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For more than 30 years, attorneys and clients
in California have resolved disputes over
legal fees and costs through the Mandatory
Fee Arbitration Act (MFAA).! Under the
MFAA, local bar associations conduct non-
binding arbitrations for the disputants, and
parties dissatisfied with the result of an arbi-
tration can move for a trial de novo in supe-
rior court. But the days of the MFAA appear
to be numbered. A recent California Supreme
Court case, Schatz v. Allen Matkins Leck
Gamble & Malloy LLP,? has eviscerated the
MFAA and, if that were not enough, cases
construing the Federal Arbitration Act have
created authority that threatens to preempt
what little remains of the MFAA.

The unraveling of the MFAA has been
sudden, but it should not have been unex-
pected. In 2004, the California Supreme

24 Los Angeles Lawyer April 2009

Court in Aguilar v. Lerner? found that the
binding arbitration clause in an attorney-
client fee agreement was not superseded by the
MFAA, but the majority opinion narrowly
based the decision on the client’s waiver of the
MFAA. Justice Chin, in a concurring opinion
joined in by two other justices, advocated
overruling Alternative Systems, Inc. v. Carey,*
a 1998 decision in which the court of appeal
held that the MFAA displaced agreements
between attorneys and clients for binding
arbitration of their fee disputes. Indeed, until
Schatz in January 2009, the prevailing view
was that the MFAA had implicitly repealed
the older California Arbitration Act (CAA)S
as it pertained to binding arbitration agree-
ments between attorneys and clients over fee
disputes.

Although Alternative Systems and the

A recent California
Supreme Court decision
has eviscerated
the effectiveness
of the Mandatory
Fee Arbitration Act

ecision, Justice
posed significant
cracks in the MFAA edifice regarding its sup-
port of California’s strong public policy pro-
moting a single binding arbitration pursuant
to the CAA. In Schatz, a unanimous court
upheld binding arbitration clauses, enforce-
able under the CAA, as being complementary
to—and not in conflict with—MFAA arbi-
tration.

In 1976, the State Bar of California Board
of Governors found that attorney-client fee
disputes “were the most serious problem
between members of the bar and the public.”6

Kurt L. Schmalz, a shareholder in the Beverly Hills
law firm of Lurie, Zepeda, Schmalz & Hogan, spe-
cializes in business litigation in state and federal
courts.
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The State Bar proposed the creation of a con-
sumer-oriented arbitration system that would
counteract the perceived disparity in bar-
gaining power between attorneys and clients.”
In enacting the MFAA, the California
Legislature opted to devise an arbitration
scheme that was separate and distinct from
the previously established CAA. Under the
MFAA, the State Bar Board of Governors
was tasked with setting up a system and pro-
cedure for the arbitration of disputes over fees
charged for professional services by mem-
bers of the California bar or by members of
the bar of other jurisdictions.?

The MFAA offers a dispute resolution
scheme that includes arbitration, mediation,
and ultimately (if either party rejects the arbi-
tration award) a trial in superior court. The
MFAA’s dispute resolution procedure is lim-
ited to disputes between attorneys and clients
over attorney’s fees and costs and is specifi-
cally inapplicable to “claims for affirmative
relief against the attorney for damages or
otherwise based upon alleged malpractice or
professional misconduct.”® The MFAA sys-
tem that has developed over the past 30 years
involves arbitrations conducted through local
bar association programs that are subject to
review by the State Bar Board of Governors.1?

An MFAA arbitration usually is triggered
when an attorney sends a client a written
notice of the client’s right to arbitrate under
the MFAA. If the client fails to initiate an
MFAA arbitration before a local bar associ-
ation within 30 days following receipt of this
notice, the client waives the right to arbitra-
tion under the MFAA, and the attorney is enti-
tled to sue the client in court for fees or, if
appropriate, to initiate a private arbitration
outside the MFAA.11 The client can also
waive the right to an MFAA arbitration by
seeking judicial resolution of the fee dispute
or suing the attorney for legal malpractice or
other affirmative relief.12 If the attorney files
a lawsuit or other legal proceeding against the
client to collect fees (including a private arbi-
tration) without giving the client written
notice of the right to MFAA arbitration, the
client can stay the legal proceedings by serv-
ing and timely filing a request for arbitration,
pursuant to the MFAA, or ask the court to
dismiss the legal proceeding brought by the
attorney.!3

The MFAA, designed to be consumer
friendly, allows the client to participate in
the MFAA arbitration without having to hire
a second attorney. Indeed, the MFAA sys-
tem is voluntary for the client but mandatory
for the attorney, if the arbitration procedure
is properly initiated by the client.”* However,
unlike arbitration under the CAA, the award
in an MFAA arbitration is only binding if nei-
ther the attorney nor the client rejects the
award and seeks a trial in superior court no
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later than 30 days after service of the award
on the parties.!’

