These were all encounters described as unwanted or unexpected.) This group o f epi-
sodes was not distinguishable in any fashion from the other 83% o f episodes, including the likelihood of
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being distressing. Almost halfo f these incidents (48%) were disclosed to parents. It is not clear to what
extent it was some curiosity orjust navigational naivete thatresulted in the opening o fthe sites despite prior

knowledge o fthe illicit content.
Pornography sites are also sometimes programmed to make them difficult to exit. In fact, in some

sites the exit buttons take a viewer into other sexually explicit sites. In 26% ofthe incidents where sexual
material was encountered while surfing, youth reported they were brought to another sex site when they
tried to exit the site they were in. This happened in one third of distressing incidents encountered while

surfing.

Testimony From Youth

An 11-year-old boy and a friend were searching for game sites. They typed in "fun.com,”
and a pornography site came up.

A 15-year-old boy looking for information about his family’s car typed "escort" into a
search engine, and a site about an escort service came up.

Another 15-year-old boy came across a bestiality site while he was writing a paper
about wolves for school. He saw a picture of a woman having sex with a wolf.

A 16-year-old girl came upon a pornography site when she mistyped "teen.com.” She
typed "teeen" instead.

A 13-year-old boy who loved wrestling got an E-mail message with a subject line that
said it was about wrestling. When he opened the message, it contained pornography.

A 12-year-old girl received an E-mail message with a subject line that said "Free Beanie
Babies." When she opened it, she saw a picture of naked people.

How did the youth respond to the exposure?
e Parents were told in 39% o fthe episodes.

¢ Youth disclosed to no one in 44% o fincidents.
In a few cases authorities were notified, most frequently a teacher or school official (3% o fincidents),

and Internet sendee providers (3%). None of these incidents were reported to a law-enforcement

agency.
Only 2% o fyouth who encountered sexual material while surfing said they returned later to the site o f

the exposure. None o fthe youth with distressing exposures who encountered die material while surfing

returned to the site.

Ike fact diat so many youth did not mention their exposure to anyone, even a friend, even to laugh
or talk about it as an adventure, is noteworthy. It probably reflects some degree ofguilt or embarrassment
on the part of many youdi. It might be healthier and helpful to youdi if diey were talking about it more.



How did the exposure affect the youth?
23% of youth who reported exposure incidents were very or extremely upset by the exposure.

This amounts to 6% o fthe youth we interviewed. {See Figure 2-4.)
20% ofyouth were veiy or extremely embarrassed
20% reported at least one symptom o f stress.

Figure 2-4

Distress About Unwanted Exposure
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Unwanted exposure to sexual material does appear to be widespread, occurring to aquarter o fall
youth who used the Internet regularly in the last year. While it is not a new thing for young people to be
exposed to sexual material, the degree o fsudden and unexpected exposure in an unwanted fashion may be
an experience made much more common by the widespread use o f the Internet. Such exposure occurs
primarily to the group age 15 and older, but some youth as young as 11 had experiences to report. Even in
die older group, the exposure does not merely evoke laughs or mild discomfort. About a quarter of the
exposed youth, or 6% ofall regular Internet users said they were very or extremely upset by an exposure.
As with sexual solicitations, most exposure incidents, even the distressing ones, do not get reported to
adults or authorities, although a proportion o f these are disclosed to friends and siblings.

The experiences conform readily to anecdotal accounts from bodi youth and adult users. Un-
wanted exposures mostly occur when doing Internet searches, misspelling addresses, or clicking on links.
More than a third o fthe imagery was o f sexual acts, rather than simply naked people, and 8% involved
some violence in addition to nudity and/or sex.

From a social-scientific view, the issues about youth exposure to unwanted sexual material are
difficult to evaluate, in part, because there is almost no prior research on the matter. No one knows the
effects o fsuch exposure. The research on exposure to advertising and media violence makes it clear that
media exposure can have effects. Media can affect attitudes, engender fears, and model behaviors (both
pro and antisocial).

Previous research on exposure to pornography is not relevant to the many issues o f concern here.
That research has been done with adults and is based on an assumption o fvoluntary exposure. The present
survey shows that in die case of unwanted exposure there are strong negative, subjective feelings for



certain youth and certain youth who manifest symptoms o f stress. We do not know how long these feelings
or symptoms last or what ramifications they have, but they should mobilize our concern. Questions that
should be o f particular interest and need attention for future investigation are

Do any of youth so exposed have full-fledged, clinical-level traumatic reactions or other highly dis-

turbed reactions?
Is there any influence, traumatic or otherwise, on developing attitudes and feelings about sex?

Do youth who have experienced unwanted exposure relate to future Internet sexual material in differ-

entways — either more avoidant or more attracted?
Do Internet exposures to sexual material figure negatively in family dynamics, creating conflicts or

barriers in any way?

Nonetheless, for many people, the issues about youth exposure are even more basic than its
effects. Whatever the effects, they would argue that people in general and young people in particular have
arightto be free from unwanted intrusion o fsexual material in a public forum such as the Internet. On this
point, some ofthe constitutional debate about the Internet has concerned what kind o f forum the Internet
is. Is it a forum like a bookstore, where if it is signposted, people can readily stay away from the sexually
explicit material if they so choose, or more like a television channel, where people are much more captive
o fthe material that is projected at them? Clearly, the Internet has aspects o fboth. But the present research
does suggest that, in its current form, it is nof simple for those who want to avoid sexual material on the

Internet to do so.



Table 2-1. Unwanted Exposure to Sexual Material (N=1,5Q1)

Individual All Distressing
Characteristics Incidents Incidents
(N=376) (N=91)
25% of Youth 6% of Youth

Age of Youth

- 10 e

¢ 1 2% 1%

Y 5% 5%

« 13 13% 21%

. 14 16% 18%

e 15 24% 22%

o 16 23% 15%

o 17 16% 18%

Gender of Youth

+  Male 57% 55%

 Female 42% 45%

Egisode o All Distressing

Characteristics (N=393) (N=92)

Location of Computer
Home 67% 61%

+ School 15% 16%

+ Someone Else's Home 13% 16%

+  Library 3% 3%

« Some Other Place 2% 3%

Type of Material Youth Saw’

«  Pictures of Naked Person(~) 94% 92%
Pictures of People Having Sex 38% 42%

*  Pictures That Also Included Violence 8% 9%

How Youth Was Exposed

«  Surfing the Web 1% 2%

«  Opening E-mail or Clicking on an E-mail Link 28% 30%

«  Youth Could Tell Site Was X-rated Before Entering 17% 12%

Surfing Exposure All Distressing

(N=281) (N=66)

How Web Site Came Up

« Link Came Up as Result of Search 47% 36%

+ Misspelled Web Address 17% 18%
Clicked on Link When In Other Site 17% 24%

«  Other 15% 18%
Don't Know 3% 3%
Youth Has Gone Back to Web Site 2%

¢ Youth Was Taken Into Another X-rated Site When

26% 33%

Exiting the First One
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E-mail Exposure

Youth Received E-mail at a Personal Address

E-mail Sender Unknown

Episode Characteristics
(Surfing & E-mail)

Incident Known or Disclosed tol

o

Parent

Friend and/or Sibling
Another Adult

Teacher or School Personnel
ISP/CyberTipline

Police or Other Authority
Someone Else

No One

Distress: Very/Extremely

Upset

Youth With No/Low Levels of Upset
Youth Was Very/Extremely Embarrassed

Stress Symptoms (more than a little/all the time)13

Presence of 5 or More Depression Symptoms15

At Least One of Following
Stayed Away From Internet
Thought About It and Couldn't Stop

Felt Jumpy or Irritable
Lost Interest in Things

'‘Multiple responses Dossible

2Degree of upset was used to define this category of youth.
3These items were adapted from a psychiatric inventory of stress responses and represent avoidance

behaviors, intrusive thoughts, and physical symptoms.

39%
30%
2%
3%
3%

1%
44%

23%
76%

20%

20%
17%
6%
2%
1%

11%

96%

Distressing
(N=92)

43%
33%
2%
9%
4%

39

100%2

48%

43%
34%
16%
7%
7%

15%

*In the entire sample, 8% of youth (N=117) reported 5 or more symptoms of depression.

5The values for this category are based on individual characteristics rather than episode characteristics.
Note: Categories that do not add to 100% are due to rounding and/or missing data.
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4. Risks and Remedies

Our lack of knowledge about the dimensions and dynamics of the problems this new technology has
created for young people is, o fcourse, a barrier to devising effective solutioas. But, even in the absence o f
knowledge, there has been no dearth of suggestions about things to do. Parents have been urged to
supervise their children and talk with them about Internet perils. Youth have been urged to avoid certain
risky situations. Organizations have been established to monitor and investigate suspicious episodes. Have
any o fthese remedies been taken to heart?

The survey asked a variety o fquestions to find out more about the prospects for prevention. We
tried to determine to what degree parents are monitoring and advising their children about Internet activi-
ties. We asked about the prevalence o fInternet activities that may put youth at risk. And we asked about
parent and youth knowledge about what remedies or information sources are available for them when they

run into problems.

How concerned should adults be about the problem?

Parents and youth both believed that adults should be concerned aboutthe problem o fyoung people being
exposed to sexual material on the Internet. As might be expected, parents thought adults should be more
concerned than youth thought adults should be, with 84% o f parents saying adults should be extremely
concerned, compared to only 46% o fthe youth. (See Figure 4-1.) Some inflation of concern might be
expected in a survey widi this topic, but other surveys confirm that this is an issue o f substantial immediacy

for parents and youth.

Figure 4-t

Are parents supervising their children?
Many parents or guardians said they had supervised Uieir child’s Internet use in the past year. Most

claimed to have talked to youth about such matters as giving out addresses, chatting with strangers, or
going to X-rated web sites. Four out of five had rules about specific things the young person was not
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supposed to do online. Approximately four out of five also asked youth about what they did on the
Internet. Since many parents might feel guilty about appearing notto have done these things, it is possible
that responses to survey interviewers inflate the percentage o f parents who have actually supervised their
children to this extent. We also did not ask about the details or circumstances o f these discussions.
Virtually all parents who had Internet access in their homes said they had looked at the computer
screen on occasion to see what their child was doing. At a higher level of supervision that characterized
around two-fifths of the households, parents or guardians with home Internet access reported that they
checked their child’s files or diskettes, required the youth to get permission before going on tire Internet, or
limited the amount o ftime the youth could spend online. In approximately three-fifths o f households with
home Internet access, parents or guardians checked the computer history function to find out where on the

Internet the youth had been visiting.

Have families utilized blocking and filtering technology?

Thirty-three percent of households were currently using filtering or blocking software at the time of the
interview. (See Figure 4-2.) The most common option used by far is the access control offered by America
Online to its subscribers, used by 12% o f the households with home Internet access, or 35% o f house-
holds using filtering or blocking software. Interestingly, another 5% o fthe households in our sample had
used some kind offiltering or blocking software during the past year, but were no longer doing so, suggest-

ing some possible dissatisfaction with its use.

Figure 42

Use of Filtering or Blocking Software
Not in past year

In past year, but not
currently
5%

Are many youth doing risky things on the Internet?
We also asked questions to get a sense ofbow much risky behavior youth were engaging in, in spite of

parental-control efforts. The percentages overall were not very large, but some of these behaviors are

sensitive enough that youth may have been less than fully candid.
Only 8% admitted to going voluntarily to X-rated Internet sites. Less than 1% said they had used

acredit card without permission. Only 5% had posted a picture o fthemselves for general viewing. Eleven
percent had posted some personal information in apublic Internet space, mostly their last name. Twenty-
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seven percent o f E-mail users had posted their E-mail address in a public place on the Internet, but this
may be an underestimate since almost any posting to a bulletin board or signing on to a chat room gives a
child’s E-mail address this kind o fexposure. O fyouth who said they talked online with people they did not
know in person, 12% had sent a picture to someone they met online, and 7% had willingly talked about sex

online with someone they had never met in person.
Among the most common o fthe potentially risky behaviors was making rude or nasty comments

to someone online — practiced in the past year by 14% o fyouth. A similar number played ajoke on or
mnoyed someone online, mostly friends they already knew. One percent admitted to having harassed

someone online.
As a measure o fthose who may be testing the limits most dramatically or persistently, we asked

whether the youth had gotten in trouble for something they did online in the past year. Five percent had
been in trouble at home, and 3% o fyouth who used the Internet at school had been in trouble there for

online activities.

Do families and youth know about sources of help?
We noted earlier that relatively few of the Internet episodes reported by youth (solicitation, unwanted

exposures to sexual material, or harassment) were reported to official sources. One possibility is that youth
and their families are not familiar with places that are interested in or receptive to such reports. .Almost a
third o f parents or guardians said they had heard o f places where troublesome Internet episodes could be
reported, but only approximately 10% o fthem could cite a specific name or authority. {See Figure 4-3.)
Only 24% o fyouth stated they had heard o f places to report, and only 17% could actually name a place.
{See Figure 4-4.) Reporting the episode to an Internet service provider was the option most often thought
of. For most o f these households, the Internet service provider was .America Online.

Figure 4-3

Has Parent Heard of Places to Report Internet Incidents?

Yes, but don't remember

name
D%

Internet service provider
3%

Bl < 1%

Safo Surf < 1%
Cyber Angels < 1%
CyberTipline < 1%

69%

Other
™0
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Figure 4-4

Has Youth Heard of Places to Report Internet Incidents?

Yes, but don't remember
name
%

Internet service provider

FBI 1%
Angels < 1%
CyberTlpline < 1%

Other
ez

Have they heard ofthe CyberTipline?
Very few o fthe youth, parents, or guardians could tliink o fthe CyberTipline when asked a general question

about possible places to report cases. When interviewers said die name “CyberTipline” and asked re-
spondents if they knew about it, larger numbers said they had heard ofit, almost 10% o f the parents or

guardians and 2% o f the youth.

Summary

For those concerned about youth Internet safety, there is good and bad news in die survey re-
sponses about general Internet practices. W hile the majority o fparents and guardians o f Internet users say
they supervise dieir children’s online activity, diere is a small segment o fthe population (7%) that does not.
Discussions are going on in most households between adults and youdi about Internet perils, but it is hard
to know how detailed or effective diey are. The vast majority ofyouth, for dieir part, appear to be playing
it safe, and not engaging in risky online behavior. This is generally good news.

The survey, however, reveals notable problems as well. First, there does appear to be a tremen-
dous lack o fknowledge about what help sources are available to deal with offensive or disturbing Internet
episodes. This may reflect the fact that parents or guardians do not feel they need to know about such
sources until something bad happens. But the low level ofreporting of incidents suggests diat even when
bad tilings happen, people do not make die effort to locate possible help sources. Thus, if die findings point
to some area where progress needs to be made, it is in the area of alerting people about possible help
sources for problematic Internet encounters.

Secondly, there is a segment o f the youth population who are taking risks on the Internet such as
engaging in sexual conversations, seeking out X-rated sites, posting pictures of themselves online, or
harassing other Internet users. The rates are not high compared to other more conventional risky behavior
like using drugs, drinking alcohol, or stealing, but diey reflect anew dimension o fdeviance that needs to be
incorporated into a larger understanding o f the perils o f childhood and addressed in a variety o f ways.



Finally, the survey raises questions about the use o f filtering and blocking software. Despite the
liigh level offamily concern about exposure to sexual material, only a minority o f families had adopted the
use o fany software to address their concern, and some who had adopted it had discontinued its use. This
may not reflect a problem. Many parents may be correct in theirjudgment that discussions with their
children and some level of parental monitoring are adequate to manage the problem. But the lack of
adoption may also reflect parental doubts about the effectiveness o fthe available software or a sense that
its adoption would create family conflicts that they are reluctant to confront. The findings suggest we need
to learn more about actual family concerns about and experiences with filtering and blocking software as a

solution to their concerns about Internet safety.

Table 4-1. Parental Supervision of Internet Activitiesl

Supervision (in past year) Parent/Guardian

% Yes
Talked With Youth About (N=1,S01)2

« Being Careful About Chatting With Strangers on Internet 85%
e Giving Address/Telephone Number to People Meet on Internet 83%
Going to X-rated Web Sites or Other X-rated Places 83%

» Talking Online About Very Personal Things (e.g., sex) 77%
e Trying to Meet People Youth Gets to Know on Internet 73%
Responding to Nasty/Mean Messages 72%
None of the Above 7%
Look at Screen to See What Youth Is Doing 97%
Rules About Things Youth Is Not Supposed to Do on Internet (N=1,501) 80%
Ask Youth About What He or She Does on Internet (N=1,501) 78%
Check History Function for Sites Youth Has Visited 63%
Check Files and Diskettes 48%
Youth Must Ask Permission to Go on Internet 44%
39%

Rule About Number of Hours Youth Can Spend on Internet

‘N=1,033 unless otherwise stated. These questions were only asked of households with home Internet

access.
2Multiple responses possible.



