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Study H-820 November 21, 2001

Memorandum 2001-99

Mechanic’s Liens: Double Payment Problem
(Comments on Tentative Recommendation)

This memorandum reviews comments we have received on the Commission’s

Tentative Recommendation on The Double Payment Problem in Home Improvement

Contracts (September 2001). (Another copy of the tentative recommendation is

included for Commissioner reference.)
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Overview of Comments

Commentary has been almost uniformly negative, although the reasons vary.

James Acret finds that the proposal would “needlessly complicate the mechanics

lien statute and, on balance, would do more harm than good.” (Exhibit p. 1.)

Gordon Hunt concludes that the proposal is “unreasonable, unworkable, unfair

and in short, ‘a bad idea’ that should not be adopted.” (Exhibit p. 22.) Norm

Widman of Dixieline Lumber gives the Commission credit for attempting to find

an equitable solution for all parties, but concludes that the proposal would

destroy the lien rights of subcontractors and suppliers. (Exhibit p. 59.) The

Building Industry Credit Association opposes the proposal; “the cure is worse

than the disease.” (Exhibit p. 71.)

Several commentators expressed the concern that the proposal penalizes

subcontractors and suppliers (as well as owner), who will suffer the burdens,
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incur the costs, and risk nonpayment, when the “bad guys” — the unethical

prime contractors — go unpunished and are free to manipulate the system with

impunity. (See, e.g., Exhibit pp. 3, 5, 32, 61, 65-66, 70, 73.)

The “Problem”

Many commentators believe there is no problem or if there is a problem it is

minor or that there is some other problem that isn’t being addressed. (See, e.g.,

Exhibit pp. 3 (“trying to fix something that is not broken”), 6 (“It’s not broken; it

just needs a tune-up.”), 33 (“not broke and adding bonding will not fix

anything”), 42 (“we do not believe that the double payment problem is anywhere

near as extensive as the CLRC has been led to believe”), 47 (“why change

something that has worked well” — from a joint control company represented by

Sam Abdulaziz). (See also Exhibit pp. 50, 52-53, 71, 77, 79, 106.)

Rod Den Ouden, a sand and gravel supplier, questions the degree of the

problem and reports that his company has used the lien law “to force people to

deal with us” but has never “taken away homes.” (Exhibit p. 63.) It should be

recognized that double payment generally would occur without anyone’s home

being sold on foreclosure, since the owner will normally choose to settle the

subcontractor or supplier claim even if they have already paid all or part of the

liability to the prime contractor. (For additional discussion of the problem, see

the Contractors’ State License Board materials at Exhibit pp. 85, 93-99.)

Availability of Bonds

Gordon Hunt writes that there is “no substantial evidence before the

commission which indicates that the surety industry will, in fact, write the bonds

being mandated by the statute.” (Exhibit p. 22.) He argues that without such

evidence, the proposal should not be adopted. (The staff is curious about Mr.

Hunt’s long-standing advocacy of mandatory full payment bonding by all

contractors, dating at least from his 1968 law review article through materials

submitted to the Commission this year.) Curiosity aside, this is a real concern

and the staff has no way of assessing the capacity or soundness of the surety

industry. James Acret voiced this same concern at an early meeting when

mandatory bonding was first discussed. Lately, after the 50% bond proposal

started to solidify, Ellen Gallagher (CSLB staff attorney) has also expressed

concerns about the capacity and soundness of the surety industry. (For current

CSLB material relating to this issue, see Exhibit p. 86; a new CSLB report on

surety bonds will be distributed in a forthcoming supplement to this
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memorandum.) Others also question the reliability of the surety companies.

(Exhibit pp. 66, 72.)

