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any franchise agreements contain very
broad arbitration clauses
that require binding arbitration of
virtually all disputes between the
franchisor and franchisee.
Although some of the perceived
benefits of arbitration are debatable, many franchisors prefer to
arbitrate disputes with their franchisees because of arbitration’s
Mark A. Salzberg
informal hearing procedures and
limited discovery, the privacy of
the proceedings and outcomes,
and the limited judicial review of
arbitration awards. 1 However,
what becomes of the arbitration
clause if the franchisee files a
petition under the Bankruptcy
Code? Will the bankruptcy court
enforce the arbitration provision?
Or does the Bankruptcy Code
somehow abrogate the arbitraGary M. Zinkgraf
tion rights that the parties freely
negotiated before bankruptcy? In other words, what happens when the Bankruptcy Code and the Federal
Arbitration Act collide?
This article examines the enforceability of an arbitration
clause in the bankruptcy context. The reader should be aware at
the outset, however, that there is no clear-cut answer as to
whether any particular arbitration clause will be enforced.
Instead, it is a fact-specific question that courts typically
address on a case-by-case basis. This article discusses the general principles that arise out of the case law and provides suggested strategies for maximizing the probability that the arbitration clause will be enforced in bankruptcy.

M

The Federal Arbitration Act
The Federal Arbitration Act (FAA)2 displays a clear and
unmistakable federal policy in favor of arbitration.3 The FAA
was enacted to combat judicial hostility to arbitration agreements.4 Under the FAA, arbitration agreements are enforceable notwithstanding any state law that purports to invalidate
arbitration.5 Thus, Section 2 of the FAA specifically validates
arbitration clauses:
Mark A. Salzberg and Gary M. Zinkgraf are partners in the Washington, D.C., office of Foley & Lardner LLP. The authors would like to
thank their colleagues Michael Lockerby and Keith Owens for their
assistance with this article.

A written provision in any maritime transaction or 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 part
thereof, or an agreement in writing to submit to arbitration an
existing controversy arising out of such a contract, transaction,
or refusal, shall be valid, irrevocable, and enforceable, save
upon such grounds as exist at law or in equity for the revocation of any contract.