Table 4-2. Risky Online Behavior (N=1,501)

Risky Online Behavior in the Past Year

Youth Went to X-rated Sites on Purpose

Talked About Sex Online With Someone Youth Never Met in Person (N=839)1
e Youth Knew He or She Was Talking to an Adult
* Adult Knew He or She Was Talking With a Minor

Used Credit Card Online Without Permission

Posted Picture of Self for Anyone to See
Sent Picture of Selfto Someone Met Online (N=839)1

Posted Some Personal Information for All to See

* Posted Last Name
Posted Telephone Number
Posted Name of School
Posted Home Address

Posted E-mail Address for Anyone to See (N=1,143)2
Made Rude/Nasty Comments to Someone Online

Played Joke or Annoyed Someone Online
« Played Joke/Annoyed Someone Youth Knew
¢ Played Joke/Annoyed Stranger

Harassed/Embarrassed Someone Youth Was Mad at Online

e Harassed/Embarrassed Stranger
e Harassed/Embarrassed Someone Youth Knew

Youth Was In Trouble at Home for Something He or She Did Online
Youth Was In Trouble at School for Something He or She Did Online (N=1,100)3

® X e

'Only asked of youth who reported talking online with people they didn't know in person.

%8nly asked of youth who reported having an E-mail address.
nly asked of youth who reported using the Internet at school.

All Youth
% Yes

8%

%
%
%

<1%
5%

129

11%

9%
1%

i%
%
27%
14%
14%
13%
Jon
1%
<1%
1o
5%

3%
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5. Major Findings and Conclusions

By providing more texture and details to our picture o fthe cyber-hazards facing youth, the national Youth
Internet Safety Survey has much to contribute to current public-policy discussions about what to do to
improve the safety of young people. What follows are some key conclusions based on the important

findings from the survey.

1. A large fraction ofyouth are encountering offensive experiences on the Internet.

The percentage o fyouth encountering offensive experiences— 19% sexually solicited, 25% exposed to
unwanted sexual material, 6% harassed— are figu js for one yearonly. The number o fyouth encountering
such experiences from when they start using the Internet until they are 17, a time which might include five
or more years o f Internet activity, would certainly be higher.

The level of offensive behavior reported in this survey might be placed in this perspective. Any
workplace or commercial establishment where a fifth ofall employees or clients were sexually solicited
annually would be in serious trouble. What if:, quarter o fall young visitors to the local supermarket were
exposed to unwanted pornography? Would tliis be tolerated? We consider these levels o f offensiveness
unacceptable in most contexts. But on die Internet will we simply accept it as the price for this new
technology and because it is anonymous? Sadly, the Internet is not always the nice, safe, educational and

recreational environment that we might, have hoped for our young people.

2. The offenses and offenders are even more diverse than we previously thought.

The problem highlighted in this survey is notjust adult males trolling for sex. Much o fthe offending behavior
comes from other youth. There is also a substantial amount from females. The non-sexual offenses are
numerous and quite serious too. We needto keep this diversity in mind. Sexual victimization on the Internet

should not be the only thing that grabs public attention.

3. Most sexual solicitations fail, but their quantity is potentially alarming.
Based on die results of diis study, it appears that several million young people ages 10 through 17 get

propositioned on the Internet every year. (See Table 7-2.) I f even some small percentage o fthese encoun-

ters results in offline sexual assault or illegal sexual contact— apercertage smaller than we could detect in

it would amount to several thousand incidents. The good news is most young people seem

this survey —
But there are youth who may be especially

to know what to do to deflect these sexual “come ons.”
vulnerable through lack o fknowledge, neediness, disability, or poorjudgment. The wholesale solicitation

for sex on the Internet is worrisome for that reason.

4. The primary vulnerable population is teenagers.
For solicitations, as well as unwanted exposures to sexual material and harassment, most of the targets

were teens, especially teens 14 and older. Thus, it is misleading to say diat child molesters are moving from
the playground to the living room, trading in their trench coats for digicams, as some have characterized it.
Children ar i teenagers are different victim populations. Pre-teen children use die Internet less, in more



limited ways (Richardson, 1999: Roberts, 1999), and are less independent. It does not appear that much
predatory behavior over the Internet involves conventional pedophiles targeting 8-year-old children with
their modems, at least not yet. The target population for this Internet victimization is teens, and that makes
prevention and intervention a different sort o fchallenge. Teens do not necessarily listen to what parents and

other “authorities” tell them.

5. Sexual material is very intrusive on the Internet.

Large percentages o fyouth Internet users are exposed to sexual material when they are not looking for it,
through largely innocent misspellings and opening E-mail, visiting web sites, and viewing other documents.
The sex on the Internet is not segregated and signposted like in a bookstore, and it is not easy to avoid.
Some heavy-duty imagery is incredibly easy to stumble upon. Apparently many people do not know this
yet. They are inclined to think, “Well, | never see it, so it must be something you only getif you go looking.”
But youth do not have to be all that active in exploring the Internet to run across sexual material inadvert-

ently.

6. Mostyouth brush offthese offenses, but some are quite distressed.

Most youth are not bothered much by what they encounter on the Internet, but there is an important

subgroup o fyouth who are quite distressed— by the exposure as well as the solicitations and harassment.

We cannot assume these are just transient effects. When youth report stress symptoms like intrusive
thoughts and physical discomfort, tliat is a warning sign. Some o fthis could be the psychological equivalent

o fa concussion, not a slight bump on the head. It may be hard to predict exactly who will get hurt. It may

depend partly on tilings like age, prior experience— both with the Internet and sexual matters— family

attitudes, the degree of surprise, and kind o f exposure. Anticipating and trying to respond to negative

impacts is sometliing that needs more consideration.

7. Many youth do not tell anyone.
Nearly half o fthe solicitations were not disclosed to anyone. Some o f tlis non-disclosure is certainly due

to embarrassment and guilt. The higher disclosure rates for the non-sexual offenses point to that. Parents
are not being informed about a lot o fthese episodes. They would wantto know. And some youth are not
even telling their friends. Thus they are not getdng a chance to reflect about what happened, process it, and
get ideas about how to deal with it and how to put it in perspective. It is somewhat ironic. The Internet is
providing places to talk about difficult tilings, but at the same time, it may be increasing the number of

difficult things to talk about.

8. Youth and parents do not report these experiences and do not know where to report them.

Most parents and youth did not know where to report or get help for Internet offenses, and the low rate of
reporting for actual offenses confirms tliis lack o fawareness. Even the most serious episodes were rarely
reported. The Internet is a new “country” and people do not yet know who the cops or the authorities are.
In fact, that seems to be part of the attraction o f this territory for many, that there are not obvious cops or
authorities. But people need to know how to get help, and people with antisocial tendencies need to know
that there are consequences. The choice is not between anarchy and big brother, just as in most societies

the choice is not between anarchy and dictatorship.
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9 Ibnte_rnet friendships between teens and adults are not uncommon and seem to be mostly
enign.

It would make prevention easier if Internet friendships between youth and adults were uniformly sinister,
and we could simply say, “Don’tdo it But one of the positive things about the Intermet is that it allows
people of diverse social statuses to con%regate around common interests. We want young people to
develop their skills and talents. \We want them to find mentors. The existence of coaches who molest does
not deter parents fromsigning their kids up for Little I eague. twill be a similarly complicated challenge to
protect kids from dangerous Internet relationships without squelching the positive ones. We need to learn
more about the signs and symptoms of potentially exploitative adult-youth relationships, not just on the

Internet, but in face-to-face relationships too.

10.  We still know little about the incidence of traveler cases (where adults or youth travel to
physically meet and have sex with someone they first came to know on the Internet), or any
completed Internet seduction and Internet sexual exploitation cases including trafficking
in childpornography.

We know these very serious victimizations occur. Law-enforcement officials are tracking down an ever-

increasing number. A recent unsystematic survey ofthe FBI, the National Center for Missing & Exploited

Children, newspapers, and other law-enforcement sources identified almost 800 cases, confirmed or

under investigation, involving adults traveling to or luring youth they first “met” on the Intermet for criminal

sexual activities (Ruben Rodriguez, National Center for Missing & Exploited Children, personal commu-

nication, April 3,2000).

We did not findany in this survey of 1,501 youth, but tliat only means these victimizations probably
occur below a certain threshold rate. We were unlikely to discover any types of incidents that occurred to
fewer than 14,000 youth a year. That is still a large threshold. But it is fair to speculate that these kinds of
events are probably not as common as incidents like date rape, conventional stranger sexual assault, or
intrafamily sexual abuse— crimes that do tend to show up insurveys of 1,500 youth. So we will have to
study these serious Intermet cases in some other way, either through a very large survey, like the National
Crime Victimization Survey, or through some survey of reported cases.

In the meantime, the findings of this survey should not be interpreted to mean that major law-
enforcement initiatives focused on serious Intermet crimes against children arc misguided. In the last few
years, specialized units fromthe FBI and local law-enforcement agencies have increased their activities on
the Intermet, often “decoying” themselves as youth to try to catch potential offenders. Given the volume of
sexual solicitations and approaches young peaple are experiencing, the presence and publicity about these
delcoys Is certainly a good tiring. It should give potential offencers some pause before they begin their
solicitations.

Law-enforcement officials are also active ininvestigating trafficking in child pornography. Because

wejudged that our youth interviewees would not be reliable informants about the ages of people appearing

in sexual pictures, we have no findings relevant to the problemof child pornography on tire Intermet. Tliis is
nonetheless a problem that has been exacerbated by the Internet, and it is worthy of additional studly.
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11 Nothing in this survey should dampen enthusiasm about the potential of the Internet.
Youth, families, and educators are currently riding a bandwagon of excitement about the potential of the
Internet to bring new kinds of educational, recreational, interpersonal, and even therapeutic possibilities to
young people. This survey should not be construed as a signal to slow the wagon down. This survey
concerns what is only asmall segment of Internet activity and has little to say about its broader potential.

But because the Intermet is likely to become so important in our lives, it is crucial to begin to
confront its potential problematic aspects as early as possible. When the automobile was first introduced,
those who said it was going to kill too many people and pollute the air were dismissed as opposed to
progress. The solutions that would have allowed us to have all the benefits of safer and less polluting autos
might have come more quickly and ata lower social cost if these concerns had been accepted wholeheart-
edly from the beginning as worthy chaperones to our courtship of the car. Inasimilar vein, we can unleash
the excitement about the Internet and dlie creativity it will spawn, while still making a concerted effort to
monitor and rein in its potential negative effects. The sooner we start diat process the better.

Limitations of the Survey

Every scientific survey has limitations and defects. Readers should keep some of these
important things in mind when considering the findings and conclusions of this survey.

» We cannot be certain how candid our respondents were. Although we used widely
accepted social-science procedures, our interviews involved telephone conversations
with young people on a sensitive subject, factors that could contribute to less than

complete candor.

« The young people we did not talk to may be different from the youth we talked to. There i
were parents who refused to participate or refused to allow us to talk to their children,
and there were youth who refused to participate and those we could never reach. Our
results might have been different ifwe had been able to talk to all these people.

«  Ournumbers are only estimates, and samples can be unusual. Population sampling is
intended to produce groups representative of the whole poP_uIa_tion, but sometimes
samples can be randomly skewed. For most of our major findings, statistical tech-
niques suggest that estimates are within 2.5% or less of the true population F_ercentage 5
in 95 out of 100 samples like this one, but there is a small chance that our estimates are

farther off than 2.5%.
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& Recommendations

1 Those concerned about preventing sexual exploitation on the Internet need to talk specifi-
cally in their materials about the diversity of hazards including threats from youthful and
female offenders.

A stereotype of the adult Internet “predator” or “pedophile” has come to dominate much of the discussion

of Intermet victimization. While such figures exist and may be among the most dangerous of Internet threats,

this survey hes revealed a more diverse array of individuals who are making offensive and potentially
exploitative online overtures. We should not ignore them. We have to remember that ina previous genera-
tion, campaigns to prevent child molestation characterized the threat as “playground predators” so that for
years the problem of youth, acquaintance, and intra-family perpetrators went unrecognized. Today, those
doing prevention work concerning the Intermet need to be careful not to make, consciously or inadvert-
ently, a characterization of the threat that fails to encompass all its forms. One of the reasons for the
mistaken characterization of child molesters in an earlier era was that people extrapolated the problem
entirely fromwhat came to the attention of law-enforcement officials. A similar process couid be underway
in."re case of Internet victimization, but it is probably early enough to reverse the trend. Thus we need to

publicize the full variety of Interet offensive beliavior.

2. Prevention planners and law-enforcement officials need to address the problem of non-
sexual, as well as sexual victimization on the Internet.
An additional problem with the *Intermet predator” stereotype just mentioned is that it does not give
enough focus to non-sexual forms of Intermet victimization. The current survey shows that non-sexual
tiireats and harassment constitute another common peril for youth that can be as, or more, distressing than
sexual overtures. Experience in crime prevention has shown that concerns about sexual threats often
eclipse other equivalently serious crime. Concerted efforts should be made to ensure that non-sexual
tiireats and harassment are included on educational, legislative, and law-enforcement agendas for Internet

safety.

3. More of the Internet-using public needs to know about the existence of help sources for
Internet offenses, and the reporting of offensive Internet behavior needs to be made even
easier, more immediate, and more important to youth Internet users.

Multiple strategies are needed to increase reporting. The Internet-using public needs to be made aware of

reporting options in as many ways as possible, through the Intermet as well as through other media. The

public also needs to be briefed on tire reasons why they should make such reports including the importance
ofkeeping the Intermet a sate and enjoyable place for everyone to use. The Smokey tire Bear and McGniff
the Crime Dog campaigns come to mind as approaches to emulate. People often balk at being tattle-tales,
but vigilance by individuals and community involvement have been traditional keys to community safety.
hi reaching out to the public and Intermet users on tliis issue of reporting, our survey suggests that

Internet service providers are in a key position to help. They are the most recognized avenue for reporting.

So it may make sense for them to become even more visible and pro-active on tliis front. What else can be

done? Can chat rooms be urged to consider how to make the monitoring and reporting of offensive

behavior easier and more acceptable? The Intermet needs its own neighborhood crime-watch posters and

more.
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4. Different prevention and intervention strategies need to be developed for youth of
different ages.

Most of the encounters reported to our survey occurred to teenagers, specifically older teens. The mes-
sages that will make sense and be taken seriously by this group and their parents are quite different from
those that make sense for younger youth. Tliis is a different problem from conventional child molestation,
where we were trying to target and protect 7 to 13 year olds. Older teens have more independence, more
experience, and a different relationship with adults and their families. For example, telling parents to regu-
larly check the Internet and E-mail activity of older teens may be tantamount to saying parents should read
their mail, and such privacy invasions will seem unrealistic in many families.

Too much of the discussion about Internet safety to date has been between policy makers and
parents, without consultation from young people themselves. Policies crafted from such an adults-only
discussion may be rejected, especially by older youth, because the policies may be seen as an effort to
control rather than protect. Good protection strategies, especially for the teer group, cannot be heavy on
the control dimension and need to be tied to youth aspirations, values, and culture. That requires the input
ofyouth. Ifyoung peaple are becoming millionaires with their Intermet ingenuity, it is likely that some of that
creativity could hit the jackpot in the field of Intermet safety as well. Itis time to involve a cadre of young
people in the development of Intermet victimization prevention and intervention in order to craft messages

to which youth will be receptive.

5. Youth need to be mobilized in a campaign to help “clean up” the standards of Internet
behavior and take responsibility for youth-oriented parts ofthe Internet.

Like face-to-face sexual offenses, which run the gamut from harassment to rape, Internet sexual offenses
cover a spectrum of behaviors. The less serious end of the spectrumshould not be ignored, since it can be
the fertile soil in which more serious offenses grow. The experience of those trying to prevent real-world
sexual harassment has been that campaigns, particularly campaigns involving whole schools, can be suc-
cessful, if they raise awareness about the problem and its effects, and help youth themselves enforce
proper conduct among their peers. Such youth-oriented campaigns might have some success with at least
some forms of Internet victimization as well, and they may be worth a try.

6. We need to train mental health, school, and family counselors about these new Internet
hazards and how these hazards contribute to personal distress and other psychological and
interpersonal problems.