Effect of Bonding Requirement on Contractor Pool

Several commentators believe the bonding requirement would have a

damaging effect on the number of contractors available to do home improvement

work. (See, e.g., Exhibit pp. 2, 31-32, 50, 72.) While the bond would remove some

unworthy contractors, it would also remove worthy contractors who can’t

qualify for the bond. This will drive prices up by reducing competition. (Acret,

Exhibit p. 2.) It will also inhibit trade contractors from bidding on owner-builder

jobs (where they would be “prime contractors” subject to the bonding

requirement). (Id.)

Burden of Obtaining Bond

Kenneth Regevig, president of a roofing company, believes the bond proposal

is too cumbersome for a roofing contractor with jobs over $10,000. (Exhibit p. 34.)

He writes that it would require a full-time employee to get bonds for a 5-15

job/week business and that they would run out of bonding capacity in a month

or two. Mr. Regevig believes that the contractor is on the hook, particularly

where the owner does not pay, and that requiring a bond “works in reverse” of

its intended purpose. (Id.) Others share the view of the difficulty of getting

bonds. (See, e.g., Exhibit p. 44.)

James Stiepan suggests that contractors and consumers will seek to avoid

mandatory bonding by “segregating the project into two or more components.”

(Exhibit p. 44.) Under the proposal, dividing the job into contracts under $10,000

would mean that there is neither a bond nor a mechanic’s lien right where the

owner pays in good faith. From the owner’s point of view, this should not be an

undesirable result.

Dennis Highstreet, in the scaffolding business, reports that mandatory

bonding is so cumbersome that his organization would be effectively eliminated

from further participation in the residential construction market. (Exhibit p. 46.)

We do not understand why a scaffolding company would be faced with any

bonding issues. It is not clear why his company could not determine whether a

bond exists on the job and make the necessary risk evaluations from that point.

They could proceed without a bond based on the credit of the contractor or

require whatever security they deem necessary through the application of sound

business acumen expected in every other field of enterprise.
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One way the tentative recommendation attempts to address the burden of

obtaining bonds for each job is to encourage blanket bonds under regulations

prescribed by the Contractors’ State License Board. (See Section 3244.20.) George

Peate of the Surety Company of the Pacific raises some technical questions about

how this section should be interpreted. (Exhibit pp. 75-76.) In particular, he is

concerned that the reference in Section 3244.20(c) to blanket bonds providing

“equivalent” coverage as individual bonds would hamper the effective

administration of bonds by CSLB. The staff thinks this is a good point and we

would want to do further work on the appropriate language, with the surety

companies and CSLB staff, if the proposal moves forward.

Cost

James Acret finds that instead of giving homeowners relief from mechanic’s

liens, the proposal transfers the risk of failed prime contractors to owners in the

form of bond premiums. (Exhibit p. 1.) He believes that owners will be subject to

further costs of litigation in order to assert the statutory protection for good-faith

payments. The owner’s property will be tied up while the dispute is pending.

(Id.) Others have also identified the overall cost of the scheme as a problem. (See,

e.g., Exhibit pp. 43, 44, 50; others, however, propose mandatory 100% bonds or

lien recovery funds, which would cost two or more times as much.)

The Commission has recognized the cost of the 50% payment bond. However,

this cost has been judged against a number of other proposals, and it appears

overall to be the least expensive of the effective, “non-radical” approaches —

which we mean to include owner reimbursement funds, lien guarantee funds,

mandatory joint control, and mandatory bonding schemes.

Knowledge of Compliance with Bond Requirement

Some commentators fear that they won’t know whether the prime contractor

has obtained a bond. (See, e.g., Exhibit pp. 3, 4, 60, 63.) Harvey Foote, credit

manager in the concrete industry, reports that they may get an order a few hours

before making delivery, and there is insufficient time to do a bond check. (Exhibit

pp. 3-4.) This is something that should be remedied by improving practices.

When the order comes in, there should be paperwork, and if there is no paper,

then the customer ordering delivery can provide a telephone number so the

supplier can check on the bond.