Decisions construing the FAA leave no uncertainty as
to its scope and breadth. For example, the U.S. Supreme
Court held that the words involving commerce are broader
than the words in commerce and reflect Congress’s intent
to “exercise [its] commerce power to the full.” 6 Further,
arbitration is not necessarily limited to contractual claims.
Arbitration clauses can be drafted to require arbitration
of statutory claims as well, provided that there is no congressional intent to exclude the specific statutory claims
from arbitration.7
Section 3 of the FAA requires that a court presiding
over an arbitrable issue “shall” stay the action upon application by a party until the arbitration has been conducted
in accordance with the parties’ agreement.8 The first task
of a court asked to stay litigation pending arbitration is to
determine whether there is an arbitration agreement. 9 If
there is an agreement to arbitrate, the court must consider
whether the claims are arbitrable under the agreement. 10
Any doubts concerning the scope of arbitrability should be
resolved in favor of arbitration.11 The presumption in favor
of arbitration is most evident in judicial treatment of socalled broad arbitration clauses, where the parties agree to
arbitrate all disputes arising under, or in relation to, a contract. Thus, the courts will rule in favor of arbitration
when, for example, parties have agreed to arbitrate “[a]ny
dispute, controversy or claim arising out of or in relation
to or in connection with this Agreement or the operations
carried out under this Agreement, including without limitation any dispute as to the validity, interpretation,
enforceability or breach of this Agreement.”12 The courts
have held that such broad arbitration clauses are not limited to claims that literally arise under the contract “but
rather embrace all disputes between the parties having a
significant relationship to the contract, regardless of the
label attached to the dispute.”13 To be arbitrable under a
broad arbitration clause, the dispute need only “touch matters” covered by the clause.14
In sum, franchise agreements can include extremely
broad arbitration clauses covering all claims arising
under, or even touching upon, the franchisor-franchisee
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relationship. What happens to those bargained-for rights
should the franchisee declare bankruptcy? As discussed
below, the franchisor’s arbitration rights are not necessarily lost and may still be enforced notwithstanding the
bankruptcy filing.
Tension Between the Bankruptcy Code
and the FAA
A fundamental goal of the Bankruptcy Code15 is the centralization of all disputes concerning the debtor. Under the framework established by the Bankruptcy Code and the federal
statutes governing the jurisdiction of the bankruptcy courts,
virtually all disputes concerning the debtor are to be resolved
by the bankruptcy court. Of course, an arbitration clause
directly conflicts with the goal of centralization because it
seeks to remove an issue concerning the debtor from the
bankruptcy court’s domain. An arbitration clause instead
requires any issue within its scope to be resolved in an arbitration forum. Notwithstanding this underlying tension between
the Bankruptcy Code and the FAA, the Bankruptcy Code
does not necessarily abrogate a nondebtor’s contractual right
to arbitration. Instead, the courts will attempt to balance the
clear public policy in favor of arbitration with the policies
underlying the Bankruptcy Code.
In considering the enforceability of arbitration clauses in
bankruptcy proceedings, courts apply standards similar to
those used to determine whether federal statutory claims are
arbitrable. In Shearson/American Express, Inc. v.
McMahon, 16 the U.S. Supreme Court held that to avoid
arbitration of a federal statutory claim, a party must establish congressional intent to create an exception to the FAA.
In McMahon, the Supreme Court held that intent can be
found in one of three ways: (1) in the statute’s text, (2) in
the statute’s legislative history, or (3) through “an inherent
conflict between arbitration and the statute’s underlying
history.”17 Neither the Bankruptcy Code nor its legislative
history contains any reference to an exception to the FAA.
As a result, courts considering whether to enforce an arbitration clause in the bankruptcy context have focused on the
third prong of the McMahon test, namely, whether there is
an inherent conflict between the Bankruptcy Code and the
FAA. The party objecting to arbitration bears the burden of
demonstrating “that Congress intended to preclude a waiver
of judicial remedies for the statutory rights at issue.” 18
Thus, “there must be a demonstrated specific conflict
between enforcing an arbitration clause and the textual provisions and/or purposes of the Bankruptcy Code to justify
the exercise of discretion by a bankruptcy court in refusing
to enforce an arbitration clause.”19
The Core Versus Noncore Distinction
In applying the inherent conflict test, many courts have
concentrated upon whether the claim sought to be arbitrated is “core” or “noncore.” The core/noncore distinction is
exceedingly important because it is generally recognized
that the bankruptcy court does not have discretion to deny
arbitration of noncore proceedings.20 In contrast, the bankruptcy court has discretion to deny enforcement of an arbi-