This survey reveals that substantial numbers of young people do experience distress because of Internet

encounters. And they are not getting help. Mental health and other counselors need to leam to be alert and

ask questions to get young people to talk about such encounters. They need to know how young people
use the Internet, so they can understand their problems. They need to be trained to heat the lands of
distress and conflicts that are connected with negative Internet experiences. We need educational pack-
ages for schools and all kinds of youth workers for their own professional development and to use with
youth. Unfortunately, at the training conferences being offered today, most of the Intermet education seems
directed at law-enforcement officials. WWe need to develop workshops for educators, psychologists, and

social workers as well.
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LEGAL SERVICES

DIVISION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY

(907) 465-3867 or 465-2450 STATE OF ALASKA State Capitol
FAX (907) 465-2029 Juneau, Alaska 99801-1182
Mail Stop 3101 Deliveries to: 129 6th St., Rm. 329

MEMORANDUM March 17, 2003

SUBJECT: CSHB 83(JUD) relating to arbitration
(Work Order No. 23-LS0047M)

TO: Representative Lesil McGuire
Attn: Vanessa

FROM: Theresa L. Bannister
Legislative Counsel

This memo accompanies the bill described above.

Possible effect of amendment. The amendment may interfere with the ability of certain
persons to choose to use this new arbitration chapter to handle their arbitration. The
persons affected would be those persons whose arbitration is covered by the Federal
Arbitration Act,1primarily those persons whose arbitration agreements involve interstate
commerce. It appears from reading the commentary for the Revised Uniform Arbitration
Act that if this bill is changed to include a provision contrary to the holding in the Prima
Paint case2 the federal act may preempt the selection of this chapter by those persons
because the new provision would be considered to interfere with the pro-arbitration

stance of the federal act.

If you would like further information on this issue, please advise.

TLB:med
03-310.med

Enclosure

19U.S.C. sec. et seq.
2Prima Paint Corp. v. Flood & Conklin Mfg. Co.. 388 U.S. 35 (1967).



LEGAL SERVICES

DIVISION OF LEGAL AND RESEARCH SERVICES
LEGISLATIVE AFFAIRS AGENCY
(907) 465-3867 or 465-2450 STATE OF ALASKA
FAX (907) 465-2029
Mail Stop 3101

State Capitol
Juneau, Alaska 99801-1182
Deliveries to: 129 6th St., Rm. 329

MEMORANDUM March 11, 2003
SUBJECT Amendment to HE 83 relating to arbitration
(Work Order No. 23-LS0047\H. 1)
TO: Representative Les Gara
Attn: Ryan
FROM J Theresa L. Bannister

Legislative Counsel

This memo accompanies the amendment you requested for the bill described above.

Description of amendment. The amendment basically takes the pcrition of the dissent in
Prima Paint Corp. v. Flood & Conklin Mfg. Co., 388 U.S. 395 (1967). In that case, the
plaintiff filed a diversity suit in federal court to rescind an agreement for fraud in the
Inducement and to enjoin arbitration. The alleged fraud was in inducing assent to the
underlying agreement and not to the arbitration clause itself. The Supreme Court,
applying the Federal Arbitration Act (FAA) to the case, determined that the arbitration
clause was separable from the contract in which it was made. The broad arbitration
clause of 9 U.S.C. sec. 3 of the Federal Arbitration Act encompassed arbitration of a
claim alleging that the underlying contract was induced by fraud. The result was that
even though the contract was argued to have been fraudulently induced, the arbitration
provision was given effect. This amendment H.1, basically states that if the contract was
procured by fraud, the arbitration provision in the contract is unenforceable. The
amendment represents the basic position taken by the dissent in the case.

Federal preemption issue. The adoption in proposed sec. 09.43.330 of a different
position than that held in the Prima Paint case raises a preemption issue under the Federal
Arbitration Act. The commentary by the National Conference of Commissioners on
Uniform State Laws states, with regard to the provisions in the Revised Uniform
Arbitration Act that correspond to the provisions in sec. 09.43.330:

In light of a number of decisions by the United States Supreme Court
concerning the Federal Arbitration Act (FAA), any revision of the UAA
must take into account the doctrine of preemption. The rale of
preemption, whereby FAA standards and the emphatically pro-arbitration
perspective of the FAA control, applies in both the federal courts and the
state courts. To date, the preemption-related opinions of the Supreme
Court have centered in large part on the two key issues that arise at the
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front end of the arbitration process-enforcement of the agreement to
arbitrate and issues of substantive arbitrability. Prima Paint Corp. v. Flood
& Conklin Mfg. Co., 388 U.S. 35 (1967); Moses H. Cone Mem'l Hosp. v.
Mercury Constr. Corp., 460 U.S. 1 (1983); Southland Corp. v. Keating,
465 U.S. 2 (1984): Perry v. Thomas, 482 U.S. 483 (1987); Allied-Bruce
Terminix Cos. v. Dobson, 513 U.S. 265 (1995); Doctor's Assocs. V.
Cassarotto, 517 U.S. 681 (1996). That body of case law establishes that
state law of any ilk, including adaptations of the RUAA, mooting or
limiting contractual agreements to arbitrate must yield to the pro-
arbitration public policy voiced in sections 2, 3, and 4 ofthe FAA.

Therefore, at least to the extent that an arbitration agreement involves interstate
commerce, there appears to be a preemption issue with adopting the dissent's position in
the Prima Paint case.

If I may he of further assistance, please advise.

TLB:med
03-287 med

Enclosure
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AMENDMENT

OFFERED IN THE HOUSE BY REPRESENTATIVE GARA
TO: HB 83

Page 2, line 17, following "09.43.330(a)":
Insert “or ()"

Page 3, line 5, following "contract":
Insert ", and except as provided by (b) of this section"

Page 3, following line 5:

Insert a new subsection to read:
"(b) To the extent an agreement that contains an arbitration provision is

invalidated on the grounds that a party was induced into entering into the agreement
by fraud, the arbitration provision in the agreement is not enforceable, and the party is
not required to prove that the party was induced into entering into the arbitration

prevision by fraud."

Reletter the following subsections accordingly.

Page 3, lines 9 - 10:
Delete "and whether a contract containing a valid agreement to arbitrate is

enforceable"



HB 83 Revised Uniform Arbitration Act (23-LS0047\H)

Explanation of Legal Issue:

Drawing your attention to the bill, Page 3, Lines 2-14,
Sec. 09.43.330 Validity of agreement to arbitrate

A question was raised at our last meeting regarding (c), specifically, whether or not we
wanted to depart from the RUAA and remove the clause on Line 9, “whether a contract
containing a valid agreement to arbitrate is enforceable” (thereby giving this duty to the

arbitrator versus the court).

The inclusion of this language into Alaska Statutes would have the effect of adopting the
holding of the Prima Paint case, 388 U.S. 395 (1967). Prima Paint holds that the
arbitration clause in a contract is separable from the rest of the contract and that
allegations as to the validity of the contract in general, as opposed to the arbitration
clause in particular, are to be decided by the arbitrator. The result is that even if a
contract is argued to have been fraudulently induced, the arbitration provision can still be

given effect.

The contrary view, that if a contract was procured by fraud, the arbitration provision in
the contract is unenforceable, is explained in the memos written by Representative Gara
and Therese Bannister, Leg. Legal. The drafted amendment, if adopted, would adopt this

view.



inequity... 388 U.S. at400; 87 S.Ct. at 1804. The Court then ventured to determine
the scope of federal common law, and federal rules of equity, on this subject. It set
forth the following framework, which is important to the understanding of both Prima
Paint and later law.

The Court styled the “central question in this case” as follows: “whether a claim
of fraud in the inducement of the entire contract is to be resolved by the federal court, or
whether the matter is to be referred to the arbitrators.” 388 U.S. at 402; 87 S.Ct. at 1805.
The Court then crafted the following rule of construction. “If the claim is fraud in the
inducement of the arbitration clause itself - an issue which goes to the making of the
agreement to arbitrate - the federal court may proceed to adjudicate it.” 388 U.S. at 403-
404, 388 U.S. at 1806. When the Court states this is a “court” issue, it means to say the
plaintiff is permitted to bring its fraud case in court, rather than to an arbitrator.

On the other hand, Prima Paint does not “permit the federal court to consider
claims of fraud in the inducement of the contract generally.” Id. The Court created a
federal doctrine of “separability” to determine how much of a contract is to be
invalidated when fraud in the inducement occurs. 388 U.S. at 402; 87 S.Ct. at 1805. As
discussed above, this differs from Alaska’s common law rule of severability, which
provides that the whole contract is voidable unless it is “clear” the parties intended some
provision to remain even if the main provision induced by fraud is invalidated. Johnson.
953 P.2d at 497, discussed supra.

The majority opinion was harshly criticized in a dissenting opinion by Justice
Black, in which Justices Douglas and Stewart concurred. Justice Black was persuaded
by the Restatement and Alaska common law rules of contract enforceability discussed
above. He explained that the common law rendering fraudulently induced contracts
void was clear, and should be adopted as federal common law on the issue of

enforceability:
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“[Under the Act] an arbitration agreement is to be enforced by a federal
court unless the court, not the arbitrator, finds grounds ‘at law or in
equity’ for the revocation of any contract. Fraud, of course, is one of the
most common grounds ‘'at law or in equity’ for the revocation of any
contract. If the contract was procured by fraud, then ... there is absolutely
no contract, nothing to arbitrate.

388 U.S. at 412; 87 S.Ct. at 1810 (emphasis added). He criticized the majority opinion
as “fantastic”, and as allowing important legal questions such as fraud and “whether any
legal contract exists,” as opposed to simple contract disputes, to be sent to
“nonlawyer[]” arbitrators. 8388 U.S. at 407; 87 S.Ct. at 1808,

State courts are split on whether their arbitration acts, and their common law
governing the effect of fraud on contract enforceability, should follow the Prima Paint
rule or the Restatement rule. Those that do not follow Prima Paint adhere to Justice
Black’s dissenting view: that if an Arbitration Act incorporates the common law on
contract enforceability, it incorporates the common law rule that fraud renders a
contract voidable. E.g. City of Blaine v. John Coleman Haves & Associates. 818
S.W.2d 33, 38 (Tenn. App. 1991)(discussing Justice Black dissent); accord Monette v.
Tinsley. 975 P.2d 361, 366 (N.M. App. 1999)(fraud in the inducement of contract not
subject to arbitration); Shaffer v. Jeffery. 915 P.2d a910, 918 (Okla. 1996)(contract
voidable upon proof of “fraudulently induced” arbitration agreement, or “contract
containing that agreement”); In re Oakwood Mobile Homes. 987 S.W.2d 571, 573 (Tex.
1999)(court question if “fraud in the formation” claimed); Public Service Credit Union
v. Ernest, 988 F.2d 627, 629 (6th Cir. 1993)(under Michigan law, fraudulent inducement
into contract renders arbitration clause voidable).

Commentators have also criticized “the fiction that an arbitration clause within a
fraudulently induced contract is not infected by fraud.” E.g., K. Davis, The Arbitration
Claws: Unconscionabilitv in the Securities Industry, 78 Boston U. L. Rev. 255, 267
(1998). In this case, the arbitration clause was not only “infected by fraud,” but it was
inserted by McKinley to help it either get away with or limit its liability for its fraud.
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Today there is debate about whether Prima Paint has been overruled. M.

Donovan, A. Searles, 10 Loyola Consumer L. Rev. at 270-71.6

The criticism of Prima Paint is justified. That criticism sounds even louder given
Alaska law on contract enforceability, and its express incorporation into the Alaska
Arbitration Act. The general common law rule is that fraud renders a contract voidable.
While it may be that federal common law on this point was not clear at the time of
Prima Paint, and new law had to be written, Alaska common law is clear. Alaska also
has its own common law on separability. That rule requires that the arbitration clause in

this case be invalidated with the rest of the contract.

V. McKINLEY FRAUDULENTLY INDUCED SERRATO INTO BOTH THE
1997 CONTRACT. AND ITS ARBITRATION PROVISION

There is significant evidence that McKinley fraudulently induced Serrato into the
1997 employment agreement in this case. Those facts are discussed above. While
Serrato is confident he need only prove fraudulent inducement into the contract in this

case, ajury question is also presented under the stricter Prima Paint rule.

6. In First Options of Chicago. Inc. v. Kaplan. 514 U.S. 938, 115 S.Ct. 1920 (1995), the
Court cast its federal common law under Prima Paint into doubt. It held:

When deciding whether the parties agreed to arbitrate a certain matter
courts generally should apply ordinary state-law principles that govern the
formation of contracts. . , . Courts should not assume that the parties
agreed to arbitrate arbitrability unless there is ‘clear and unmistakable
evidence’ that they did so.
514 U.S, at U344 1155.Ct. at” 1924 (emphasis added). It has been noted by courts and commentators that “[tlhe
Court’s holdmg ‘sugzpe,sts that the related and antecedent issue of whether an a?reement to arhitrate is a contract of
adhesion, fraudulently induced, or otherwise revocable, is an issue for the court aswell ™ Berger v. Fitzgerald.

IPF, S%?& %3 SS.D. N.Y.) (citation omitted); see afro M. Donovan, A. Searles, 10Loyola ConsumerL.
Rev. at 2/0-71 Two other fedeeral courts in New York, which sees substantial litigation over arbitration clauses in

stock exchange securities cases, have voiced the same conclusion. Aviall, Inc. v. Ryder System. Inc.. 913F, Supp.
&L(SD.N.Y. 191/ ajfd 110F.3d 892 (21Cir. 1997); Mave v. Smith Barney. Inc.. 897F. Supp. 100

?32.%. N.Y(. 19%)
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LEXSEE 388 us 3B
PRIMA PAINT CORP. v. FLOOD & CONKLIN MFG. CO.
No. 343
SUPREME COURT OF THE UNITED STATES
388 US. 395; 87 S. (t. 1801; 18 L Ed. 2d 1270; 1967 U.S. LEXIS 2750
March 16,1967, Argued
June 12,1967, Decided

PRIOR HISTORY:
CERTIORARI TO THE UNITED STATES COURT OF APPEALS FOR THE SECC M' CIRCUIT,

DISPOSITION:
360 FR2d315, affirmed.

CASE SUMMARY

PROCEDURAL POSTURE: On a writ of certiorari to the United States Court of Appeals for the Second Circuit
petitioner corporation sought review of ajudgment that an arbitrator was to resolve a claim of fraud in the inducement
In regard to n consultlrE? agreement between petitioner and respondent company, that contained a broad arbitration
clause governed by the United States Arbitration Act of 1925 9USCS. §§ 1-14

OVERVIEW: The parties had entered into the agreement after the corporation purchased the assets of the company's
paint business. After the corporation failed to make the first payment due under the agreement the company Served
notice to aritrate. The corporation filed suit seeking rescission of the entire a?reement on the basis of fraud_alle?edly
conswtmq of the com;%any's misrepresentation that it was solvent and able to_perform_the agreement while it was
complete% insolvent, The company moved to stay the court action pending arbitration. The compan}/ contended that
whether there was fraud in the indicement of the consultmq agreement was a question for the arbitrators, The district
court granted the company's. motion with the court of appeals affirming. The Supreme Court affirmed, holding that (1)
because the aﬁreemen was tied to the interstate transfer of the assets it affected interstate commerce and was within the
coverage of the Act; (2’) the arbitration clause in the agreement was senarable from the rest of the agreement; and (g)
allegations as to the validity of the agreement in general, as opposed to the arbitration clause in particular, were to be

decided by the arbitrator.

OUTCQOME: The Court affirmed the court of appeals' decision that an arhitrator was to resolve the corporation's claim
of fraud in the inducement in regard to the agreement the corporation had entered into with the company.

CORE. TERMS: arbitration, commerce, inducement, arbitration agreement, arbitrator, consultm? agreement,
arbitration clause, substantive faw, Arbitration Act, interstate commerce, arbitrate, diversity, enforceable, admiralty,
legislative history, state law, paint, subcommittee, comPe,te, ground of fraud, federal faw, separable, customer.
maritime, entire contract, agreement to arbitrate, fraudulent, interstate, revocation, evidencing

LexisNcxis(TM) HEADNOTES - Core Concepts
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Civil Procedure > Alternative Dispute Resolution

[HN1] Section 20f the United States Arbitration Act of 19959 u.s.c.s. § § 1-14 provides that a written provision for
arbitration in any maritime transaction or a contract evidencing a transaction involving commerce shall be valid,
irrevocable, and énforceable, save upon such grounds as exist at law or in equity for the revocation of any contract,

Constitutional Law > Congressional Duties t£ Powers > Commerce Clause

[HNZ] The stay Horovisions of § 3ofthe United States Arbitration Act of 1995 (Act), 9 u.s.c.s..§ § 7-14 apply only to
he two kinds of contracts specified in § § 1and 2of the Act, namely those in admiralty or evidencing transactions in

“commerce.

stitutional Law > Congressional Duties & Powers > Commerce Clause

C
[HONn3} A consulting agreement inextricably tied to the interstate transfer and to the continuing operations of an interstate
manufacturing and wholesaling business evidences a transaction in interstate commerce.