Significantly, the ability of the parties to
reject an MFAA award and proceed to trial
in court is in conflict with California’s strong
policy that parties who agree to resolve their
disputes in private arbitration should be
allowed to do so in a single binding arbitra-
tion. Moreover, the MFAA is a “closed sys-
tem” of special arbitration before local bar
associations, not a binding arbitration in a pri-
vate forum like the American Arbitration
Association or similar organizations.'® The
hybrid nature of the MFAA system—a com-
bination of nonbinding arbitration and judi-
cial proceedings—clearly clashes with the
core concept of arbitration, which is the pri-
vate resolution of a dispute in a single pro-
ceeding outside of court.

State and National Public Policy

The CAA, which was enacted in 1961, “rep-
resents a comprehensive statutory scheme
regulating private arbitration in California.”!”
The CAA emphasizes private arbitration as a
favored procedure for “speedy and relatively
inexpensive means of dispute resolution.”!$
In enacting the CAA, the legislature expressed
a “strong public policy” in favor of private
arbitration when the parties to a contract
have agreed to arbitrate their disputes.!® The
CAA sets forth procedures for the enforce-
ment of agreements to arbitrate;20 establishes
rules for conducting arbitration proceedings,
but the parties may otherwise agree to their
own;2! describes the circumstances in which
the awards of arbitrators may be judicially
vacated, corrected, confirmed, and enforced;?2
and specifies where, when, and how court
proceedings that relate to arbitration matters
will take place.2?

Private arbitration is a policy priority not
only in California. The Federal Arbitration
Act (FAA) makes agreements to arbitrate dis-
putes a national policy priority as well.24
Moreover, a growing body of case law cites
the federal preemption doctrine to invalidate
state laws that interfere with contracts
between parties to resolve disputes through
a single binding arbitration.?’

Thus the interplay between the MFAA, on
the one hand, and the FAA’s strong public pol-
icy in favor of the contractual arbitration of
disputes, on the other, does not bode well for
the continued viability of the MFAA. In the
FAA, not only did Congress declare “a
national policy favoring arbitration,”26 but it
also used its authority to regulate interstate
commerce to withdraw the power of the
states to require a judicial forum for the res-
olution of claims that the contracting parties
agreed to resolve by arbitration.?”

The FAA applies to arbitration provisions
in written maritime contracts or contracts

“evidencing a transaction involving com-
merce.”?8 The courts have found the FAA to
apply when a contract facilitates interstate
commercial transactions or directly or indi-
rectly affects commerce between the states.2?
Given the wide scope of what constitutes a
transaction involving or affecting commerce,
few commercial transactions, including those
between attorneys and clients, would fall
outside the ambit of the FAA. Even a garden
variety sale of residential property in Cal-
ifornia was held to be a transaction involv-
ing interstate commerce when the purchase of
the property was financed by a Federal
Housing Administration loan and the parties
used the forms copyrighted by the National
Association of Realtors in the transaction.3?
Accordingly, a large number of attorney-
client fee agreements in California could
involve commerce sufficient to invoke the
FAA—even agreements between a California
attorney and a California-based client.

The FAA establishes an obligation to arbi-
trate notwithstanding any state substantive or
procedural policy to the contrary.3! The
national policy in favor of arbitration applies
in state as well as federal courts and “fore-
closes state legislative attempts to undercut the
enforceability of arbitration agreements.”32
Thus, when parties agree to arbitrate all
issues arising under a contract, “state laws
lodging primary jurisdiction in another forum,
whether judicial or administrative, are super-

seded by the FAA.”33

The Impact of Schatz

The MFAA scheme clearly is fundamentally
different from binding arbitration under the
CAA or FAA. Until Schatz, the prevailing
view was that if an attorney and his or her
client specified in their initial fee agreement
that all disputes would be resolved by bind-
ing arbitration, the MFAA system displaced
binding arbitration for a fee dispute. In Schatz,
however, the California Supreme Court tried
to harmonize the MFAA’s nonbinding arbi-
tration with the binding arbitration provided
for by the standard arbitration clause in attor-
ney-client fee agreements enforceable under
the CAA.