Norm Widman, Dixieline Lumber, writes that contractors “rarely put home

improvement contracts in a formal written Home Improvement contract form.”
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(Exhibit p. 60.) “To expect a contractor to write a contract, obtain a bond and then

file it with the recorder’s office in order to give the subs and suppliers security on

the job, is just dreaming. It won’t happen very often.” Michael Learned, in the

lumber business, also reports that “[m]ost home improvement jobs [start] before

the ink is dry on the contract and way before a payment bond could be secured.”

(Exhibit p. 49.) These and other comments suggest that it is hopeless to do

anything short of eliminating the direct lien, as proposed by James Acret. We are

learning that subs and suppliers are incapable of or unwilling to protect their

interests by determining whether a mandatory bond has been obtained. In

appears that subs and suppliers will not do anything to protect themselves in

their business relationships, preferring instead to rely on their rights against the

owner and expecting that the owner will do what the sub or supplier is unwilling

to do.

Mr. Widman also writes that many home improvement jobs are done on an

emergency basis to make necessary repairs following fire, flood, or earthquake,

when there is no time to determine whether the bond has bee provided. (Exhibit

p. 61.)

Richard Charters, a roofing company credit manager, reports that getting

information about whether a bond has been recorded in Los Angeles County is

not practicable, since it can take months to locate the information. (Exhibit pp. 65-

66.) The proposal does not rely on getting information only from recorders. In

fact, the staff initially recommended against any recording requirement as a

bothersome technicality that mostly results in transactional costs with no

commensurate benefit, but the recording rule was included, on the

recommendation of Gordon Hunt, for consistency with the existing procedure

under Civil Code Section 3235. The proposal also requires that contact and

identifying information be provided in the paperwork and that the information

be available on request, so that subs and suppliers can contact the surety

company and find out directly whether the required bond has been obtained.

(Commentators are suggesting that the law will not be successful in requiring use

of a contract form or providing information, unless severe penalties such as loss

of enforcement rights are imposed on prime contractors. See, e.g., Exhibit p. 60.)

In connection with the recording requirement, Gordon Hunt suggests a

technical change in Section 3244.10 to refer to the county where the real property

is located, instead of the “subject” of the contract. (Exhibit pp. 23-24.) The staff

would make this change. (Additional technical issues raised by Mr. Hunt have
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not yet been analyzed, but will be reviewed if the proposal moves forward. See,

e.g., service issues raised at Exhibit pp. 24-25.)

Good Faith

James Stiepan is apprehensive that the rule in Section 3244.40(a)(1) creates a

“mine field for the homeowner by suggesting that double jeopardy protection is

lost should an installment payment be made either early or late, regardless of any

showing of actual prejudice to the lien claimant.” (Exhibit p. 45.) He suggests that

the presumption of good faith should apply if payment of outstanding claims are

being made in a timely fashion. (For his draft language, see Exhibit p. 45.) The

staff thinks this is a worthwhile suggestion and will work on the language if the

Commission decides to pursue this recommendation.

Sam Abdulaziz and Kenneth Grossbart also raise some concerns about the

interpretation of the good faith rule. (Exhibit p. 57.)

Michael Learned argues that good faith should require the owner to get a

signed release from the supplier or issue a joint check. (Exhibit p. 49.) “It is not in

‘good faith’ to ignore the suppliers rights to be paid.” Of course, the proposal

does not ignore anyone’s right to be paid. The contract between the owner and

the prime contractor calls for payment to the prime. Current law doesn’t require

releases or joint checks, and the effect of either mechanism is subject to doubt. It

would be a different brand of good faith to require by statute that the owner

guarantee in some way that payments get to the end of the line. (If such a rule

were desired, it would be provided directly, not as an element of “good faith.”)

But a good-faith payment under the proposal does not “ignore” the rights of subs

and suppliers. They have their rights against the bond and they have the right to

interrupt good faith with a direct payment notice or preliminary notice.

Notices

Gordon Hunt raises some concerns about the interplay between the existing

preliminary 20-day notice and the “direct payment notice.” (Exhibit pp. 9-13.)