Civil Procedure > Alternative Dispute Resolution

[HN4] Under §. 4 of the United States Arbitration Act of 195 (Act), 9 u.s.c.s. § § 7-14 with respect to a matter
withiri the urisdiction of the federal courts save for the existence of an arbitration clause, the federal court is Instructed
to order arbitration to proceed once it is satisfied that the makm(% of the agreement for arhitration or the failure to
compl¥, with an arbitration agreement is not in issue. Ao,cordmw, if the Claim is fraud in the inducement of the
arbitration clause itself - an issue which Poes to the "making" of the agreement to arbitrate - the, federal court may
proceed to adjludlcate it. But the statutory fanquage does not permit the federal court to consider claims of fraud in the
Inducemert of the contract generally. Inpassing”upon an apphcauqn ofg 3of the Act, for a stay while the ,Partles
arhitrate, a federal court may considér only issues relating to the making and performance of the agreément to arbitrate.

Civil Procedure > Alternative Dispute Resolution

[HN5] See § 4of the United States Arbitraticlm Actof 195 9us.cs. §§ 7-14

Constitutional Law > Congressional Duties & Powers > Commerce Clause

HNG) ConP[ess may prescribe how federal courts are to conduct themselves with respect to subject matter over which
ongress aml% has power to legislate. And it is clear beyond dispute that the United States Arbitration Act of 1925 9
us.Cs. 88 7-14 Is based upon and confined to the incontestable federal foundations of control over interstate

commerce and over admiralty.
SYLLABUS:

Respondent (F & C), a New Jersey corPoration which manufactured and sold paint and paint products to wholesale

customers in a number of States, entered into a contract with Retmoner (Prima), a,Mar?/land corporation, whereby F &
C a%reed to perform consulting and other services relating to the transfer of opérations from F & C to Prima and agreed
not 1o compete with Prima, for which Prima agreed to pay, over the six-year life of the contract, certain percentages of
receipts from sales. The contract, which stated that it “embodies, the entire understanding of the parties,” contained a
broad arbitration clause that “any controversy ... arising out of this a?reement, or the breach thereof, shall be settled by
arbitration in the City of New York in accordance with the rules ... of the American Arbitration Association.” Almost a
year later, after the” first payment had become due, Prima notified F & C that F & C had broken the consulting
agreement and an earlier a?reement mvolvqu,ana's Purchase of F & C's paint business. Prima's chief contention was
that F & C had fraudulently represented thaf it was solvent and able to perform its obligations whereas it was insolvent
and planned to file a bankruptcy petition shortl)é after executing the consulting agreement. F & C responded by serving
a notice of intention to arbitrate, WhereuPon rima filed thiS diversity actionin federal court for rescission of the
consulting agreeme,nt on the basis of the alleged fraudulent inducement and contemporaneously sought to enjoin F & C
from proceeding with arbitration. The United States Arbitration Act of 1925 provides, m? 2that & written ‘arbitration
provision "“in any . . . contract evidencing a transaction involving commerce .. . shall be valid, irrevocable, and
enforceable, save upon such grounds as exist at law or in equity for the revocation of any contract”; in § 3 that a
federal court in which suit is rought_uRon an Issue referable to arbitration by an arbitration agreement must stay the
court action pending arbitration once it has decided that the issue is arbitrable under the agreement; and, in § 4, that a
federal court whose assistance is invoked by a party seeking to compel another to arbitrate, 1f satisfied that an arbitration
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agreement has not been honored and that "the making of the agreement for arbitration or the failure to comeIg ENith the
arbitration agreement].is not in issue," shall order arbitration. The District Court Pranted amotion filed by to stay
the action pending arbitration, and the Court of Appeals dismissed Prima's appeal. Held:

.1 The contract clearly evidenced a transaction involving interstate commerce anJ came within the coverage of the
Arbitration Act. P. 401

~ 2 In passing upon an application for a stay of arbitration under § 3of the Act, a federal court may not consider a
claim of fraud in the inducement of the contrachgﬁnerally but “may consider only the issues relating to’the making and
performance of the agreement to arhitrate." Pp. 402-404

3 The Act prescribes the manner in which federal courts tire to treat questions relating to arbitration clauses in

contracts which involve interstate commerce or admiralty, "subject matter over which Congress BlamIE has power to
legislate." Hence, state rules allocating functions between court and arbitrator do not control. Pp.

4. Since the claim of fraud here relates to inducement of the cons_ultinq agreement generally, rather than in the
arbitration clause and there is no evidence that the parties intended to withhold this issue from arbitration, there is no
basis for granting a stay under § 3 Pp. 406407

COUNSEL: , . »
Robert P. Herzog argued the cause and filed briefs for petitioner.

Martin A. Coleman argued the cause for respondent. With him on the briefwas David N. Brainin.

Gerald Aksen argued the cause for the American Arbitration Association, as aniicus curiae. With him on the brief
were Whitney North Seymour, Sol N. Corbin, Osmond K. Fraenkel, William J. Isaacson and H. H. Nordlinger.

JUDGES: _
Warren, Black, Douglas, Clark, Harlan, Brennan, Stewart, White, Fortas

OPINIONBY:
FORTAS

OPINION:

[*390] [**1273] [*1802] MR. JUSTICE FORTAS delivered the opinion of the Court,

This case presents the question whether the federal court or an arbitrator is to resolve a claim of "fraud in [*397]
the inducement," under a contract 3overn,ed bY the United States Arbitration Act of 1925 nl where there is no evidence
that the contracting parties intended to withhold that issue from arbitration.

nl9u s C§§ 114

————————————————— End FOOINOLES.....ooveveeveveevesseensssnen

The question arises from the following set of facts. On October 7, 1964 respondent, Flood & Conklin
Manufacturing Compané, a New Jersey corporation, entered into what was styled a "Consultmg Aqreement," with
petitioner, Prima Paint Corporation, al,\/larga,nd corporation.  This agreement followed by less than three weeks the
execution of a contract pursuant to which Prima Paint purchased F & C's paint business.” The consulting agreement
provided that for a six-year Perlod F & C.was to furnish advice and consultation “in connection with the formulae
manufacturing operations, sales and servwln? of Prima Trade Sales accounts.” These services were to he performed
Bersonally b¥ F & C's chairman, Jerome K. Jelin, "except in the event of his [**1274] death or disability." F & C
ound itself Tor the duration of the contractual period to make no "Trade Sales" of paint or paint products in its existing
sales territory or to current customers. To the %1803 consultln% agreement were appended lists of F & C customers,
whose patronage was to be taken over by Prima Paint. In return for these lists, the covenant not to compete, and the
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services of Mr. Jelin, Prima Paint agreed to pay F & C certain percentages of its receipts from the listed customers and
from all others, such payments not o exceed $225000 over the life of the agreement, The a?reementtook into account
the possibility that Prima Paint might encounter financial_ difficulties, including bankrupicy, but no correspondm%
reference was made to possible financial problems which might be encountered by F & C. The aq_reement stated that |
"embodies the entire understanding of the parties [¥398] on tiie subject matter." Finally, the parties agreed to a broad

arbitration clause, which read in part;

"Any controversy or claim arising out of or relating to this Agreement, or the breach thereof, shall be settled by
arbifration in the City of New York, in accordance with the rules then obtaining of the American Arbitration

Assoclation

The first Payment by Prima Paint to F & C under the consultln% agreement was due on September 1 1965 None
was made on that date. ‘Seventeen days later, Prima Paint did pay the appropriate amount, but Into escrow. It notified
attorneys for F & C that in various enumerated respects their client had broken both the consulting a%reement and the
earlier ‘purchase agreement. Prima Paint's principal contention, so far as presently( relevant, was that F & C had
fraudulently represented that it was solvent and able to Perform its contractual ob |?at|ons, whereas it was in fact
insolvent and intended to file a petition under Chapter X 1.of the Bankruptcy Act, 225tal. 905,35U.5.C.§ 70] etseq.,
shortly after execution of the consulting agreement. Prima Paint noted that such a petition was filed by F & C on
Octobier 14 1964 one week after the conitract had been S|?ned. F & C's response, on October 25 was to serve a "notice
of intention to arbitrate." On November 12 three days before expiration of its time to answer this "notice," Prima Paint
filed suit in the United States District Court for the Southern District of New York, seeking rescission of the consultlng
agreement on the basis of the alleged fraudulent inducement. n2 The complaint asserted that the federal court ha

diversity jurisdiction.

n2 Although the letter to F & Cs attorneys had alleged breaches of both consulting and purchasing agreements, and
the fraudulent inducement of both, the complaint did not refer to the earlier purchase ag%reement, alleging only that
Prima Paint had been “fraudulently induced to accelerate the execution and closing date o the [consulting] agrement

herein, from October 21 1964 to October 7, 1964...

. .[¥399] Contemporaneously with the filing of its comglamt, Prima Paint petitioned the District Court for an order
enjomln(t; & C from proceeding with the arbitration. F & C cross-moved to stay the court action Pendlng arbitration. F
& C contended that the issue presented —whether there was fraud in the inducernent of the consulting agieement - was
a question for the arhitrators and not for the District Court. Cross-affidavits were filed on the merits. On behalf of
Prima Paint, the charges in the complaint were reiterated. Affiants for F & C attacked the sufficiency J***1275] of
Prima Paint's allegations of fraud, denied that mlsrePresen_tatlons had been made during negotiations, and asserted that
Prima Paint had relied exclusively upon delivery ot the lists, the promise not to compete, and the availability of Mr.
Jelin.  They contended that Prima Paint had avajled itself of these considerations for nearly a year without clajmln%
"fraud," nating that Prima Paint was in_no position to claim ignorance of the bankruptcy &roceequ&lgce it ha

participated therein in February of 1966 They added that F & C was revested with its assets in March of

H‘**HRlA] The District Court qrantedF&C‘s motion to stay the action [**1804] pendlnﬂ]arbnratmn, holding that a
charge of fraud in the inducement of a contract containing an arbitration clause as broad as this one was a question for
the arbitrators and not for the court. For this proposition 1t relied on rRobert Lawrence Co. V. Devonshire Fabrics, Inc.,
271 F.2d 402 (C. A. 2d Cir. 1959), Cert, granted, 362 u.s. 909, dismissed under Ride 60, 364 U.S. sOJ (196.(3. The
Court of Appeals for the Second Circuit dismissed Prima Paint's appeal. It held that the contract in question evidenced
a transaction involving interstate commerce; that under the controlling ropert, [*400] Lawrence, Co. decision a claim of
fraud in the inducement of the contract generally - as opposed to the arbitration clauise itself - is for the arbitrators and
not for the courts; and that this rule - one of "national substantive law" - governs even in the face of a contrary state

rule. n3We agree, albeit for somewhat different reasons, and we affirm the decision below.
Footnotes-
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n3 Whether a ’oa,rty seeking rescission 0f a contract on the ground of fraudulent inducement may in New York
obtain judicial resolution of his claim is not entirely clear. Compare Exercycle Corp. V. Maratta, 9 N. Y. 2d 329, 334,
174 N. E. 2d 463, 465 (1961), and Amerotron Corp. V. Maxwell Sliapiro Woolen Co., 3 App. Div. 2d 899, 162 N. V. S.

2d 214 (1957), affd, 4 N. Y. 2d 722, 148 N. E. 2d 319 (1958), With Fabrex Corp. V. Winard Sales Co., 23 Misc. 2d 26.
200 N . 5. 2d 278 (1960). In light of our disposition of this case, we need not decide the status of the issue under New

York law.

The key statutory provisions are § % 2 3 and 4 of the United States Arbitration Act of 1925 [HN1] Section 2
provides that a writtén provision for arbitration "in any maritime transaction or a contract evidencing a transaction
Involving commerce ... shall be valid, irrevocable, and énforceable, save upon such_?rounds as exist at [aw or in equity
for the révocation of any contract." nd Section 3requires a federal court in which suif'has been brought “upon any issue
referable to arbitration Under an agreement in writing for such arbitration" to stay the court action pending arbitration
once it s satisfied that the issue 1S arbitrable under the agreement. Section 4 provides a federal remedy”for a party
"aggr;eved by the alleged failure, neglect, or refusal of another to arbitrate under a written agreement for arbitration,

anddirects the federalcourt to order arbitration once it is satisfied that an agreement for arbitration has been made and

has not been honored. n5

nd The meaning of "maritime transaction" and "commerce" is set forth in § 1of the Act,
n5 See, infra, at 403-404

[***HR2] [g**HR(BA] In Bernhardt V. Polygraphic Co., 350 U.S. 198 (1956), this Court held that [HN2§ the sta
provisions of 3Q|nvoked here by re,sponde,ntf&c, apply only to the two kinds of contracts specified in § § 1and
of the Act, [**1276] namely those in admiralty or evidericing transactions in "commerce.” Our first question, then, is
whether the consulting agreement hetween F & C and Prima Paint is such a contract. We agree with the Court of
APgeaIs that it is. Prima Paint acquired a New Jersey paint business serving at least I/5wholesale clients in a number
of States, and secured F & C's assistance in arranging the transfer of manufacturing and selling operations from New
Jersey to Maryland. n6 [HN3] The consulting agreement [**1805] was inextricably tied to thiS interstate transfer and
to the contlnum% operations of an interstate manufacturing and_wholesaling business. There could not be a clearer case
ofa contract evidencing a transaction in interstate commerce. n7

n6 This conclusion is amply supported by an affidavit submitted to the District Court by Prima Paint's own
president, which read in part:

"The agreement entered into between the parties on October 7, 194 conte_mPIated and intended an orderly transfer of
the assets of the defendant to the plaintiff, and further contemplated and intended that the defendant would consult,
advise, assist and help the plaintiff so as to insure a smooth transition of manufacturing oReratlons to Maryland from
New Jersey, together with the sales and servicing of customer accounts and the retention of the said customers.”

The affidavit's references to a "transfer of the assets" cannot fairly be read to mean only "expertise and know-how . . .
and a covenant not to compete," as argued by counsel for petitioner.

[***HR3B]
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nl It is suggested in dissent that, despite the absence of any _Iangua?e in the statute so indicating, we should
construe it to apply only to "contracts between merchants for the interstate shipment of goods." Not on,gv have we
neither the desire nor the warrant so to amend the statute, but we find persuasive and duthoritative evidence of a
,contrar}/ legislative intent. See, e. g., the House Report on this legislation which proclaims that "the control over
interstate commerce [one of the bases for the legislation] reaches not only the actual phﬁlcal interstate shipment of
?oods but also contracts relating to interstate commerce.” H. R. Rep, No. 9, 68h Cong., 1st Sess,, 1(1924), We note,
00, that were the dissent's curious narrowing of the statute correct, there would have been no necessity for Congress to
have amended the statute to exclude certain inds of employment contracts, See § 1 In any event, the anomaly urged
upon us in dissent is manifested by the present case. It would be remarkable to say that a contract for the purchase of a
smg]le can of paint may evidence a transaction, in interstate commerce, but that an"agreement reIatmgSto the facilitation
of the purchase of an entire interstate paint business and its re-establishment and operation in another State is not.

