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QUESTIONING THE UBIQUITOUSNESS, BUT NOT THE 
VALUE, OF ARBITRATION CARVE-OUTS 

 
Larry A. DiMatteo* 

Christopher R. Drahozal & Erin O’Hara O’Connor’s article entitled 
Unbundling Procedure: Carve-Outs from Arbitration Clauses impressively 
describes the phenomena of carving-out and carving-in in dispute 
resolution clauses. The authors provide an outstanding descriptive analysis 
of the hybridization of dispute resolution provisions in contracts between 
sophisticated parties.1 The general literature and legal practice find that 
arbitration clauses are widely used, especially in the international or 
transborder settings. My review of numerous international contracts, 
especially those involving the sale of goods, has found that the use of 
standard or boilerplate arbitration clauses is prevalent.2 This is the result of 
what the authors refer to as the “binary choice” between arbitration and 
litigation.3 Despite their findings of the existence of customized dispute 
resolution clauses through the use of carve-outs and carve-ins, the more 
normative side of their analysis is of more fundamental importance—the 
abdication by lawyers in failing to customize important and ubiquitous 
clauses, such as arbitration and force majeure clauses. 

The authors’ analysis centers on the benefits and costs of unbundling 
judicial and arbitral procedures in order to provide the most post hoc 
efficient methods of dispute resolution. I am not so sure if such 
transaction-costs modeling, including the concepts “bifurcation costs” 
(additional costs related to dividing different types of claims between 
judicial and arbitral forums) and “specification costs” (capturing the 
variety and uncertainty of the different risks and future types of claims) is 
necessary to make the case for the under-customization of dispute 
resolution clauses. This is not to be taken as being critical of the clarity 
that their two-step approach to customization brings to the issues. Drahozal 
& O’Hara O’Connor’s two-stage process for the customization of 
arbitration clauses is exceptionally helpful in framing how customization 
can be obtained. The two-stage process involves the parties choosing a 
dominant method of dispute resolution (arbitration or litigation) and then 
customizing it through the incorporation of carve-out areas in which access 
to the alternative method is made available.4  

I begin my commentary with two comments—one pedantic and the 
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other substantive—before a moving to a more in-depth analysis of the 
importance of the article. First, the space taken to explain carve-outs and 
carve-ins is unnecessary and adds a bit of complication that can easily be 
avoided. The carve-out term is used when the core dispute resolution 
method is arbitration and refers to the express and rare instances when 
recourse to courts are allowed, such as to obtain injunctive relief. Carve-
ins are used when the judicial forum is chosen as the core dispute 
resolution method, but certain exceptions (carve-ins) allow the parties to 
use arbitration. This distinction is unnecessary, as implied in the title of the 
article, which mentions only carve-outs. The term carve-out is sufficient to 
describe the phenomenon where parties select a dominant form of dispute 
resolution with exceptions (carve-outs) that allow recourse to another 
form. 

The substantive criticism is that the authors fail to adequately describe 
the unbundling process. They state that unbundling through carve-outs is 
often done based upon the type of claim brought or the type of remedy 
being sought.5  But other than the preference for obtaining injunctive relief 
through the courts,6 before or during arbitration, very little description is 
provided as to what unbundling judicial or arbitral procedures would look 
like. An opportunity is missed by the simplified choice between litigation 
and arbitration. Arbitration is just one of numerous methods found under 
the umbrella of alternative dispute resolution. A dispute resolution clause 
may be customized not so much by the binary unbundling of arbitration or 
litigation, but also by providing a menu of methods. For example, the 
“arbitration clause” may provide a more granulated process where the 
parties first seek conciliation, then proceed to mediation, and, as a last 
result, proceed to arbitration. Specification costs are avoided because this 
is a natural progression not based upon the need to ferret out claims and 
remedies that may come to fruition at the time of a future dispute. Also, 
there may be some bifurcation costs associated with undertaking a number 
of procedures. But, these costs are more than offset by the cost savings of 
ending a dispute early in the progression. For example, the customizing of 
an arbitration clause should include mediation as a first resort (Med-Arb 
clause), given the evidence that a great many of disputes will be settled at 
the more frugal level of mediation. 

The above substantive criticism may be unfair given that the empirical 
data used by Drahozal & O’Hara O’Connor may not have provided the 
means to determine whether such customization actually exists. However, 
the type of menu of dispute resolution methods, mentioned above, could 
have been discussed at a more abstract level. Also given the types of 
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contracts discussed and the relative small sample size for some of the 
types, generalization to all types of contracts is problematic. The authors 
note that “[i]t has not yet been possible to study these arbitration clauses 
in many contractual settings.”7  

Relating to international agreements, Drahozal & O’Hara O’Connor 
state that “[w]ith one exception …, carve-outs are included in relatively few 
international and foreign agreements.”8 This is understandable given the 
fact that arbitration is the common form of dispute resolution in 
international business transactions. Sophisticated business entities prefer 
the expertise provided by highly skilled arbitrators, knowledgeable in trade 
usage and practice, to resolve their disputes. They correctly reference the 
fact that arbitral awards are much more easily enforceable in foreign courts 
than court judgments. This is due to the power of the New York 
Convention,9 which has a list of 154 signatory countries.10  The authors 
assert that one reason for the resort to arbitration is lack of trust in foreign 
court systems. They give as an example the use of arbitration in 
technology and joint venture agreements where one of the parties is from 
China.11 This is surely true given the lack of expertise displayed by 
Chinese courts in the area of intellectual property rights. A future 
longitudinal study of the “expertise” problem, in the processing of such 
contracts in the Chinese court system, would be interesting as China has 
moved to developing specialized courts to handle intellectual property law 
disputes.12 