tration clause when the claim sought to be arbitrated is a
core claim.21
Core proceedings involve matters that arise either under the
Bankruptcy Code or only in bankruptcy cases. 22
Unfortunately, neither the Bankruptcy Code nor any of its
related statutory provisions define exactly what a core proceeding is. Instead, 28 U.S.C. § 157 contains a nonexclusive
list of fifteen core matters. These fall into four general categories: (a) proceedings concerning the administration of the
estate,23 (b) proceedings involving the trustee’s or debtor-inpossession’s avoidance powers,24 (c) proceedings involving
property of the estate,25 and (d) a catchall category.26
The statute itself neither defines nor provides examples
of noncore proceedings. Instead, a noncore proceeding is
generally defined as a proceeding other than a core proceeding that is “otherwise related to a case under title 11.”27 For
example, the Third Circuit has noted that if the proceeding
“does not involve a substantive right created by the bankruptcy laws and would exist outside of bankruptcy, it is a
noncore proceeding even though it may be related to bankruptcy.”28 Accordingly, the following have been held to be
noncore proceedings: (a) a debtor’s claim for a tax refund
brought following entry of the discharge,29 (b) a debtor’s
claim for anticipatory breach of a prepetition contract based
upon postpetition events, 30 and (c) actions to enforce a
covenant not to compete contained in a prepetition contract.31 Common to each is that the action is not based on a
right found in the Bankruptcy Code, and the action could
have been brought in another court but for the bankruptcy.
Courts will allow arbitration of noncore claims because
arbitration of these claims will not interfere with the
Bankruptcy Code or its objectives or policies. As one bankruptcy court opined, arbitration of noncore matters is consistent with the Bankruptcy Code’s “mandate to enforce a valid
pre-petition, non-executory contract, the presence of a
strong federal policy favoring arbitration, and the absence of
a serious conflict with the objectives of the Bankruptcy
Code.”32 The courts have thus compelled arbitration of noncore claims such as (a) a debtor’s claim that its prepetition
franchise agreement had been improperly terminated,33 (b) a
debtor’s claim for moneys allegedly due under a prepetition
settlement agreement,34 and (c) the debtor’s claim for breach
of prepetition oil purchase contracts.35
In contrast, the bankruptcy court may deny enforcement of
an arbitration clause when the claim sought to be arbitrated is
a core claim and the arbitration will interfere with the bankruptcy process or affect rights granted by the Bankruptcy
Code. The test for determining whether a core proceeding can
be arbitrated has been described by one court as follows:
“[The court] must carefully determine whether any underlying
purpose of the Bankruptcy Code would be adversely affected
by enforcing an arbitration clause and [the court] should
enforce such a clause unless the effect would seriously jeopardize the objectives of the Code.”36 Another court opined that
the court may decline to compel arbitration of a core proceeding “only if it finds that enforcement of the arbitration
clause would conflict with the policies of the Bankruptcy
Code, or where the dispute underlying the arbitration is
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based on rights created by the Bankruptcy Code.” 37
Accordingly, when determining whether to allow arbitration
of a core claim, the court will consider, among other factors, “whether arbitration would be consistent with the purpose of the Code, including the goal of centralized resolution of purely bankruptcy issues, the need to protect creditors and reorganizing debtors from piecemeal litigation,
and the undisputed power of a bankruptcy court to enforce
its own orders.”38
Although the bankruptcy court arguably has the discretion to deny arbitration of all core claims, courts have been
more willing to deny arbitration when the claim concerns
rights conferred by the Bankruptcy Code (as opposed to
rights originating from the debtor’s prepetition contractual
relationships). Underlying these decisions is the concern
that arbitration of bankruptcy rights will more directly conflict with the objectives of the Bankruptcy Code. As one
court noted, “[t]here can be little dispute that where a core
proceeding involves adjudication of federal bankruptcy
rights wholly divorced from inherited contractual claims,
the importance of the federal bankruptcy forum provided by
the Code is at its zenith.” 39 Accordingly, courts have
refused to allow arbitration of such core matters as
(a) avoidance claims brought by a debtor-in-possession
under Sections 544, 548, and 550 of the Bankruptcy Code;40
(b) a proceeding seeking a declaration that an action to
recover pre-confirmation debts violated a discharge injunction;41 and (c) an action to liquidate claims arising out of
the debtor’s rejection of an executory contract. 42 In contrast, courts have allowed arbitration of such core claims as
(a) the debtor’s objection to a proof of claim, 43 (b) a
debtor’s action for a declaratory judgment as to the
enforceability of a prepetition agreement,44 (c) a debtor’s
action for a determination that it was entitled to the release
of funds escrowed under a prepetition purchase agreement, 45 and (d) a former employee’s breach of contract
claim against the debtor where the former employee filed a
proof of claim based on contractual rights.46
The decision in In re Farmland Industries, Inc.,47 where the
court allowed arbitration of an objection to a proof of claim
(one of the specifically enumerated core proceedings), 48
demonstrates the difficulties in reconciling those cases in
which arbitration of core claims was permitted with those
cases in which arbitration was not permitted. In Farmland
Industries, the court rejected an apparent request to study the
facts of analogous cases, noting:
[T]here are a panoply of cases dealing with the intersection
of bankruptcy proceedings and arbitration agreements, often
reaching contrary outcomes. Each case, however, turns on
its own particular facts and on the exercise of the bankruptcy court’s discretion; thus, an in-depth analysis of analogous cases is of little value to the matter presently before
the Court.49