[*402] Hav,ln? determined that the contract in gu,estmnjs within the coverage of the Arbitration Act, we tum to
the central ssue in this case: whether a claim of fraud in the inducement of the enitire contract is to be resolved by the
federal court, or whether the matter is to be referred to the arbitrators. The courts of appeals have differed in their
a?proach to this question. The view of the Court of Appeals for the Second Circuit, as expressed in this case and in
others, n8 IS that —except where the parties otherwise intend —arbitration clauses as a matter of federal law are
"separable” from the contracts in which they arc embedded, and that where no claim is made that fraud was directed to
the arhitration clause itself, a broad arbitration clause will be held to encompass [**1277] arbitration of the claim that
the contract itself was induced by fraud. n9 The Court of Appeals for the First [*403] Circuit, on the other hand, has
taken the view that the question of “severability" is one of state law, and that where a State regards such a clause as
inseparable a claim of fraud in the inducement must be decided by the court. Lummus Co. V. Commonwealth Qil Ref.
Co., 250 F.2d 915, 923-924 (C. A 1stCir.), cert, denied, 364 u.s. 911 (1960). N0

....................................... FOOINOLES.........oooovvveeevvereereneeeessesssssssns

n8 In addition to Robert Lawrence Co., supra, SE€ In re Kinoshita & Co., 287 F.2d 951 (C. A, 2d Cir. 1961). With
respect to claims other than fraud in the inducement, the court has followed a similar process of analysis. See, e. g.,
Metro Industrial Painting Corp. V. Terminal Constr. Co. 287 F.2d 382 (C. A. 2d Cir. 1961) (cispute over
Rerformance); El Hoss Engineer. A Transport Co. V, American Ind. Oil Co,, 289 F.2d 346 (C. A. 2d Cir. 1961) (Where,
owever, the court found an intent not to submit the issue in question to arbitration).

n9 The Court of Appeals has been careful to honor evidence that the parties intended to withhold such issues from
the arbitrators and to reserve them for judicial resolution. See E1Hoss Engineer. & Transport Co, V. American Ind. Qil
co., supra. We note that categories of contracts otherwise within the Ar%ltratlon Act but in which one of the parties
characteristically has little bargaining power are expressly excluded from the reach of the Act. Sec § 1

nlO These cases and others are discussed in a recent Note, Commercial Arbitration in Federal Courts, 20 vand. L.
Rev. 607, 622-625 (1967).

E***HRA] [***HRSA(] With [**1806] respect.to cases brought in federal court involving maritime contracts or
those ewdenung transactions in "Commerce," we think that Congress has provided an explicit answer, That answer is
to be found in 8 4 of the Act, which provides a remedy to a party seeking to compel compliance with an arbitration
a?reement. [HN4] Under § 4, with respect to a matter within the jurisdiction of the federal courts save for the existence
of an arbitration clause, the federal court is instructed to order arbitration to proceed once it is satisfied that "the makm?
of the agreement for arbitration or the failure to comply ,‘wn,h the arbitration agreement] is not in_issue." ni

Accordingly, if the claim is fraud in the. inducement of the arbitration clause itself - an issue which [*404] goes to the
"makln%" of the agreement to arbitrate - the feceral court may proceed to ad{udlcate it. nl2 But the statutory lanquage
does nat permit the federal court to consider claims of fraud in the inducement of the contract generally. Section 4 does
w" expressly relate to situations like the present in which a stay is sought of a federal action in order that arbitration
may proceed. But it is inconceivable that Congress intended the rule to differ dependln% upon which party to the
sirle** nr /eement first invokes the assistance of a federal court. We hold, therefore, that in passing upon a § 3
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application for a stay while the parties arbitrate, a federal court may consider only issues refating to the makin(I; and
erformance of the agreement to arbitrate. In so concludmg?, we not anly honor the plain meaning of the statute but also
he unmistakably cledr congressional purpose that the arbitration procedure, when selected by the parties to a contract,

be speedy and not subject t0 delay and obstruction in the courts.

—————————————————— Footnotes e

nl 1[HN5] Section 4reads in part: "The court shall hear the parties, and upon being satisfied that the maka of the
agreement for arbitration or die failure to comply therewith is not in issue, the court shall make an order directing the
parties to proceed to arbitration in accordance with the terms of the agreement. ... If the makln% of the arbitration
agreement or the failure, neglect, or refusal to perform the same be in ssue, the court shall proceed summarily to the

trial thereof."

[***HR5B]

nl2 This _Posmon Is consistent both with the decision in moseley v. Electronic Facilities, 374 U.S. 167, 171, 172
(1963), and with the statutory scheme. As the "saving clause” in § Zindicates, the purpose.of Congress in 1925 was t0
make arbitration agreements'as enforceable as other Contracts, but not more so. To immunize an arbitration a%reement
from judicial challénge on the ground of fraud in the inducement would be to elevate it over other forms of contract —a

situation inconsistent with the "saving clause."

—————————————— — ENd FOOINOLES......oooooeereseeresers coeenen

*+*HR6] [***HR7] There [**+1278] remains the question whether such a rule is constitutionally 'oerm|53|ble. The
point is made that, whatever the nature of the contract involved here, this case is in federal court so e(ly bY reason of
diversity of citizenship, and that since the decision in Erie R. Co. V. Tompkins, 304 U.S. 64 (1938), federal courts are
bound in dlver5|t¥ cases to follow state rules of decision in matters WhICR are "substantive” rather than “procedural,”
[*405] or where the matter is "outcome determinative." Guaranty Trust Co. V. York, 326 U.S. 99 (1945), The question
In this case, however, is not whether Congress may fashion federal substantive rules to govern questions arising in
simple diversity cases. See Bernhardt V. Polygraphic Co., supra, at 202, and concurring opinion, at 208 Rather, the
question is whéther [HN6] Congress may prescribe how federal courts are to conduct themselves with respect to subject
matter over which ongress plainly has power to legislate. The answer to that can only be in the affirmative. And it is
clear beyond dispute that the federal arbitration statute [*+1807] is based upon and confined to the incontestahle
federal foundations of "control over interstate commerce and over admiralty." H. R. Rep. No. 96, 68th Cong., 1t Scss,,
| (1924); S. Rep. No. 536 68th Cong., 1st Sess., 3(1924). nl3

n131t is true that the Arbitration Act was passed 13years before this Court's decision in Erie R. Co. V. Tompkins,
supra, Drought to an end the regime of swift V. Tyson, 16 Pet. 1 (1842), and that at the time of enactment Congress had
reason to believe that it still had power to create federal rules to govern questions of "general law" arising in simple
diversity cases —at least, absent any state statute to the contrary. If Congress relied at all on this "oft-Challenged
Power, Se Erje R. Co, 304 US. at 69, it Was only supplementary to the admiralty and commerce powers, which
ormed the ernapal bases of the legislation.. Indeed, Congressman Graham, the bill's sponsor in the House, told his
colleagues that it "only affects contracts relating to interstate subjects and contracts in admiralty." 65 Cong. Rec. 198l
(1924). The Senate Report on this legislation similarly indicated that the hil "grelates to maritime transactions and to
contracts in interstate and foreign commerce.'1S. Rep. No. 53g 68t Cong., 1st Sess., A)

Non-congressional sponsors of the legislation agreed. As Mr. Charles L. Bernheimer, chairman of the Arbitration
Committee of'the New York Chamber of Commerce, told the Senate subcommittee, the proposed legislation “follows
the lines of the New York arhitration law, applying it to the fields wherein there is Federal *urlsdlctmn. These fields are
in admiralty and in foreign and interstate commerce." Hearing on S. 4213and S, 4214, before the Subcommittee of the
Senate Committee on the Judiciary, 67th Cong,, 4th Sess., 2 (1923). In the éom,t House and Senate hearings, Mr.
Bernheimer answered "Yes; entirely," to the statement of the chairman, Senator terlmq, that "What you have in mind is
that this proRosed legislation relatés to contracts arlsm% In interstate commerce." Joint Hearings o' S. 1006.and H. R.
646 hefore the Subcommittees of the Committees on the Judiciary, 68th Cong,, 1st Sess., 7 (1924). Mr. Julius Henry
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Cohen, draftsman for the American Bar Association of the proposed bill, said the sponsor’s goals were: "First, .. to get
a State statute, and then to get a Federal law to cover interstate andforeign commerce and admiralty, and, third, to get
a treaty with foreign countries.” Joint Hearings, supra, at 16(emphasis addedg. See also Joint Hearings, supra, at 27~

(staternent of Mr.”Alexander Rose). Mr. Cohen did submit a brief to the Subcommittee urging a jurisdictional base
broader than the commerce and admiralty powers, Joint Hearings, supra, at 37-33 but there iS n0 indication in the
statute or in the legislative history that this invitation to go beyond those powers was accepted, and his own testimony

took a much narrower tack.

- EndFootnotes-------- ------
[*406]

***HR1B] In the present case no claim has been advanced by Prima Paint that F & C fraudulently induced it

**1279] “to enter into the afqreem_ent to arbitrate “any controversy or claim arising out of or relating to this

greement, or the breach thereof." This contractual language is easily broad enough to encompass Prima Paint’s ¢laim
that both execution and acceleration of the consulting agreement itself were procured by fraud. Indeed, no claim is
made that Prima Paint ever intended that “legal” issues relating to the contract be excluded from arbitration, or that it
was not entlreIY free so to contract. Federal courts are bound to apply rules enacted by Congress with resRect to matters
—here, a contract involving commerce - over which it has legislative power. The question which Prima Paint
requested the District Court {0 adjudicate preliminarily to allowing, arbitration to proceed is one /[’*407] not intended by
Congress to delay the granting ofa § 3stay. Accordingly, the deCision below dismissing Prima Paint's appeal is

Affirmed.

MR. JUSTICE HARLAN: In joining the Court's opinion | desire to note that | would also affirm the judgment
below on the basis of Robert Lawrence Co. V. Devonshire Fabrics, Inc., 271 F.2d 402 (C. A. 2d Cir. 1959), Cert,
granted, 362 u.s. 909, [**1808] dismissed under rule 60. 364 U.S. SO1 (1960).

DISSENTBY:
BLACK

DISSENT:

MR. JUSTICE BLACK, with whom MR. JUSTICE DOUGLAS and MR. JUSTICE STEWART join, dissenting.

The Court here holds that the United States Arbitration Act, o u. s, c. 8§ 7-14 as a matter of federal substantive
law, compels a party to a contract containing a written arbitration provision to carry out his “arbitration agreement" even
though a court might, after a fair trial, hold"the entire contract — mcludlnq the arbitration agreement - void because of
fraud in the inducément. The Court holds, what is to me fantastic, that thelegal issue of a contract's voidness because of
fraud is to be decided by persons designated to arbitrate factual controversies ans,mgi out of a valid contract between the
Parnes. And the arbitrators, who the Court holds are to adjudicate the legal validity of the contract need not even be
awy(ers, and in all probability will be nonlawyers, wholly unqualified to"decide legal issues, and even if qualified to
appP/,the law, not bound to do so. | am by no'means sure. that thus forcing a person to forgo his opportunity to, try his
legal issues in the courts where, unlike the situation in arbitration, he may have ajury trial and right to appeal, is, not a
denial of due process of law. | am satisfied, however, that Congress did not imipose any such procedures in the
Arbitration Act. And | am fully satisfied that a [*408] reasonable and fair reading of that Act's language and history
shows that both Congress and the framers_of the Act Were at great pains to emphasize that nonlawyers designated to
adjust and arbitrate factual controversies arising out of valid conitracts would not trespass upon the courts' prerogative to

decide the legal question of whether any legal contract exists upon which to base an arbitration.

The agreement involved here is a consulting agreement in which [*%+1280] Flood & Conklin agreed to perform
certain services for and not to compete with Prima Paint. The agreement contained an arbitration clause providing that
"any controversy or claim arlsmq out of or relatmq to this Agréement. , . shall be settled by arbitration in the City of
New York." F & C, contending that Prima had failed to, make a payment under the contract, sent Prima a “Notice of
Intention to Arbitrate™ pursuant'to the New York Arbitration Act. nl “Invoking diversity jurisdiction, Prima brought this
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action in federal district court to rescind the entire consulting agreement on the ground of fraud. The fraud allegedly
consisted of F & C's misrepresentation at the time the contract was made, that it was solvent and able to perform the
agreement, while in fact it was completely insolvent. Prima alleged that it would not have made any contract at all with
F°& C but for this misrepresentation. Prima simply contended that there was never a meeting of minds between_the
Pames. F & C moved to stay Prima’s lawsuit for rescission pending arbitration of the fraud issue raised by Prima. The
OWer courts, relyln% on the {*409] Second Circuit's decision in Robert Lawrence Co. V. Devonshire Fabrics, Inc., 271
F.2d 402, Cert, granted, 362 U.s. 909, dismissed, 364 u.s. so1, held that, as a matter of “national substantive law," the
arbitration clause in the contract is “separable” from the rest of the contract and that allegations that go to, the validity of
the contract in general, as opposed to the arhitration clause in particular, are to be decided by thé arbitrator, not"the

court.

—————————————————— FOOINOLES....vvvrrsessevevverenssessssssesnen

nl N. Y. Civ. Prac. § 7508 (1963) provides that once a party is served with a notice of intention to arbitrate
"unless the par%served %Pplles to stay the arbitration within ten days after such service he shall thereafter be precluded
from objecting that a valid agreement was not made...."

. The Court today affirms this holdln%for three reasons, none of which is supported k**l809(] by the language or
history of the Arhitration Act, First, the Court holds that because the consulting agreement was intended to supplement
a separate contract for the interstate transfer of assets, it is itself a "contract evidencing a transaction. involving
commerce,” the lan u_aﬁe_ used by Congress to describe contracts the Act was designed to cover. But in light of the
IE?IS|a'[IV6 history which indicates that the Act was to have a limited application to contracts between merchants for the
Interstate shipment of goods, n2 and in light of the eeress failure of Congress to use Igdr]guazgae [*410] making the Act
applicable to all contracts which “affect commerce," the statutory Ianguaqe_Congress 1281] normally uses when it
wishes to exercise its full powers over commerce, n3 | am not at all"certain that the Act was intended to apply to this
consulting agreement, Second, the Court holds that the language of § 4 of the Act provides an "explicit answer" to the
question of whether the arbitration clause is “separable” from the rest of the contract in which it is contained. Section 4
merely provides that the court must order arbitration if it is “satisfied that the making of the agreement for arbitration ..
.15 not In jssue." That Ianﬁ;uage., considered alone, far from providing an “explicit answer,” mereIY poses the further
question of what kind of allegations put the making of the arbitration agreement in issue. Since both the lower courts
assumed that but for the federal Act, New York law might apply and thiat under New York law a general allegation of
fraud in the inducement puts into issue the making of the agreement to arbitrate (considered inseparable [*411] under
New York law from the rest of the contract), nd the [*1810] Court necessarily holds that federal law determines
whether certain allegations put the makmgz of the arbitration agreement in issue. And the Court approves the Second
Circuit's fas_hlonm? of a federal separability rule which overrides state law to the contrary. The Court thus holds that
the Arbitration Act, designed to TJoroylde mierely a procedural remedy which would not iriterfere with state Substantive
law, authorizes federal courts to fashion a federal rule to make arbitration clauses "separable” and valid. And the Court
approves a rule which is not only contrary to state law, but contrary to the intention of the parties and to accepted
principles of contract law - a rulé which indeed elevates arbitration provisions above all other contractual provisions.
As the Court recognizes, that result was clearly not intended by Congress. Finally, the Court summarily disposes of the
problem rmsedﬁty Erie R. Co. V. Tompkins, 304 U.S. 64, recognized as a serious constitutional problem in Bernhardt V.
Polygrapliic [**1282] co. 350 u.s. 198, by insufficiently Supported assertions that it is "clear be}/ond dispute” that
Congress based the Arbitration Act on its power to requlate commerce and that "if Congress relied at all on™ its power

to create federal law for diversity cases, such reliance "was only supplementary.”

n2 The principal support for the Act came from trade associations dealing in groceries and other perishables and
from commercial and mercantile Proups in the major tradln,? centers. 50 A. B. A. Rep. 357 (1925). Practically all who
testified in support of the, bil_before the Senate subcommittee in 1923 explained that the bill was designed” to cover
contracts between people in different States who produced, shipped, bought, or sold commodities. Hearing on S. 4213
and S, 4214 before the Subcommittee of the Senate Commitiee on the Judmarr, 67th Cong,, 4th Sess., 37,9 10
(1923). The same views were expressed in ‘he 1924 hearings. When Senator Sterling suggested, “"What you have in



Page 10
388 U.S. 3%, *; 87 S. 1. 1801,**;
18L. Ed. 2d 1270, ***; 1967 U.S. LEXIS 2750

mind is that this proposed legislation relates to contracts arising in interstate commerce,” Mr. Bernheimer, a chief
exponent of the bill, replied: "Yes; entirely. The farmer who will sell his carload 06f4gotatoes, from Wyomln?, t0 a
dealer in the State of New Jersey, for instance." Joint Hearings on S, 1005and H. R. 646 before the Subcommitfees of
the Committees on the Judiciary, 68th Cong., 1st Sess., 7. Seé also ia., at 27.

n3 In some Acts Congress uses broad language and defines commerce to include even that which “affects"
commerce. Federal Enéployers' Liahility Act, 3 Stat." 65, § 1 asamended, 45 u. s. c. § 51; National Labor Relations
Act, 49 Stat. 450, § 2 as amended, 29 u. s. c. § 152 (/). In other instances Congress has chosen more restrictive
language. Fair Labor Standards Act of 1938 52 Stat. §.6 asamended, 2 u. s. ¢. § 206. Prior to this case, this
Colrt Tas always made careful inquiry to assure itself that it Is applying a statute with the coverage that Congress
Intended, so that the meamn? in that statute Of "commerce" will be neithér expanded nor contracted.” The Arbitration
Act is an example of carefully limited language. It covers only those contracts “involving commerce,” and nowhere is
there a suggestion that it is meant to extend to contracts "affec m(% commerce." The Act not onlr uses narrow language,
but also is Completely without any declaration of some national interest to be served or some nationwide comprehensive
scheme of requlatiori to be creatéd, and this ahsence suggests that Congress did not intend to exert its full power over

commerce.

n4AIthouPh F & c requested arbitration pursuant to New York law, n. 1 supra, it is not entirely clear that New
York law would aéaply in absence of the federal Act, And, as the Court points out, it I1s not entirely clear whether New
York courts would consider Prima's promise to arbitrate inseparable from the rest of the contract. But, since Robert
Lawrence Neld and the lower courts here assumed that application of New York law would produce a different result,
and since the Court deems the status of state law immaterial to this case, | have assumed throughout this opinion that, in
the absence of the Arbitration Act, Prima would have been able to obtainjudicial resolution of its fraud allegations

under New York law.