As a follow-up to Justice Chin’s concur-
ring opinion in Aguilar, the Schatz court
found that the MFAA’s right to a trial de
novo was not intended to override a con-
tractual obligation to arbitrate disputes pur-
suant to the CAA. In examining the statutory
language of the MFAA and the CAA and
“the strong public policy in favor of binding
arbitration as a means of resolving disputes,”
the court found that after completion of the
nonbinding arbitration under the MFAA, the
dissatisfied party could seek a trial de novo
“unless the parties had agreed to binding
arbitration.”34 In that situation, according to



the court, the parties would move to a bind-
ing arbitration, as they had agreed, and not
to a trial in court.3’ The justices rejected the
contention, adopted by the court of appeal
reviewing Schatz, that the MFAA had implic-
itly repealed a portion of the CAA as it related
to attorney-client fee disputes:

It would be illogical, and contrary to

the purpose behind both the MFAA

and the CAA, for the Legislature to
permit attorneys to evade their agree-
ment to arbitrate if, but only if, the
client invokes the MFAA....[A]n adop-
tion of Schatz’s position of implied
repeal would result in a statutory
scheme that is quite illogical. Giving
effect to both the MFAA and the CAA,

on the other hand, would be consistent

with the distinct purposes behind both

of those statutory schemes.3¢

Despite the court’s efforts to harmonize the
MFAA system with CAA binding arbitra-
tion, after Schatz it is hard to tell what is really
left of the MFAA. Why would clients opt for
a nonbinding MFAA arbitration when they
had agreed to binding arbitration in the first
place? Are two arbitrations—one under the
MFAA and the other under the CAA—some-
thing that furthers a client’s interest in an
efficient and relatively inexpensive resolu-
tion of an attorney’s fee dispute? A non-
binding arbitration—with its significant filing
fees of up to $5,000 as well as other expenses
and burdens on the client—seems to be point-
less.3” The client would be better off skipping
the nonbinding MFAA arbitration and adju-
dicating all claims against the attorney in a
single binding arbitration or, if the arbitration
clause is waived or challenged, in court. Two
arbitrations to solve one attorney-client fee
dispute is not the consumer-oriented, cost-effi-
cient system that the MFAA was supposed to
create.

Before Schatz, clients could use the MFAA
system to avoid binding arbitration agree-
ments they had signed, using the trial de
novo provision to get a jury trial. Schatz
closed the door on that strategy in those cir-
cumstances when a valid arbitration agree-
ment exists between attorney and client.

Thus, there seems to be little upside for
clients to invoke the MFAA following Schatz.
The next step may be for the legislature to
clarify whether it actually intended for the
MFAA to modify the CAA for attorney’s fee
disputes. Alternatively, it may be time to
repeal the MFAA and have fee disputes gov-
erned by the CAA when attorneys and clients
have agreed to binding arbitration in their ini-
tial fee agreements.

Federal Preemption Analysis

In crafting a response to Schatz, the legisla-
ture should be mindful that the current MFAA

system does not fare well under a federal
preemption analysis involving the FAA. To
date, the issue of whether an arbitration
under the FAA supersedes the MFAA system
has not been squarely addressed in a published
decision by either the California state or fed-
eral courts.3® However, after Schatz, the like-
lihood is high that a state or federal court will
soon address the issue of whether the MFAA
is preempted by the FAA.

At first glance, an argument could be
made that an agreement between a California-
licensed lawyer and a California resident for
a legal matter arising in California does not
evidence “a transaction involving [interstate]
commerce.” Several unpublished California
cases have reached this conclusion and
rejected the FAA’s applicability to attorney-
client disputes.?? One recent published court

of appeal decision, in dictum, noted that
when parties have a California choice of law
provision in their agreement and choose to
arbitrate in accordance with California law,
preemption under the FAA would not
occur.40

However, the preemption analysis em-
ployed by federal courts, and a few California
courts, supports the argument that a fee
agreement between a California attorney and
a California client could evidence a transac-
tion involving commerce or an activity that
directly or indirectly affects commerce.*! The
U.S. Supreme Court has stated repeatedly
that the practice of law is important to the
national economy and, in the aggregate, the
activities of lawyers have a significant effect
on interstate commerce.*2 Thus, even though
a specific attorney-client agreement at issue
may not actually reflect a transaction in inter-
state commerce, the cumulative effect of this
legal activity creates an impact sufficient to
affect commerce and trigger the FAA.