The fact-specific nature of the inquiry does not mean that
case law is not helpful in determining whether a bankruptcy
court should compel arbitration of a franchise dispute. To the

contrary, since January 1, 2006, three U.S. Courts of Appeal—
the Eleventh Circuit, the Second Circuit, and the Third
Circuit—have addressed the conflict between the FAA and the
Bankruptcy Code. In each of these three decisions, the appellate court focused on whether arbitration would conflict with
the policies and objectives of the Bankruptcy Code. In fact, in
all three cases, the courts of appeals held that the arbitration
clause should have been enforced. In contrast, a 2005 decision
from the Fourth Circuit suggests that arbitration will not be
compelled if doing so would hamper the debtor’s legitimate
efforts to reorganize.
LESSONS LEARNED
Eleventh Circuit
In the most recent circuit court decision addressing the
enforceability of an arbitration provision in bankruptcy,
the Eleventh Circuit held that the bankruptcy court erred
by denying a general contractor’s motion to compel arbitration with the debtor. The Eleventh Circuit so held
because “the debtor’s claim was not a core proceeding and
arbitration of the claim would not inherently conflict with
the underlying purposes of the Bankruptcy Code.”50 In In
re Electric Machinery Enterprises, Inc., Whiting-Turner, a
general contractor, entered into a subcontract with the
debtor, Electric Machinery Enterprises, Inc., (EME), to
provide electrical work on a theme park. EME later filed
for bankruptcy and brought an adversary proceeding in
bankruptcy court, alleging that Whiting Turner owed
money under the subcontract. Whiting Turner moved to
compel arbitration.51 The bankruptcy court determined that
the matter was a core proceeding and denied WhitingTurner’s motion to compel arbitration. The district court
affirmed, and Whiting-Turner appealed.
On appeal, the Eleventh Circuit began its analysis by discussing the strong federal policy established by the FAA
and acknowledging that “‘questions of arbitrability must be
addressed with a healthy regard for the federal policy favoring arbitration.’”52 Nonetheless, the court noted that “[l]ike
any statutory directive the Arbitration Act’s mandate may
be overridden by contrary congressional command.”53 The
Eleventh Circuit found no indication within the Bankruptcy
Code’s text or legislative history that Congress intended to
create a bankruptcy exception to the FAA. Accordingly, the
court applied the third prong of the McMahon test, i.e.,
whether an inherent conflict exists between arbitration and the
underlying purposes of the Bankruptcy Code.54
The Eleventh Circuit acknowledged that other courts
addressing the inherent conflict issue had distinguished
between core and noncore proceedings and had held that
“bankruptcy courts do not have discretion to decline to
enforce an arbitration agreement relating to a non-core proceeding.”55 However, the court observed that “even if a proceeding is determined to be a core proceeding, the bankruptcy court must still analyze whether enforcing [the] arbitration agreement would inherently conflict with the underlying purposes of the Bankruptcy Code.” 56 The Eleventh
Circuit held that the contractual claim asserted by EME
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against Whiting-Turner was not a core proceeding but further noted that, even if it was, there was no evidence that
arbitrating EME’s claim would present an inherent conflict
with the underlying purposes of the Bankruptcy Code. The
Eleventh Circuit therefore ordered the dispute to arbitration.
Second Circuit
In MBNA America Bank, N.A. v. Hill,57 the Second Circuit held
that the bankruptcy court did not have discretion to deny arbitration of an adversary proceeding even though it was a core proceeding. This case involved a dispute between the Chapter 7
debtor and MBNA America Bank (MBNA) after MBNA withdrew money from the debtor’s account pursuant to an agreed
arrangement for repayment of a loan. The debtor filed an adversary proceeding (a purported class action) against MBNA alleging
that MBNA’s continued withdrawals from her bank account constituted a willful violation of the automatic stay in violation of 11
U.S.C. § 362(h).58 MBNA moved to stay the action and compel
arbitration pursuant to an arbitration provision in the parties’ credit
account agreement.
The bankruptcy court denied MBNA’s motion to stay or
dismiss the adversary proceeding in favor of arbitration, and
the district court affirmed. Both courts concluded that the
debtor’s § 362 claim was core and that the bankruptcy court
was the most appropriate forum to adjudicate the matter. The
district court concluded that permitting arbitration of the
alleged automatic stay violation would “seriously jeopardize
the objectives of the Bankruptcy Code.”59
On appeal, the Second Circuit recognized that the
“Bankruptcy Code and the Arbitration Act often present conflicts of ‘near polar extremes: bankruptcy policy exerts an inexorable pull towards centralization while arbitration policy
advocates a decentralized approach toward dispute resolution.’”60 Like the Eleventh Circuit, the Second Circuit noted
that bankruptcy courts generally do not have discretion to
refuse to compel arbitration of noncore bankruptcy matters or
matters that simply “related to” bankruptcy cases. As to these
matters, the Second Circuit observed, the presumption in favor
of arbitration usually “trumps” the lesser interest of the bankruptcy courts in adjudicating noncore proceedings.61 Like the
Eleventh Circuit, the Second Circuit concluded that
even as to core proceedings, the bankruptcy court will not have
discretion to override an arbitration agreement unless it finds
the proceedings are based on provisions of the Bankruptcy
Code that “inherently conflict” with the Arbitration Act or that
arbitration of the claims would “necessarily jeopardize” the
objectives of the Bankruptcy Code.62