[*4i2] n.

Let us look bneflr at the language of the Arbitration Act itself as Congress passed it. Section 2] the key provision
of the Act, provides that "[a] written provision in ... a contract . . . [nvolvm% commerce to settle by arbitration a
controversy thereafter arising out of such contract . . . shall be valid, irrevocable, and enforceable, save, upon such
grounds as exist at law or in equity for the revocation ofany contract.” (EmphaSIS added) Section 3prOVIdes,that "if
any suit ... be brought. . . upon any issue referable to arbitration Under an agreement in"writing for such arbitration,
the court . . . ui)on being satisfied that the issue involved in such suit. .. is referable to arbitration under such_an

agreement, Shall . . . stay the trial of the action until such arhitration has been had . .. ." n5 (Emphasis added.) The
lanquage_of these sections could not, | think, raise doubts about their meanin excePt to someone anxious to find
doupts, They simply mean this: an arbitration agreement is to be enforced by a Tederal court unless, the court, not the
arbitrator, finds grounds "at law or in equity forthe revocation of any contract." Fraud, of course, is one of the most
common %rounds,for revoking a contract. If the contract was procured by fraud, then, unless the defraued party elect
to affirm 1t, there is absolutelY no contract, nothing to be arbitrated. Sections 2and 3of the Act assume the existence of

a valid contract.. They merely provide for enforcement where such a valid contract F*41§>]fexistrs]. _The?e prgvis{ohns
orced from having to submit his

were plainly designedto protect a person against whom arbitration is sought to be en _
legal Issues as to validity of the contract to"the aibitrator. The legislative istory of the Act makes this Clear. Senator
alsh of Montana, in hearings on the bill in 1923 observed, "The court has F}Ot to hear and determine [**181%]
whether there is an agreement of arbitration, undoubtedI}/, and it is open to all defenses, equitable and legal, that woul
have existed at law .~ .." n6 Mr. Piatt, who rePresented he American Bar Association which drafted and supported the
Act, was even more explicit: "I think this will operate somethmP like an injunction process, except where he would
attack it on the ground of fraud." n7 And then Senator Walsh replied; "If he should attack it on the ground of fraud, to
rescind the whole thing.... | presume that it merely [is] a question of whether he did make the arbitration agreement or
nat, . . . and then he would possibly set up that hé was misled about the contract and entered ‘***128,3? into it by
mistake .. , U8 It is evident that Senator Walsh was referrlng to situations in which the validity of the entire contract is
called into question. And Mr. Bernheimer, who represented one of the chambers of commérce in favor of the hill,
assured the Senate subcommittee that “the constitutional right tojury trial is adequately safeguarded” by the Act. 9 Mr.
Cohen, the American Bar Association's draftsman of the bill, assured the members o Conqress that the Act would not
impair the right to a JurY trial, because it deprives a person of that right only when he has voluntarily and validly waived
it Dy agreeing to submit certain [*414] disputes to arbitration. nlO The court and ajury are to detérmine both the legal
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existence and, scope of such an agreement. The members of Congress revealed an acute awareness of this problem. On
several occasions they expressed opposition to a law which would enforce even a valid arbitration provision contained
in a contract between parties of unequal bargamlng, Pov,ver. Senator Walsh cited insurance, employment, construction,
and shipping contracts as routmely containing arbitration clauses and being offered on a take-it-or-leave-it basis to
captive customers or employees, nf'1He noted that such contracts “arc really not voluntarlly(w_[r/c] things at all" because
"there is nothing for the man to do except to sign it; and then he surrenders his right to have his case tried b% the court..
.. N2 He was emphatically assured by the suH)Qrte,rs of the bill that it was not their intention to cover such cases. The
significant thing is that Senator Walsh was no h,mkmtq in terms of the arbitration provisions being "separable” parts of
such contracts, parts which should be enforced without regard to why the entire contracts in whichi they were contained
were agreed to. The issue for him was not whether an arbitration provision in a contract was made; but why,_in the
context of the entire contract and the circumstances [‘*41_5] of the parties, the entire contract was made. ~ That is
precisely the issue that a general allegation of fraud in the inducement raises; Prima contended that it would not have
executed any contract, including the arbitration clause, if it were not for the fraudulent representations of F & C.
Prima's agreement to an arbitration clause in a_contract obtained by fraud was no more_“voluntary" than an [*1812]
insured's or employee's agreement to an arbitration clause in a contract obtained by superior bargaining power.

n5 This section, unlike § 4, is expressly applicable to situations like the present one where a defendant in a case
already pendm? in federal_court moves for a s aly of the lawsuit. In finding an "explicit answer" in a provision "not
expressly” applicable, the Court almost completely ignores the language of 8 3and the proviso to § 2 a'section which
Bernhardt held to "define the field in which Congress was legislating.”350 U, at 201.

N6 Senate Hearing, supra, at 5
nl hid.
ng Ibid.

n9 Senate Hearing, supra, at 2

nlO "The one constitutional provision we have gz,ot is that you have a right of trial byjury. But you can waive that.
And You can do that in advance. Ah, but the aues jon whether you waive it or not depends on whether that is your
signature to the paper, or whether you authorized that s%nature or whether the pag)er is a valid paper or not, whether it

was delivered pro er7fy. So there’is a question there which you have not waived the right of trial by jury on." Joint
Hearings, supra, at 17,

It setemts quite clear to me that Mr. Cohen was referring toajury trial of allegations challenging the validity of the entire
contract,
n11 Senate Hearing, supra, at 9-11 See also Joint Hearings, supra, at 15

n 12 Senate Hearing, supra, at 9

_ Flnallﬁ, it is clear to me from the bill's sponsors' understandlng, of the function of arbitration that they never
intended that the issue of fraud in the inducement be resolved by arpitration. They. recognized two special values of
arbitration: (1) the expertise of an  [**1284arbitrator to decide factual questions ‘In regard to the day-to-day
performance of contractual obligations, nl3 and (2) the speed with which arbitration, as contrasted  to litigation, Could
resolve disputes over performance of contracts and thus mitigate the dama?_es and allow the parties to Continue
performance under the contracts. nl4 Arbitration serves neither of these functions where a contract is sought to be
rescinded on the ground of fraud. On the one hand, courts have far more expertise in resolving legal issues which go to
the validity of a contract than [*416] do arbitrators. nl5 On the other hand, whereaﬁarty seeks to rescind a coritract
and his allegation of fraud in the inducement is true, an arbitrator's speedy remedy of this wrong should never result in
resumption of performance under the contract. And if the contract weré not Procured br fraud, the court, under the
summary trial procedures provided by the Act, max determine with little delay that arbitration must proceed. The only
advantage of submitting the issue of fraud to arbitration is for the arbitrators. Their compensation corresponds to the
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volume of arbitration they perform. If they determine that a contract is void because of fraud, there is nothing further
for them to arbitrate. | think it raises serious questions of due process to submit to an arbitrator an issue which will

determine his compensation. Turney v. Ohio, 273 U.S. 510,

13 "Not all questions arising out of contracts ought to be arbitrated. It is a remedy peculiarly suited to the
disposition of the ordinary disputes between merchants as to questions of fact — quantity, ‘quality, time of delivery,
compliance with terms of Payment excuses for non-performance, and the like. It has a plce also in the determination
of the simpler guestions ot ldw —the questions of law which_arise out of these daily relations between merchants as to
the passa%e of title, the existence of warranties, or the questions of law which are comEIementary to the questions of
fact which we have just mentioned." Cohen & Dayton, The New Federal Arbitration Law, 12 Va. L. Rev. 265, 281

(1926).
nl4 See, e. ., Senate Hearing, supra, at 3

nl5 "It [arbitration] is not a Proper remedy for . . . cw,estio,ns with which the arbitrators have no particular
experience and which are better left to the determination of skilled judges with a background of legal experience and
established systems of law." Cohen & Dayton, supra, at 281

------------------ End FOOINOLES— +.ovvveeevvveeeesnsssneenns

m

With such statutory Iangua%e and legislative history, one can well wonder what is the basis for the Court's
surprising departure from the Act's clear statement which expressly excepts from arbitration "such grounds,as exist at
law or in"equity for the revocation of any contract.” Credit for the"creation of a rationalization to justify this statutory
mutilation apparently must go to the Second Circuits opinion in Robert Lawrence Co. V. Devonshire Fabrics, Inc.,
supra. [n that decision Jud?e_ Medina undertogk to resolve the serious constitutional problem which this Court had
avoided in Bernhardt by holding the Act inapplicable to a diversity case involving an intrastate contract. That problem
was whether the Arbitration [*417] Act, passed 13years prior to Erie R. Co. V. Tompkins, 304 US. 64, could be
constitutionally applied in a diversity case even though its application would require the federal court to enforce an
agreement to arbitrate which the state court across the street would not enforce. sernhardt's holding that arbitration

1285]  is "outcome determinative," 350 Us., at 203, [**1813L and its recognition that there would be
unconstitutional discrimination if an arbitration agreement were enforceable in federal court but not in the state court,
id., at 204, posed a choice of two alternatives for Judge Medina. If he held that the Arbitration Act rested solely on
Congress' power, widely recodgmzed in 1925 but negated in Erie, to prescribe general federal law applicable in diversity
cases, he would be compelled to hold the Act unconstitutional as applied to diversity cases under erie and Bernharat.
nl6 It he held that the Act rested on Congress' power to enact substantive law governing interstate commerce, then the
Erie-Bernhardt problem would be avoided and the application of the Act to diversity cases involving commerce could

be saved.

nl6 Mr. Justice Frankfurter chose this alternative in his concurring opinion in Bernhardt, 350 U.S., at 208, and
even the Court there suggested that its pre-Erie UeciSion in shanferokc Coal & Supply Corp. V. Westchester Service
Corp., 293 U.S. 449, Which applied the Act to an interstate contract in a diversity case, might be decided differently
under the Bernhardt holding that arbitration is outcome-determinative, 350 u s., at202.

e End FOOtNOtES— oo,

The difficulty in choosing between these two alternatives was that neither, quite contrary to the Court's position,
was "“clear beyond dispute” upon reference to the Act’s |egislative history. nI7 As to the first; it is clear that Congress
intended the Act to be apFllcable in diversity cases involving interstate commerce and maritime [*418] contracts, n18
and to hold the Act inapplicahle in diversity cases would be Severely to limit its impact, As to the second alternative, it
is clear that Congress in' passing the Act relied primarily on its power to create general federal rules to govern federal
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courts. Over and over again the drafters of the Act assured Congress: “The statute establishes a procedure in the Federal
courts ... It rests upon the constitutional provision b% which"Congress is authorized to establish and control inferior
Federal courts. So far as congressional acts relate to the procedure in the Federal courts, they are clearly within the
congressional power." nl9 And again: "The prlmar¥ purpose of the statute [**1286] is to'make cnforcible in the
Federal courts such. agreements for arbitration, and for this purpose Congress rests solely upon. its power to prescribe
[*419] thejurisdiction and [**1814] duties of the Federal courts." n20 One cannot read the legislative, history without
concluding that this power, and not Gongress' power to I_eqlslate in the area of commerce, was the "principal basis" of
the Act. 2L Also opposed to the view” that Congress intended to create substantive law to govern commerce and
maritime_transactions are the frg%uent statements n_the legislative history that the Act was not intended to be “the

source of ... substantive law." n22 As Congressman Graham explained the Act to the House:

"It docs not involve any new principle of law except to provide a simple method ... in order to give enforcement. ...
ft creates no new legislation, grants no new rli_eghts, exce&tgazremedy to enforce an agreement In commercial contracts

and in [*420] admiralty contracts." 66 Cong. Rec. 1931 (1924). (Emphasis added.)

Finally, there are clear indications in the legislative history that the Act was not intended to make arbitration agreements
enforceable. in state courts n23 or to provide an independent fcderal-question basis for jurisdiction in federal courts apart
from diversity jurisdiction. n24 The absence of hoth of these effects —which normally follow from legislation of federal
substantive law —seems to militate agvnst the view that Congress was creating a body of federal substantive law.

................................ — Footnotes --

n17 For an analysis of these alternatives, see generally, Symposium, Arbitration and the Courts, 58 Nw. U. L. Rev.
466 (1963); NOte, 69 Yvale L. J. 847 (1960).

nI8 The House Report accompanying. the Act expressly stated: "The purpose of this bill is to make valid and
enforcible agreements for arbitration contained in_confracts mvoIvmg interstate COMMEICe ... or which may he the
subject of litigation in the Federal courts." H. R, RQE). No. %6 63h _ong., st sess., l(lg24) (empha3|s adde,d?_. Mr.
Cohen and a colleague, commenting on the Act after its assa%e, explained: "The Federal courts are given jurisdiction to
enforce such ag,reem,ents whenever”under the Judicial Code they would have had jurisdiction .... “Where the basis of
jurisdiction is diversity of citizenship, the dispute must involve”$3000as In suits at law." Cohen & Dayton, supra, a

. Seg, e. g, Committee on Commerce, Trade & Commercial Law, The United States Arbitration Law and It
Application, 11 A. B. A, J. 153, 156; Note, 20 1 L. Rev. 111 (1925). The bill, as originally drafted by the American Bar
Association, 49 A. 8. 4. Rep. 51-52 (1924), and introduced in the House, H, R. No. 646 68th Cong., 14t Sess. (1924)
& Cong. Rec. 11081- (19243 expressly provided in § 8 "that if the basis of jurisdiction be diersity of
citizenship ... the district court.... shall have jurisdiction .. . hereunder notwithstanding the amount in controversy is
unascertained . . . ." Though that provision was deleted by the Senate, the omission was not intended substantially to

alter the law. 66Cong. Rec. 3004 (1925
nl9 Committee on Commerce, Trade & Commercial Law, supra, 11 A. B. A. J., at 154,

n20 Joint Hearings, supra, at 38

n2l Although Mr. Cohen, in a brief filed with Congress, su[ggested that, Congress, might rely on its power over
commerce, he added that there were "questions which apparently"can be raised in this connection," id., at 38 and
expressly denied that "the proposed law depends for its vahdlt% upon the exercise of the interstate-commercc and
admiralty powers of Congress,”id., at 37. And when he testified, he made the point clearer;

"So what we_have done ... [in New York] is that we have ... made it a part of ourjudicial machinery. That is what we
have done. But it can nat be dGile under our constitutional form of government and cover the ?reat lelds of commerce
until you gentlemen do it, in the exercise of your power to confer fJ]ur|sd|ct|on on the Federal courts. The theory on
which you'do this is that you have the right to tell the Federal courts how to proceed." 14., at 17

The legislative history which the Court regites to support its assertion that Congress relied principally on its power
over commerce consists mainly of statements that the Act was designed to cover only contracts in commerce, and that js
certainly true. But merely because the Act was designed to énforce arbitration agreements only in contracts in
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co?wmercg,l,?oes not mean that Congress was primarily relying on its power over commerce in supplying that remedy of
enforceability.

n22 Cohen & Dayton, supra, at 276

23 See, . g., Cohen & Dayton, supra, at 277, Committee on Commerce, Trade & Commercial Law, supra, at 155
155 Mr. Rose, representing the Arbitration Society of America, su? ested that the Act might have the beneficial effect
of encouraging States to enact similar laws, Joint Hearings, supra, al 28 but Mr. Cohen asstired Congress:

"Nor can it be sajd that the Congress of the United States, directing its own courts . . ., would infringe upon the
provinces or prerolg;atwes of the Statés. . .. The question of the enforcément relates to the law of remedie$ and not to
substantive law. The, rule must be changed for the jurisdiction in which the agreement is sought to be enforced , ...
There is no disposition therefore by means of the Federal bludgeon to forcé an individual “State into an unwilling

submission to arbitration enforcement.” 14., at

n24 This seems imBIicit in § 35 provision for a stay by a "court in which such suit is pending” and § 4's provision
that enforcement m,ar e ordered by “any United States district court which, save for such agreement, would have
urisdiction under Title 28, in a civil ‘action or in admiralty of the subject matter of a suit arising out of the controversy

etween the parties.”