The use of carve-outs documented by the authors’ empirical survey is 
understandable given the types of contracts selected for study: CEO 
Employment Contracts, Technology Contracts, Joint Venture Agreements, 
and Franchise Agreements.13 The first three types involve highly 
sophisticated parties, with highly skilled legal representation. The fourth 
type (franchise contracts) is often the product of power and informational 
asymmetries in which the franchisor dictates carve-outs that protect their 
interests. Also, carve-outs in these types of contracts can be understood as 
protecting proprietary information. This is shown by the remarkable 
similarity of the carve-outs across these contract types where the carve-
outs are limited to a few areas—non-competition, confidentiality, anti-
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solicitation, non-disclosure, and protection of intellectual property rights. 
In a sense, these similarities support an argument that these different 
contracts can be grouped into a single type of contract involving 
information sharing and the protection of the shared information. This is 
evidence of limited customization (carve-outs) due to the type of contracts 
reviewed and the limited nature of the carve-outs. The findings related to 
mobile service contracts seemed less meaningful given the idiosyncratic 
nature of such contracts and the lack of statistical power given the small 
sample size. 

Drahozal & O’Hara O’Connor suggest a number of explanations for the 
lack of customization—negative signaling, lawyer neglect, and forecasting 
costs. They argue that the costs of specification and forecasting due to the 
uncertainty of risks and types of claims-remedies that may occur make the 
negotiation and drafting of such clauses cost prohibitive.14 This assertion is 
hard to argue with, but it is also hard not to place a good part of the blame 
on the transactional lawyers. Optimism bias plays a role in business 
parties’ neglect of end-of-contract scenarios short of full performance. But 
sophisticated, experienced lawyers should not be affected by such bias. 
Plus, the cost of the development of a number of customized clauses by 
lawyers can be spread over numerous client contracts. I believe that the 
authors have it right when they state, “unbundling may not occur because 
the lawyers drafting contracts are acting out of habit rather than pursuing 
optimization goals.”15 Assuming sophisticated parties with “sophisticated” 
lawyers, the transaction costs should greatly diminish once standard 
unbundling clauses are created. Lawyers “bank” previous work and re-
apply it to future clients. 

An argument is made that arbitration clauses are tradeoffs between 
high-low costs and high-low quality.16 As a general rule or theory, this is 
likely the case, but the trade-off between low cost-low quality arbitration 
and high cost-low quality arbitration is a simplified model. You may be 
able to obtain, for example, low cost-high quality arbitration depending on 
the type of issue or claim being contested. Often the costs can be 
controlled by limitations placed in the arbitration clause. Also, conciliation 
and mediation procedures are generally low cost and high quality. The 
quality assessment is ensured by the very fact that the parties control the 
final decision or settlement and they are the best evaluators of quality. That 
is, quality is high from an internal perspective, though it may seem to be of 
low quality from an external perspective. In the end, it is the internal 
perspective that counts—it is the essence of freedom of contract and the 
idiosyncratic nature of preferences and values. 

Despite the above commentary, it is important to restate the high 
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quality and importance of Drahozal & O’Hara O’Connor’s work. They 
provide an excellent analysis and argument for the unbundling of dispute 
resolution procedures in order to develop a proper fit or customization for 
given contracting parties in a given transaction. I hope my comments are 
taken in a positive light because I thoroughly enjoyed reading the article. 
My comments should be framed in the context of the authors’ statement 
that their study “suggests a number of possible implications for future 
scholarship and public policy related to both arbitration and courts.”17 The 
essence of the article is the establishment of a theoretical construct for the 
unbundling of dispute resolution clauses. This construct provides the 
framework for much needed future scholarship. From this perspective, the 
authors have admirably achieved the ultimate goal of their research. I 
believe that future research will triumph the need to customize arbitration 
clauses in order to limit transaction costs and reduce animosity at the back 
end of the contracting process. The benefits of a customized arbitration 
clause in many cases will far outweigh the additional ex ante transaction 
costs in the negotiation and drafting of such clauses.  

Drahozal & O’Hara O’Connor take customization of dispute resolution 
clauses to a new theoretical level. They rightly reject that the preferred 
approach that parties are faced with a binary selection between litigation 
and arbitration. Instead, they offer a preferred model involving a two-stage 
process. First, a selection is made between litigation and arbitration as the 
general method of dispute resolution. Second, the parties customize that 
selection through carve-outs, allowing resort to the other method for 
certain claims or remedies.18 From a normative and practice perspective, 
the article provides a great service in highlighting the narrowness and 
formulaic nature of modern contract drafting, even in high-value contracts. 
Karl Llewellyn and the Legal Realists had it right when they exclaimed 
that the best understanding of contract law and contract drafting is 
achieved through the prism of remedies and damages. The customization 
of dispute resolution clauses, as discussed by the authors, forces the parties 
and their attorneys to ask the all-important “what if” question—what 
should the remedy and process of resolution be for each of the different 
types of breaches and claims that may occur? The lawyers that put this 
question into practice draft clearer contracts and save clients substantial 
transaction costs on the backend of the transaction. As customization 
through unbundling becomes more common and “standardized,” the lower 
will be the upfront transactions costs of negotiating and drafting of such 
clauses. 
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