The standard articulated by the Second Circuit requires “a
particularized inquiry into the nature of the claim and the facts
of the specific bankruptcy.”63 The Second Circuit identified the
following objectives of the Bankruptcy Code as relevant to the
inquiry: (1) the “centralized resolution of purely bankruptcy
issues,” (2) “the need to protect creditors and debtors from
piecemeal litigation,” and (3) “the undisputed power of a bankruptcy court to enforce its own orders.”64 The debtor’s claim
under 11 U.S.C. § 362(h) for violation of the automatic stay was

clearly a core proceeding because it was a claim that invoked
substantive rights created by the federal bankruptcy law and, by
its nature, could arise only in the context of a bankruptcy case.65
Nonetheless, the court held that arbitration of the debtor’s
claims would not jeopardize the objectives of the Bankruptcy
Code for several reasons. First, the debtor’s estate had been
fully administered and her debts discharged. Second, as a purported class action, the debtor’s claims lacked a direct connection to her own bankruptcy case. Finally, a stay was not so
closely related to an injunction that the bankruptcy court was
uniquely able to interpret and enforce its provisions.
Third Circuit
Within two weeks of the MBNA decision, the Third Circuit issued
an opinion addressing the conflict between arbitration and the
Bankruptcy Code and ostensibly rejecting the core/noncore distinction as a basis for determining whether to enforce an arbitration clause. Nonetheless, the Third Circuit’s analysis of the issue is
very similar to that espoused by the Second Circuit.
In Mintze v. American General Financial Services, Inc. (In re
Mintze),66 the Third Circuit reversed the bankruptcy and district
courts and held that a bankruptcy court lacks the “discretion to
deny enforcement of [an] arbitration” agreement because the
“FAA mandates enforcement of arbitration . . . unless
Congressional intent to the contrary is established.”67 In reaching
its decision, the Mintze court built on and extended the standard
articulated by the Third Circuit more than a decade earlier in Hays
& Co. v. Merrill Lynch, Pierce, Fenner & Smith, Inc.68 In Hays,
the Third Circuit held that a claim by an estate against a third party
based entirely on state law arising out of a contract with a binding
arbitration clause was a noncore claim.69 Finding no conflict
between the policies of the FAA and the Bankruptcy Code, the
Hays court concluded that the federal policy in favor of arbitration
mandated enforcement of the arbitration clause.70
In Mintze, the debtor tried to distinguish Hays by arguing
that it applied primarily to noncore proceedings. The Third
Circuit explicitly rejected that argument and held that the Hays
standard applied equally to core and noncore proceedings.71
The Third Circuit reasoned that the distinction between core
and noncore proceedings, although relevant to determining the
ultimate authority of the bankruptcy court, did “not affect
whether a bankruptcy court ha[d] [] discretion to deny
enforcement of an arbitration agreement.”72
The Third Circuit’s decision in Mintze is based on the proposition that the FAA mandates enforcement of arbitration agreements
even as to federal statutory claims unless the party opposing arbitration can “establish congressional intent to create an exception to
the FAA’s mandate with respect to a party’s statutory claims.”73
Finding no evidence of congressional intent “to preclude a waiver
of judicial remedies for the statutory rights at issue,” the Third
Circuit focused on the third prong of the McMahon test: whether
there was an inherent conflict between arbitration and the
Bankruptcy Code.74 Finding that the debtor had failed to raise any