------------- End Footnotes s

Suffice [**1287] it to Sa'kl that Judge Medina chose the alternative_of construmg_ the Act to create federal
substantive law in order to avoid its emasculation under e rie and ernhargt, ButJud?eMe Ina was not content to stop
there with a [**1815] holding that the Act makes arbitration agreements in a contrac mvolvmg commerce enforceable
in federal court even though the basis of jurisdiction is diversity and state law does not enforce such F‘421]
agreements. The problem in"Robert Lawrence, as here, was not whether an arbitration agreement is enforceable, for the

ew York Arbitration Act, upon which the federal Act was based, enforces an arbitration clause in the same terms as
the federal Act. The problem in Robert Lawrence, and here, was rather whether the arbitration clause in a contract
induced by fraud is "separable.” Under New York law, it was not: ?eneral allegations of fraud_in the inducement would,
as a matter of state law, put in issue the making of the arbitration cfause. So toavoid this application of state law, Judge
Medina went further than holding that the federal Act makes a%re_ements to arbitrate enforceable: he held that the Act
creates a "body of law" thaI_"encomBasses (uestions of interpretation and construction as well as questions of validity,
revocability and enforceability of arbitration agreements affecting interstate commerce or maritime affairs." 274 F 2a,

at 409.

Thus, 3 years after the passage of the Arbitration Act, the Second Circuit completely rewrote it. Under its new
formulation, ? 2 now makes arhitration agreements enforceable "save upon such grounds &s exist attederal law for the
revocation of any contract” And under 3 4, before enforcing an arbitration agreement, the district court must be
satisfied that "thé making of the agreement for arbitration, as a matter o tfederal law, IS N0t in jssue.” And then when
Judge Medina turned to"the task of “the formulation of the principles of federal substantive law necessary for this
purpose,” 271 F.2d, at 409, he formulated the separability rule which the Court today adopts - not because § 4
rovided this rule as an "explicit answer," not because he looked to the intention of the parties, but because of his notion

Phat the separability rule would further a “liberal policy of promoting arbitration." 271 F.2d, at 410,

n25 It should be noted that the New York courts apparently do not find an¥ inconsistency between application of a
nonscparability rule and that State's policy of enforcing arbitration agreements, a policy embodied in a statute from

which the federal Act was copied.

ENd FOOINOLES.....oooveeevre eereeresssenens

. [*422] Today, without expressly saymP,so, the Court does precisely what Judge Medina did in Robert Lawrence.
It is not content to hold that the Act does all'it was intended to do: make arbitration a?re,ements enforceable in federal
courts if they are valid and legally existent under state law. The Court holds that the Act gives federal courts the right to
fashion federal law, inconsistent with state law, to determine whether an arbitration agreement was made and what it
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means. Even if Congress intended. to create substantive rights by passage of the Act, | am wholly convinced that it did
not intend to create such a sweeplnq body of federal substantive law_completely to take away from the States their
power to interpret contracts made by their own citizens in their own territory.

_First. The legislative history is, [***1288] clear that Congress intended no such thlnq. Congress assumed that
arbitration agreements were recognized as valid by state and federal law. n26 Courts would give damages for their
breach, but would simply refuse to specifically enforce them. - Congress thus had one limited purpose ‘in mind: to
provide a party to such an agreement "a remedX formerly denied him."™ n27 "Arbitration under the Federal. . . [statute]
Is simply a new procedural remed()!." n28 The Act "creates no new Je,(%lslatlon, grants no new rights, except a remedy to
enforce”... ." n29 [*1816] The drafters of the Act were very explicit:

"A Federal statute providing for the enforcement of arbitration agreements does relate solely to procedure [*423]
of the Federal courts. 1t is no infringement upon the right o feach State to decidefor itselfwhat contracts shall or shall

not exist under its laws. 10 D€ SUIE whether or not a contract exists is a %ijestion of the substantive law of the
jurisdiction wherein the contract was made.” Committee on Commerce, Trade & Commercial Law, The United Stales

Arbitration Law and Its Application, 11 A. B. A. J. 153,154, (Emphasis added.)
"Neither is it true that such a statute, declaring arbitration agreements to be valid, is the source of their existence as
a matter of substantive law__

"So far as the present law declares simply the policY of recognizing and enforcing arbitration agreements in the
Federal courts it does not encroach upon the province of the individual “States." Cohen & Dayton, The New Federal

Arbitration Law, 12 va. L. Rev. 265, 276-277.

All this indicates that the § 4 inquiry of whether the making of the arhitration agreement is in issue is to be determined
by reference to state law, not federal law formulated by judges for the purpose of promoting arbitration.

....................................... FOOINOLES...vocvvvvvesvns v sresssssssssens ==
n26S. Rep. No. 536 68h Cong., 1t Sess., 2(1924); Joint Hearings, supra, at 38
n27 Cohen & Dayton, supra, at 271
N281d., at 279.
n29 @5 Cong. Rec. 1981 (1924).

e —— End FOOtnoteS oo

[***HR8] Second. The avowe( ,Purpose of the Act was to place arbitration agreements "upon the same footing as
other contracts." n30 The separability rule which the Court applies to an arbitration clause does not result in equality
between it and other clauses In the contract. | had always thought that a person who attacks a contract on the ground of
fraud and seeks to rescind it has to seek rescission of the whole, not tidbits, and is not given the option of denying the
existence of some clauses and affirming the existence of others. ‘Here F & C agreed hotf to perform consulting Services
for Prima and not to [*424] compete with Prima. Would any court hold that those two agreements were Separable,
even though Prima in aqreemg to pay F & C not to compete did not dlrectly rely on F & C's representations of being
solvent?_ The simple fact is that Prima would not have agreed to the covenant not’to compete or to the arbitration clause
but for F & C's fraudulent promise that it would be financially able to perform consulting services. As this Court held

IN United States V. Bethlehem Steel Corp., 315 U.S. 259, 298:

"Whether a number of promises constitute one contract [and are,non-seﬁarable] or more than one is to be determined by
inquiring ‘whether the parties assented to all the promises as a single wnole, so [**1289] that there would have been

no hargdin whatever, if any promise or set of promises were struck out
Under this test, all of Prima's promises were part of one, inseparable contract.

Footnotes-
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n30H. R. Rep. No. 96,68t Cong., 1st Sess. (1924)

_ Third. It is clear that had this identical contract dispute been litigated in New York courts under its arbjtration act,
Prima would not be required to present its claims of fraud to the arbitrator if the state rule of non-separability applies.
The Court here does not hold today, as did Judge Medina, n3L that the bodr of federal substantive law created by
federal judges under the Arbitration Act is re?mred to be applied hy state courts. A holding to that effect —which the
Court seems to leave up in the air —would flout the intention of the framers of the Act. n32 Yet under this Court's
opinion today - that the Act sug,phe,s not only the remedy of enforcement but a body of federal doctrines to determine
the validit [[**181q1 of an arbitration agreément - failire to make the Act [*425] applicable in state courts would
give rise fo "forum shopping" and an unconstitutional discrimination that both Erie and Bernhardt were designed to
eliminate. These problems ‘are greatly reduced if the Act is limited, as it should be, to its proper scope: the mere

enforcement in federal courts of valid arhitration agreements.

n31"This is a declaration of national law equally applicable in state or federal courts." 271 F.2d, a! 407.
n32 See n. 23, supra.

. The Court's summary treatment of these issues has made it necessary for me to express my views at length. The
plain purpose of the Act as written by Congress was this and no more: Congress wanted federal courts to enforce
contracs to arbitrate and plainly said s in the'Act. But Congress also plainly said that whether a contract containing an
arbitration clause can be rescinded on the ground of fraud is {0 be decided by the courts and not by the arbitrators. Prima
here challenged in the courts the validity of its alleged contract with F & C as a whole, not in fragments. 1f there has
never been any valid contract, then there is not now and never has been anything to arbitrate. If Prima’s allegations are
true, the sum fotal of what the Court does here is to force Prima to arbitrate' a contract which is void and unénforceable
before arbitrators who are given the power to make final legal determinations of their own jurisdiction, not even subject
to effective review by the Righest court in the land, That is not what Conqress said Prima must do, It seems to he what
the Court thinks would. promote the policy of arbitration. | amn completély unable to agree to this new version of the
Arhitration Act, a version which its own creator in Robert Lawrence practically admitted was judicial legislation.
Congress, might possibly have enacted such a versior into law had it been able to foresee subsequent legal events, but |

do n%t think this Court should do so.
| would reverse this case.
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DISPOSITION:
274 Mont. 3, 901 P.2d 596, reversed and remanded.

CASE SUMMARY

PROCEDURAL POSTURE. Petitioner, a corporation that was a national franchiser of restaurants, sought review of
the judgment of the Supreme court of Montana, which reversed a decision in favor of petitioner in a'suit fded b
petitiorier to force arbitration of a contract dispute with resPondent franchisee, based on its finding that Mont. Code
Ann. § 27-5-114(4) had rendered the parties' contractual arbitration provision unenforceable.

OVERVIEW: Petitioner, a corporation, was a national franchiser of a chain of restaurants. It entered into a franchise
agreement with respondent. The agreement permitted respongent to oBen a restaurant in Montana. The franchise
agreement stated that all contract controversies would be settled by arbitration. Respondent subsequently filed suit
against petitioner and its agent in Montana state court allegln% state law contract and tort claims relating to the franchise
agreement. Petitioner successfully demanded arbitration ‘of those claims pursuant to the contract agreement and the
Federal Arbitration Ac%Act Quscs. § 2 Thatjudgment was reversed by the court below upon its finding that
Mont. Code Ann. § 27-5-114(4) renclered the agreement's arbitration clause’ unenforceable because the arbitration
clause did not appear underlined on the first pa%e of the agreement as required by the statute, That judgment was
reversed and remanded upon the court's holding that Montana's first-page notice requirement, which governed not any
contract, but specifically and solely contracts subject to arbitration, was in conflict ith § 2 of the Act and therefore

displaced by the federal measure.

OUTCOME: T,hejud%ment was reversed because the Montana statute at issue was held to be in direct conflict with the
Federal Arbitration Act. Therefore, the Montana statute was preempted by the federal law.

CORE TERMS: _ arbitratign, arbitration clause, franchise agreement, notice requirement, enforceability, revocation,
subject to arbitration, invalidate, enforceable, state-law, notice, save, irrevocable, underlined, preempted, declares,
typed, Federal Arbitration Act, arbitratign agreement, pendm% arbitration, oral arqument, standard form, state rule,
inenforceable, revocability, franchisor, first-Page, footing, last Term, agreements to arbitrate
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LexisNexis(TM) HEADNOTES - Core Concepts'

or & Employment Law > Collective Bargaining & Labor Relations > Arbitration > Enforcement

Lab
[FTNlr] The Federal Arbitration Act, 9 u.s.cs. § 2, declares written provisions for arbitration valid, irrevocable, and
enforceable, save upon such grounds as exist at law or in equity for the revocation of any contract.

Labor & Employment Law > Collective Bargaining <€ Lapor Relations > Arbitration > Limits )
[HNZJ Slate E\w, whether of legislative or jualmal origin, is anllcable if that law argse to govern issues concerning the

validity, revocability, and enforceability of contracts generally. A state-law ernciple that takes its meaning precisely
from the fact that & contract to arbitrate is at issue does not comport with the text of 9 us.c.s. § 2 of the Federd

Arbitration Act.

Labor & Employment Law > Collective Bargaining & Labor Relations > Arbitration > Enforcement
Labor & Employment Law > Collective Bargaining & Labor Relations > Arbitration > Limits

[HNB_A States may regulate contracts, including arbitration clauses, under general contract law principles and they ma
Invalidate an arhitration clause upon such grounds as exist at |aw or in equity for the revocation of any contrdct.
u.s.c.s. § 2. What Slates may not do is decide that a contract is fair enough to enforce all its basic terms, but not fair
enough to enforce its arbitration clause, The Federal Arbitration Act FAct) makes any such state policy unlawful, for
that Kind of policy would place arbitration clauses on an unequal fooling, directly contrary to the Act's language and

Congress's intent.

Contracts Law > Defenses > Duress & Undue Influence
Labor & Employment Law > Collective Bargaining & Labor Relations > Arbitration > Enforcement

Contracts Law > Defenses > Unconscionabilit

[HN4] Generally applicable contract defenses, Such as fraud, duress, or unconscionability, may be applied to invalidate
arbitration agreéments without contravening 9 us.c.s. § 2.

Labor & Employment Law > Collective Bargaining & Labor Relations > Arbitration > Limits

[HN5] Courts may not invalidate arbitration agreements under state laws applicable only to arbitration provisions.

Labor & Employment Law > Collective Bargaining  Labor Relations > Arbitration > Limits

[HNG] By,enactln%g u.s.c.s. § 2, Congress precluded states from,smglin? out arbitration provisions for suspect status,
requiring’instead that such provisions be’placed upon the same footing as other contracts.

SYLLABUS:

When a dispute arose between parties to a standard form franchise agreement for the operation o, a Subway sandwich
shop in Mantana, respondent franchisee sued petitioners, franchisor Doctor's Associates, Inc. QDAI), and its agent,
Lombardi, in a Montana state court. The court stayed the lawsuit pendm? arbitration pursuant to the arbitration clause
set out in ordinary type on page nine of the franchise agreement. The Montana Supreme Court reversed, holding that the
aritration clause, was unenforceable because it did not meet 'he state-law requirement that "notice that a contract is
subject to arbitration" be "typed in underlined capital letters on the flrsgfa e of the contract. " Mont. Code Ann. § 27-
5-114(4). DAl and Lombardi unsuccessfully argued that § 27-5- 4(q . Was preemﬁ)ted by § 2 of the Federal
Arbitration Act (FAA?, which declares written provisions for arbitration "valid, irrevocable, and"enforceable, save upon
such grounds as exist at law or in equity for the revocation of any contract" In arguing for preemption, DAI and
Lombardi dominantly relied on southland Corp. v. Keating, 465 US. 1, 79 L. Ed. 2d 1, 104 5. Ct. 852, and perry V.
Thomas, 482 U.S. 483, 96 L. Ed. 2d 426, 107 S. ct. 2520, In which this Cvurt established that "slue law ... is
applicable if that law arose to govern issues concerning the validity, revocability, and enforceability of contracts
generally," but not if the state-law principle “takes its meaning precisely from the fact that a contract to arbitrate is at
issue.” 1d., at 493, n. 9 (emphasis added). The Montana Supréme O'irf, however, thought volt Information Sciences

Inc. V. Board of Trustees ofLcland Stanford Junior Univ., 489 U.S., 468, 103 L. Ed. 2d 488, 109 S. Ct. 1248, limited §
25 preemptive force and corresPondlngly qualified southiand and perry; the proper inquiry, the Montana Supreme
Court said, should focus not on the baré words of § 2 but on the question: Would the application of § 27-5-114(4)'s
notice requirement undermine the FAA's goals and_ policies. In the Montana court's Jud?ment, the notice requirement
did not undermine these goals and policies, for it did not preclude arbitration agreements altogether. On remand from
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this Court for reconsideration in Ii%ht 0fAllied-Bruce Tenninix Cos. v. Dobson, 513 U.S. 265, 130 L. Ed. 2d 753, 115 S.
ct. 834, the Montana court adhered to its original ruling.