Moreover, what might first appear to be

a completely intra-state transaction between
a California attorney and a California resident
could affect interstate commerce if either the
lawyer or client had offices outside California
or if significant meetings or depositions in the
case were expected to take place outside
California. Similarly, if lawyers touted them-
selves to clients as having a reputation for rep-
resenting clients or handling matters outside
California, a court may find that the repre-
sentation probably evidences interstate com-
merce. Also, if all or some of the defense
costs of an engagement are being paid by an
insurance company located outside California,
the effect on interstate commerce from the
payment of insurance money should be suf-
ficient to trigger the applicability of the FAA
to a dispute between the attorney and the
client when there is a signed arbitration agree-

ment between them.

Given the apparent resistance of some
California courts to apply federal preemption
to state-mandated proceedings in conflict
with the FAA, attorneys who want their arbi-
tration clauses to be enforceable should make
sure that their fee agreements include recita-
tions of the interstate aspects of their engage-
ment. For example, the fee agreement con-
taining the binding arbitration clause should
include language about the interstate nature
of the legal profession and its impact on the
national economy. If out-of-state meetings
or depositions are contemplated or out-of-
state experts or consultants are expected to
be retained, those facts also should be refer-
enced in the agreement, along with a state-
ment that the arbitration will be conducted
pursuant to the FAA.

Of course, mere recitals will not create an
effect on interstate commerce where none
exists. Still, the marshaling of facts in the fee
agreement to show the transaction’s effect
on commerce could be the difference between

Los Angeles Lawyer April 2009 27



an enforceable binding arbitration clause and
one that opens the door to state-mandated
administrative or judicial proceedings. As
the U.S. Supreme Court has stated: “[A]ny
doubts concerning the scope of arbitrable
issues should be resolved in favor of arbitra-
tion, whether the problem at hand is the con-
struction of the contract language itself or an
allegation of waiver, delay, or a like defense
to arbitrability.”43

While these precautions could make the
difference, ultimately practitioners will gain
further guidance from the inevitable head-on
clash between the FAA and the MFAA.
Recently, in Preston v. Ferrer, the U.S. Su-
preme Court held that the FAA preempts the
administrative review provisions of the
California Talent Agencies Act.*4 In 1984, the
Supreme Court invalidated the arbitration
preclusion provisions of California’s Franchise
Investment Law on the basis of FAA pre-
emption.*> The MFAA is likely to meet a
similar fate once the FAA preemption issue is
properly raised in court.

Even after the California Supreme Court
held in Schatz that binding arbitration could
replace the trial de novo option when the
parties had agreed to binding arbitration,
the nonbinding arbitration component of the
MFAA would probably conflict with the FAA.
As the U.S. Supreme Court noted in Preston,
“A prime objective of an agreement to arbi-
trate is to achieve ‘streamlined proceedings
and expeditious results.””4¢ The Preston Court
rejected the argument that an administrative
proceeding that merely postponed the arbi-
tration did not conflict with the FAA.
According to the Court, the initial proceed-
ing would delay the binding arbitration in
contravention of the intent of Congress to
move parties to an arbitrable dispute out of
court and into arbitration as quickly and
easily as possible.4”

Accordingly, if the state legislature decides
to review the MFAA post-Schatz, it may want
to consider repealing the MFAA and letting
the CAA control fee disputes when the par-
ties have agreed to binding arbitration.
Having attorney-client disputes for fees and
other issues, including legal malpractice,
resolved in a single binding arbitration rather
than multiple arbitrations or other proceed-
ings could be a more efficient and inexpen-
sive alternative to the present system.

Another legislative alternative would be to
keep the MFAA initial arbitration in place but
make that arbitration binding only on the
attorney. The client could reject the arbitra-
tion award and thereafter seek a trial de novo
or go to binding arbitration if the parties
had agreed to binding arbitration in the fee
agreement. The lawyer, however, would have
to accept the results of the MFAA arbitration.
Although many lawyers would object to such
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an arrangement as being unfair, this change
in the MFAA by the legislature would be
consistent with its original consumer-ori-
ented purpose.*8 Moreover, the client would
have an incentive to use the MFAA, whereas
after Schatz the initial arbitration—which
either party could reject—would probably
be a waste of the client’s money. Clearly the
MFAA, without legislative resuscitation, has
reached the end of its useful life as an efficient
dispute resolution system. [
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