statutory claims created by the Bankruptcy Code, the Third Circuit
determined that the debtor could not establish any “inherent conflict between arbitration of the debtor’s federal and state consumer
protection issues and the underlying purposes of the Bankruptcy
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Code.”75 Accordingly, it held “that the Bankruptcy Court lacked
the authority and discretion to deny enforcement of the arbitration
provision”76 in the parties’ contract.
In short, the Second, Third, and Eleventh Circuits apply
essentially the same analysis in determining whether a matter in
bankruptcy should proceed to arbitration. The standard in all
three circuits is whether the arbitration will conflict with the policies and objectives of the Bankruptcy Code. The Third Circuit
has expressly rejected wholesale reliance on the core versus noncore distinction. Noncore proceedings are nevertheless more
likely to be subject to arbitration because arbitration of those
claims will not generally conflict with the Bankruptcy Code.
Fourth Circuit
In contrast to the foregoing decisions of the Second, Third, and
Eleventh Circuits, the Fourth Circuit’s 2005 opinion in Phillips v.
Congelton, L.L.C. (In re White Mountain Mining Co., L.L.C.)77
suggests the circumstances in which a court is most likely to deny
a motion to compel arbitration. The debtor, White Mountain,
along with one of its owners, Joseph Phillips, began mining operations in May 2001. Over the next year and a half, Phillips
advanced $10.6 million of his own money to the debtor. The
debtor’s other owner, Congelton, L.L.C., asserted that Phillips had
misrepresented White Mountain’s prospects and financial condition when he induced Congelton’s predecessor to purchase onehalf of the company. Congelton commenced an arbitration seeking
a determination that Phillips’s advances should be treated as contributions to capital rather than as loans. Meanwhile, Phillips filed
an involuntary bankruptcy against White Mountain and commenced an adversary proceeding seeking a declaration that the
money he had advanced should be treated as a loan.
Congelton filed a motion in the adversary proceeding seeking
to arbitrate Phillips’s claims in accordance with an arbitration
clause in the parties’ sale and operating agreements. The agreements provided for binding arbitration to take place in London.
The bankruptcy court and district court both denied arbitration and
also denied motions for a stay pending appeal on the basis that the
arbitration would seriously interfere with the debtor’s efforts to
reorganize. The bankruptcy court held a trial in the adversary proceeding and determined that Phillips’s advance of $10.6 million to
White Mountain was a loan. Congelton appealed, arguing that the
bankruptcy court and district court erred in failing to enforce the
arbitration agreement. It also contended that both courts were
divested of jurisdiction to try the adversary proceeding once
Congelton appealed the denial of arbitration.
At the outset, the Fourth Circuit addressed the first prong of the
McMahon analysis, i.e., whether the text of the Bankruptcy Code
reveals congressional intent “to limit or prohibit waiver [through
arbitration agreements] of [the bankruptcy] forum” for the litigation of core proceedings. After recognizing the competing arguments in favor of arbitral and bankruptcy court forums for core
issues, the court declined to resolve whether “the statutory text
itself demonstrates congressional intent to override arbitration for
core claims because this case can be decided under McMahon’s
third line of analysis—whether congressional intent is deducible
‘from an inherent conflict between arbitration and the statute’s
underlying purposes.’”78 The Fourth Circuit found the inherent