Held: Montana's first-page notice requirement, which governs not "any contract," but specifically and solely contracts
"subject to arbitration,” conflicts with the FAA and is therefore displaced by the federal measure. Generally applicable

contract defenses, such as fraud, duress, or unconscionability, may be aPplled to invalidate arbitration agreements
without contravening § 2, See, e. g, Allied-Bruce, 513 U.S. at 281, bUt courts may not invalidate arbitration agreements
under state laws applicable only ?o, arhitration provisions, see, e. g., iid. Bé/ enacting § 2 Congress precluded States
from smqllng out arbitration Prowsmns for suspect status, requiring instead that such provisions be placed upon the
same foo Inég as other contracts. Scherk V. Alberto-Culver Co., 417 U.S. 506, 511, 41 L. Ed. 2d 270, 94 S. Ct, 2449.
Montana's §* 27-5-114(4) directly conflicts with § 2 because the State's law conditions the enforceability of arbitration
agreements on compliance withi a special notice requirement not applicable to contracts generally.” The Montana
Supreme Court misread vort in reaching a contrary conclusion. The state rule examined in volt detérmined on%the
efficient order of proceedings; it did notaffect the enforceability of the arbitration agreement itself. Applying § 27-5-
114(2) here, in contrast, would invalidate the arbitration clause. Pp. 636-633

COUNSEL: N . . .
Mark R. IGavitz argued the cause for petitioners. With him on the briefs were Jeffrey R. Babbin and H. Bartow Farr Il

Lucinda A. Sikes argued the cause for respondents. With her on the brief were David C. Vladeck, Paul Alan Levy,
and William C. Watt, *

................................. FOOINOES..........ooovcvevcveereenerreneesesssssssns

* Briefs of amici curiag u_rPin reversal were filed for the American Council of Life Insurance b_Y,Patricia A. Dunn,
Stephen J. Goodman, and Phillip E. Stano; for the International Franchise Association et al. by William J. Fitzpatrick
and John F. Verhey; and for Kaiser Foundation Health Plan, Inc., by Kennedy P. Richardson.

_Deborah M. Zuckerman, Steven S. Zalcznick, and Patricia Sturdevant filed a brief for the American Association of
Retired Persons ct al. as amici curiae urging affirmance.

I G, J., delivered the opinion of the Court, in which REHNQUIST, C. J., and STEVENS, O'CONNOR,
SCALIA, KENNEDY, SOUTER, and BREYER, JJ. joined. THOMAS, J; filed a dissenting opinion, post, p. 639

OPINION:

[**906)
[*682] [**1654] JUSTICE GINSBURG delivered the opinion of the Court.

[¥**H RIAl This case concerns a standard form franchise agzreement for the operation of a Subway sandwich shop in
Montana. [*683] When a dispute arose between parties to the agreement, franchisee Paul Casarotto sued franchisor
Doctor's Assqciates, Inc. QDAI%, and DAI's Montana development agent, Nick Lombardi, in @ Montana state court.. DAI
and Lombardi sought to stop the litigation pending arbitration pursiant to the arbitration clause set out on page nine of
the franchise agreement.

[HNI] The Federal Arbitration Act (FAA or Act) declares written provisions for arbitration "valid, irrevocable, and
enforceable, save upon such grounds as exist at law or in equity for the revocation of any contract" Qus.c, § 2
Montana law, however, decldres an arbitration clause unenforceable unless "notice that %he] contract is_subject to
arbitration” is "typed in underlined capital letters on the first page of the contract." Mont. Code Ann. § 27-5-11.
(1995). The quéstion here presented is whether Montana's law’ is compatible with the federal Act. We hold tha
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Montana's first-page. notice requirement, which governs not "any contract," but specifically and solely contracts "subject
to arbitration," conflicts with the FAA and is therefore displaced by the federal measure.

Petitioner DAI is the national franchisor of Subway sandwich shops. In April 1983 DAI entered a franchise

%%reement with respondent Paul Casarotto, which permittéd Casarotto to open a Subway shop in Great Falls, Montana.

e franchise agreement stated, on page nine and In ordinary type: "Any controversy of claim arising out of or refating
to this contract or the breach thereof shall be settled by Arbitration " App. 7/ [¥*907)

_In October 192 Casarotto sued DAI and its agent, Nick Lombardi, in Montana state court, alleging state-law
¢ itract and tort claims relating to the franchise agreement. DA| demanded arbitration of those claims, and stccessfully

u.jved in the Montana trial court to stay the lawsuit pending arbitration. 14., at 10-11

[*684] The Montana Supreme Court reversed. casarotto V. Lombardi, 268 Mont. 369, 886 P 2d 93J (1994). That
court left undisturbed the trial court's Flndln%s that the franchise agreement fell within the scope of the FAA and covered
the claims Casarotto stated against DAI and Lombardi. The Montana Supreme Court held, however, that Mont. Code
Ann. § 27-5-114(4) rendered the agreement's arbitration clause unenforceable. The Montana statute provides:

"Notice that a contract is subject to arbitration ... shall ke t}(ped in underlined capital letters on the first page of the
contract; and unless such notice is displayed thereon, the contract may not be subject to arbitration."

Notice of the arbitration clause in the franchise agreement did not appear on the first page of the contract, Nor was
anything relating to the clause typed in underlined capital letters. Because the State’s Statutory [**1655] notice
reduirement had not been met, the' Montana Supreme Court declared the parties' dispute "not subject to arbitration." 268

Mont. at 382, 886 P.2d at 939.

DAI and Lombardi unsuccessfullz argued hefore the Montana Supreme Court that § 27-5-114(4) was preempted
by § 2of the FAA. nl DAI and Lombardi dominantly relied on our decisions in southland Corp. v. Keating, 465 U.S.
1, 79 L. Ed. 2d I, 104 S. Ct. 852 &1984), and Perry V. Thomas, 482 U.S. 483, 96 L. Ed. 2d 426, 107 S. Ct. 2520 (1987).
In southland, We held that § 2 of the FAA applies in state as well as_federal courts, see 465 u.s. at 12, and
"withdraws] the power of the states to require ajudicial forum for the resolution of claims which the contracting parties
agreeq to resolve tgl arbitration," ida,, at 10, We noted in the pathmarking soutnland [*685] decision that the FAA
eStablished a "broad principle ofenforceablhty,"_ id., at 11, and that § 2 0f the federal Act provided for revocation of
arbitration agreements only upon "%rounds as exist at law or in equity for the revocation of any contract." In perry, We
reiterated: "[HN2] State ldw, whether of legislative or judicial origin, is applicable //that law arose to ?overn ISsues
concerning the validity, revocability, and enforceability of contracts generally. A state-law principle that takes its
meaning precisely from the fact that"a contract to arbitrate is at issue does not comport with [the text of § 2]" 482 uss.

at493, n. 9.

—————————————————— Footnotes

nl Section 2provides, in relevant part;

"A written provision in ... a contract evidencing a transaction involving commerce to settle by arbitration a
controversy thereafter arising out of such contract or transaction, or the refusal to Perform the whole or any pari thereof
... shall be valid, irrevocable, and enforceable, save upon such grounds as exist at law or in equity for the revocation of

any contract” s u.s.c. § 2

----- End Footnotes

The Montana Supreme Court, however, read our decision in volt Information Sciences, Inc. v. Board of [***908)
Trustees of Leland Stanford Junior Univ., 489 U.S, 468, 103 L. Ed. 2d 488, 109 S. Ct. 1248 (1989), aS ||m|t|ng the
preemptive force of § 2and correspondingly quahgylﬂgSouthland and Perry. 268 Mont. at 378-381, 886 P.2d at 937-
939. As the Montana Supreme Court comprehended volt, the proper inquiry ﬁer_e should focus not on the bare words of
§ 2 hut on this question: Would the application of Montana’s notice ‘requirement, contained in § 27-5-114(4),
"Undermine thgfoals and policies of the FAA." 268 Mont. at 381, 886 P.2d at 938 (internal quotation marks omitted).
Section 27-5-114(4), in the Montana court's judgment, did not undermine the goals and policies of the FAA, for the
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notice requirement did not Rreclude arhitration agreements altogether; it simply prescribed “that before arbitration
agreements are enforceable, they be entered knowingly.” 1d., at 381, 886 P 2d at 939.

DAI and Lombardi petitioned for certiorari. Last Term, we granted their petition, vacated the judgment of the
Montana Supreme Court, and remanded for further consideration in"light of Allied-Bruce Terminix Cos. V. Dobson, 513
U.S, 265, 130 L. Ed. 2d 753, 115 S. Ct. 834 (1995). SEE 515 U.S. 1129 (1995). IN Alliod-Bruce, We restated what our

decisions insouthland and perry had established:

’:686] "[HN3] States ma _re?,ulate contracts, including arbitration clauses, under general contract law principles and
they may invalidate an arbitration clause ‘upon such grounds as exist at law or in equity for the revocation of an
contract.’ Qu.s.c.. § 2 (emphasis added). What States may not do is decide that a contract Is fair enough to enforce al

Its hasic terms fpnce, service credit?J buit not fair enough to enforce its arbitration clause. The Act makes any such state
policy unlawful, for that kind of policy would place arbitration clauses on an unequal *footing, directly contrary to the
Act's'language and Congress's intent." 513 u.s. at 281.

On remand, without inviting or WQermlttlng further briefing or oral argument, n2 the Montana, [**1656] Supreme
Court adhered to its original ruling. The courf stated: "After careful review, we can find nothing in'the (Allied-Bruces
decision which relates to the issués presented to this Court in this case." casarotto V. Lombardi, 274 Mont. 3, 7, 901
P.2d 596, 595 (1995). Elahorating, the Montana court said it found "no su,?gestlon N (Allied-Bruce) that the principles
from vort on which we relied [to"uphold § 27-5-114(4)] have been modified in any way." 1d., at 8, 901 P.2d at 598-
599. We again granted certiorari, 516 u.s. 1036(1996), and nOw reverse.

n2 Dissenting Justice Gray thought it “"cavalier" of her colleagues to ignore the defendants' request for an
"opportunity to brief the issues raised Dy the . . . remand and to presént oral afgument." casarotto V. Lombardi. 274
Mont. 3, 9-10, 901 P.2d 596, 599-600 (1995).

..................... = e EN FOOENOtES ———————

[***HR2A] Section 2 of the FAA provides that written aritration agreements “shall be valid, irrevocable, and
enforceable, save upon such grounds as exist at law or in equity for the revocation of any contrac&;:*Q USC.§ 2
(emphasis added). Repeating our observation in perry, the text of ? 2 declares that state law may be [**909] applied
*if that law arose to govern issues _[*687] concernlnq the va |d|ty, revocability, and enforceability of contracts
generally." 482 us. at 493, n. 9. TIUS, [HN4!),generaIy applicable, contract défenses, such as fraud, duress, or
unconscionability, may oe applied to invalidate arbitration agreements without contravening § 2 See Allied-Bruce, 513
U.S. at 281; Rodriguez de Quijas V. ShearsonJ.American Express, Inc., 490 U.S. 477, 483-484, 104 L. Ed. 2d 526, 109 S.
Ct. 1917 (1989); Shcarson/American Express Inc. V. McMahon, 482 U.S. 220, 226, 96 L. Ed. 2d 185, 107 S. Ct. 2332

(1987).

[***HR1B] [***HR2B]. f***HR3A], [HN5] Courts may not, however, invalidate arbitration agreements under state
laws applicable onty to arbitration provisions. See Allied-Bruce, 513 U.S. at 281; Perry, 482 U_S. at 493, n. 9. [HNG] B
enacting § 2, we have several times said, Congress precluded States from singling out arbitration provisions for suspect

status, requiring instead that such provisions be placed "upon the same ,footmq s other contracts.” scherk V. Alberto-
Culver Co. 417 US. 506, 511, 41 L _Ed. 2d 270, 94 5. Ct. 2449 (1974) ﬁlnterna quotation marks omitted). Montana's §

27-5-114(4) directly conflicts with § 2of the FAA because the State's law conditions the enforceability of arbitration
agreements on corpliance with a special notice requirement not applicable to contracts generally. The FAA thus
displaces the Montana statute with respect to arbitration agreements covered by the Act. See 21 Macncil, R. Spcidel, T.
Stipanowich, & G. Shell, Federal Arbitration Law § 1911, pp. 194-195 ( (under southiand and perry, "state
legislation Ire?ﬁmrlng greater information or choice In the making of agreements to arbitrate than in other contracts is

preempted”).
[***HR2C| [***HR3B]
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e w1011, n3At oral argument, counsel for Casarotto urged a
broader view, under which § 27-5-114(4) might be regarded as harmless surplus. See Tr. of Oral Arg. 29-32 Montana
could have invalidated the arbitration clause”in the franchise agreement under general, informed consent principles
counsel suggested. She asked us to re%ard§ 27-5-114(4) as but one illustration 0 a cross-the-board rule: Unexpected

rovisions 1n adhesion contracts must be conspicuous. See also Brief for Respondents 21-24 But the Montana SuPreme

ourt announced no such sweepmg rule. The court did not assert as a basis for its decision a generally applicable
principle of "reasonable expectations” governing any standard form contract term. Cf. Transamerica Ins. Co. V. Royle,
202 Mont. 173, 1S, 656 P.2d 820, 824 (3983) (Invalidating provision in auto insurance policy that did not "honor the
reasonable expectations” of the insured). Montana's decision trains on and upholds a particular statute, one setting out a
precise, arbitration-specific limitation. We review that disposition, and no other. It bears reiteration, however, "that a
court may not "rely on the uniqueness of an a%reement to arbitrate as a basis for a state-law holding that enforcement
would bé unconscionable, for this would enable the court to effect what ... the state legislature™cannot." perry V.
Thomas, 482 U.S. 483,493, n. 9, 96 L. Ed. 2d 426, 107 S Ct. 2520 (1987).

[*688] The Montana Supreme Court misread our volt decision and therefore reached a conclusion in this case at
odds with our rulings. vort involved an arbitration agreement that mcorFo,rated state procedural rules, one of which, on
the facts of that case, called for arbitration to be stayed pending the resolution of a related judicial proceedm(f]. The state
rule examined in volt determined only the efficient order of proceedlngsj'dl’tkdld not [*1657] affect the enforceability
of the arbitration agreement itself. We held that applying the state rule [**910] would not “undermine the goals and
policies of the FAA," 489 us. at 478, because the very purpose of the Act was to "ensurle] that private agreéments to

arhitrate are enforced according to their terms,” id., at 479.

M**HR1C] [***HR2D] Applying § 27-5-114(4) here, in contrast, would not enforce the arhitration clause in_the
contract between DAI and Casarofto; Instead, Montana's first-page notice requirement would invalidate the clause. The
"goals. and policies" of the FAA, this Court's precedent indicates, are antithetical to threshold limitations placed
specifically and solely on arbitration provisions.” Section 2 "mandatc[s] the enforcement of arbitration agreements,”
Southland, 465 U.S. at 10, "SaVe Upon sich grounds as exist at law or‘in equity for the revocation of any contract” 9
us.c. § 2. Section 27—,5]1%(4) of Montana’s law places arbitration agreements ina class apartrom "any contract,"
and sm?ularly limits their validity. The State's prescription is thus inconsonant with, - andis thereforepreempted by, the

federal Taw.
[*689] * %%

For the reasons stated, the %ud
further proceedings not inconsisten

Itis so ordered.

?m_ent of the Supreme Court of Montana is reversed, and the case is remanded for
with this opinion.

DISSEN
THOMA

DISSENT:

JUSTICE THOMAS, dissenting.

For the reasons given in my dissent last term MAllied-Bruce Terminix Cos. V. Dobson. 513 U.S. 265, 130 L. Ed. 2d
753, 115 S. Ct. 834 (1995), | remain of the view that § 2of the Federal Arbitration Act, 9 u.s.c. § 2, does not apply to

proceedings in state courts. Accordingly, | respectfully dissent.

TBY:
S
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Representative Ethan Berkowitz
House of Representatives

State Capitol

Mail Stop 3100

Juneau, AK 99801-1182

Frank H. Murkowski, Governor

P.O. BOX 110300
123 4thST,, DIMOND COURTHOUSE
JUNEAU, ALASKA 99811-0300
PHONE  (907)465-3600

FAX: (907)465-2520

MAR I 0 2003

Re: HB 83, relating to the Revised Uniform Arbitration Act

Dear Representative Berkowitz:

| have reviewed HB 83, relating to adoption of the Revised Uniform Arbitration
Act, and | see no legal issues that would impact implementation of the bill. The bill
follows the recommendations of the authors of “Is the Revised Uniform Arbitration Acta

Good Fit for Alaska,” 19 Alaska Law Review 339.

Please don’t hesitate to contact me if you have any questions about specific

provisions of the bill.

Sincerely,

GREGG D. RENKES
ATTORNEY GENERAL

By:  Keith B. Levy

Assistant Attorney General

KBL:sro

cc: David Marquez
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