conflict in White Mountain to be clear because the adversary proceeding and the arbitration involved the core issue of whether
Phillips’s advances to the debtor were debt or equity.
The Fourth Circuit found persuasive the bankruptcy
court’s findings
that an ongoing arbitration proceeding in London would (1) make
it very difficult for the debtor to attract additional funding because
of the uncertainty as to whether Phillips’s claim was debt or equity,
(2) undermine creditor confidence in the debtor’s ability to reorganize, (3) undermine the confidence of other parties doing business
with the debtor, and (4) impose additional costs on the estate and
divert the attention and time of the debtor’s management (even
though the debtor was not a named party in the arbitration, the proceeding would necessarily involve the debtor’s personnel and business records).79

In this case, the court noted, “resolution of the debt-equity issue
was critical to” the debtor’s plan to reorganize, and the bankruptcy
court planned to “resolve the adversary proceeding on an expedited basis.”80 Resolution in the bankruptcy court, the Fourth Circuit
observed, would “allow all creditors, owners and parties in interest
to participate [in a centralized proceeding] at a minimum of
cost.”81 On that basis, it upheld the bankruptcy court’s decision not
to compel arbitration.
Although recognizing that bankruptcy courts have less discretion to compel arbitration of a core matter, the Fourth Circuit’s
decision in White Mountain highlights the type of situation that
will most likely result in an order denying a motion to compel
arbitration. If the proceeding is a core proceeding and the debtor
can persuasively argue that the dispute will hamper the debtor’s
legitimate efforts to reorganize, a party will have difficulty compelling arbitration. Two other facts tipped the balance against arbitration in White Mountain. First, the bankruptcy court had already
decided the dispute before the matter was decided by the Fourth
Circuit. Second, the arbitration was to take place in London. That
forum would not only impose significant costs (although that fact
was not explicitly mentioned by the court) but also would make it
more difficult for all creditors, owners, and interested parties to
participate. Given these facts, the Fourth Circuit opinion is not surprising and not in conflict with the decisions by the other circuits.
Arbitration in Franchise Bankruptcies
There are few reported decisions addressing the enforceability of
arbitration clauses in the context of a franchise or distributor
bankruptcy. However, two decisions, In re Hemphill Bus Sales,
Inc.,82 and Slipped Disc Inc. v. CD Warehouse, Inc. (In re
Slipped Disc, Inc.),83 warrant discussion.
In Hemphill Bus Sales, the debtor was a distributor of school
buses pursuant to a contract containing a broad arbitration clause.
The manufacturer moved for relief from the automatic stay to arbitrate whether the distribution contract had been validly terminated
prepetition. The manufacturer argued that the matter was simply
one of state contract and statutory law and was therefore noncore.
The bankruptcy court rejected these arguments and held that the
matter was core and that arbitration would conflict with the purpose and objectives of the Bankruptcy Code.84 Accordingly, the
court refused to allow the matter to be arbitrated.

Published in Franchise Law Journal, Volume 27, Number 1, Summer 2007. © 2007 by the American Bar Association. Reproduced with permission. All rights
reserved. This information or any portion thereof may not be copied or disseminated in any form or by any means or stored in an electronic database or retrieval
system without the express written consent of the American Bar Association.

Central to the holding in Hemphill Bus Sales was the court’s
consideration of the effect that resolution of the dispute would
have on the debtor’s ability to successfully reorganize. In its ruling, the court cited testimony that the debtor would lose approximately $1 million if the distribution contract were terminated
retroactively.85 The court therefore held that “the resolution [of
the dispute] is integral to the Debtor’s successful reorganization.”86 Moreover, the court rejected the manufacturer’s argument that only its interests and the debtor’s interests were to be
considered in determining whether to allow arbitration. Instead,
the court held that the interests of the debtor’s creditors also had
to be considered: “The interests of the creditors of this estate in
the outcome of this dispute is a legal interest which, given that
the determination of the dispute directly affects the Debtor’s
ability to reorganize, overrides either [the manufacturer’s] or the
Debtor’s individual rights under the arbitration clause.”87
The court found that the interests of the creditors necessitated
the creditors’ representation at the resolution of the dispute:
Determinations respecting such an asset are of too great an
importance to the creditors of the estate to be conducted absent
representation of those creditors’ interests. The creditors of
this estate whose interests are paramount in the bankruptcy
court are not parties to the [d]istribution [c]ontract or the arbitration clause. . . . This Court strongly agrees with [In re
Continental Airlines Corp., 64 B.R. 865 (Bankr. S.D. Tex.
1986)] that the bankruptcy court is better equipped than an
arbitration panel to take cognizance of the interests, in a reorganization, of both the debtor and the creditors.88

Although the court in Hemphill Bus Sales refused to allow
arbitration of what was arguably a noncore claim, the court in
Slipped Disc allowed arbitration of a claim that, strictly speaking,
was a core proceeding. In Slipped Disc, the debtor franchisee initiated an adversary proceeding against its franchisor, claiming that
the franchisor had breached the franchise agreement by granting
another franchise within the debtor’s exclusive franchise territory.
The debtor argued that the adversary proceeding was a core proceeding pursuant to 28 U.S.C. § 157(b)(2)(C) because it constituted a counterclaim by the estate against a creditor (the franchisor)
that had filed a proof of claim.
The bankruptcy court rejected the debtor’s characterization of
its claim as a core proceeding. In so doing, the court held that core
is to be restrictively defined when determining whether to enforce
an arbitration clause in bankruptcy.89 The court held that in such
situations, the definition of core should be restricted to issues that
exclusively involve bankruptcy matters.90 Claims that do not
implicate substantive rights granted by the Bankruptcy Code are
noncore and suitable for arbitration even if the claims are asserted
against a creditor that has filed a proof of claim and therefore technically fall within the statutory definition of core.91
Hemphill Bus Sales is an example where the bankruptcy court
took a nominal noncore state law claim, arising under the debtor’s
prepetition contract, and characterized it as core because of the
importance of the claim to the debtor’s ability to reorganize. The
continuing viability of a franchise agreement is often integral to a
debtor’s ability to reorganize. As a result, the court’s rationale in
Hemphill Bus Sales could be used by other courts to defeat a fran-

chisor’s effort to arbitrate its disputes with debtor franchisees. In
contrast, the Slipped Disc court permitted arbitration by taking a
restrictive view of what constitutes a core proceeding. Franchisors
will generally have a proof of claim in a franchisee bankruptcy.
Accordingly, the rationale for the decision in Slipped Disc can be
cited by franchisors to diminish the relative importance of the proof
of claim in the analysis of the enforceability of the arbitration clause.
Taken together, these cases demonstrate the uncertain enforceability
of an arbitration agreement in a franchisee bankruptcy.
Practical Considerations
No matter how well an arbitration agreement is drafted,
there will be times when it will be trumped by bankruptcy
law. For example, a bankruptcy court will likely not allow
arbitration of an otherwise arbitrable matter where resolution of the dispute could affect the probability of a successful reorganization. Nonetheless, based upon the cases discussed in this article, a number of practical considerations
can be identified to increase the likelihood that the arbitration agreement will be enforced.
First, the franchisor should refrain from including within the
arbitration agreement prearbitration requirements. For example,
some franchise agreements require arbitration only after the parties have engaged in informal settlement discussions and then
formal mediation. These prearbitration requirements can substantially increase the time before an arbitration award is rendered. Similarly, provisions that allow a lengthy period of time
in which the parties can designate their arbitrators will increase
the time it will take the parties to arbitrate their dispute. Since
franchisor-franchisee disputes are many times an integral factor
in whether the debtor will successfully reorganize, effort should
be made to streamline the contractual arbitration process so that
the arbitration can be concluded as expeditiously as possible.
Second, the arbitration agreement should contain specific
reference to the enforcement of the agreement in the bankruptcy context. A prepetition acknowledgement by the debtor of
the enforceability of the arbitration agreement in bankruptcy is
unlikely to be dispositive. Nonetheless, such an acknowledgement will at least provide support for the franchisor that seeks
to hold its franchisee to the franchisee’s prepetition promises.
Third, the franchisor should ensure that it does not waive
its arbitration rights. The franchisor whose franchisee files for
bankruptcy protection must necessarily participate in the bankruptcy process. Nevertheless, the franchisor should, in all filings and court appearances, clearly and unequivocally preserve its arbitration rights. All filings should contain a reservation of arbitration rights, and counsel should reserve those
rights on the record at court hearings. Moreover, the franchisor
should move as expeditiously as possible to exercise its arbitration rights. Such prompt action negates any argument that
the franchisor has waived its arbitration rights by inaction.
Fourth, the franchisor should not allow the debtor to compress
the time period available for confirmation of its plan of reorganization. For example, if the postpetition financing negotiated by the
debtor is available for only a limited period of time, this would
require the debtor to propose and confirm its plan of reorganization on an expedited basis. In such a situation, the bankruptcy
court could refuse to allow arbitration because the arbitration
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would likely not be concluded before the confirmation deadline,
thus affecting the ability of the debtor to successfully reorganize.
Accordingly, the franchisor should object to any attempt by the
debtor to approve postpetition financing that provides for a limited or compressed confirmation period.
Fifth, to the extent that disputes likely to arise under a franchise agreement will involve technical or other specialized
knowledge, the arbitration agreement should provide for an
arbitration panel comprised of practitioners with such technical or specialized knowledge. The bankruptcy courts are more
likely to allow arbitration when the parties have negotiated for
a specialized panel.
The franchisor can never be sure if the bankruptcy court
will enforce the arbitration agreement. Nonetheless, these
practical considerations will assist the franchisor in enforcing
its arbitration rights.
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