With regard to the notice to owner revisions in Business and Professions

Code Section 7018.5 (pp. 43-45 of the TR), Sam Abdulaziz and Kenneth Grossbart

recommend using one notice instead of two. (Exhibit p. 57, item 3.) This is

probably a good suggestion. They also suggest that the notice to owner be given

to the owner at the time the contract is executed or as part of the contract. The

provision for providing notice before the contract is existing law and we had not

proposed changing it. They also raise a valid concern about the provision in
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proposed revisions to Business and Professions Code Section 7159 (pp. 45-49 of

the TR) requiring information on the surety to be on the contract. They point out

that the contractor won’t necessarily know this at the time the contract is

executed. (Exhibit p. 57, item 4.) We will look for another mechanism for

memorializing this information, with the intent being to be able to pass the

necessary bond information and surety contact number along to subcontractors

and suppliers who have an interest in verifying the information.

Complexity and the Direct Payment Notice

James Acret thinks the proposal introduces “significant new levels of

complexity.” (Exhibit p. 2.) He argues that the owner will be drawn into disputes

between the prime contractor and subcontractors and will not know what to do

when the prime is asking for payment and the sub has asked for payment by way

of the direct payment notice. If the owner guesses wrong, the owner will be liable

twice and if the owner pays no one, work will stop. (Id.)

But the direct payment notice should not operate this way. It permits

discharging payments to the subcontractor when payment is due as instructed by the

prime contractor. It redirects payment; it does not create an independent right to

or authorization for payment. It also serves as the preferred method of

“disrupting” the owner’s ability to make good-faith payments to the prime

contractor. Whether that system is more complex to the owner is doubtful. If the

owner is not given unneeded preliminary notices, the owner’s life should be

simpler and more logical. If there are no issues, then payments are made to the

prime contractor in due course, but without the foofaraw of the premature,

confusing, and somewhat threatening preliminary 20-day notices that are

routinely given under existing practice. If subs and suppliers are not paid, and

the owner is given a direct payment notice, then there is a context and the work

described or materials furnished should be evident when it is time to pay; the

owner pays when authorized by the prime contractor. This is logical. There is no

reason for the owner to pay or to have to agonize over whom to pay. If the prime

contractor does not authorize payment, it doesn’t happen. If the direct payment

notice isn’t given and no “preliminary” or other notice is given after labor,

services, equipment, or materials have been furnished, there is no need for the

owner to be confused and no reason not to continue to pay the prime contractor.

The proposal would result in more statutory options, because there are new

special rules under the proposal. Home improvement contracts are distinguished
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from other construction (as they are now under the Contractors’ State License

Law). Preliminary notices are not needed to preserve rights under home

improvement contracts. The law becomes more “complex” to make this happen,

but life in the home improvement industry should be simpler. Why? Because, as

we have been told countless times, there is hardly any double payment problem

worth mentioning. Ergo, since the vast majority of projects play out according to

plan, in practical terms, owners will pay and contractors, subs, and suppliers will

be paid or, if owners don’t pay, contractors, subs, and suppliers will use their

remedies to get paid.

Harvey Foote writes that there would not be sufficient time to get the

information for a direct pay notice, such as in the concrete industry where an

order may come in a few hours before delivery. (Exhibit p. 4.) But there would be

no need to give the notice at that time. If the supplier decides to give the direct

pay notice, it would be effective any time before the owner properly pays the

prime contractor. There is no requirement that the notice be given before the

materials or supplies are furnished.

The Lumber Association of California and Nevada describes the proposal as

dispensing with lien rights if the contractor doesn’t get a bond. (Exhibit p. 41.)

This is not accurate, since the lien right is not eliminated but only limited to the

extent of good-faith payments. This is recognized implicitly later in the LACN

letter where they discuss the direct payment notice. The direct payment notice

prevents payments in good faith and is appropriately used where the

subcontractor or supplier does not trust the creditworthiness of contractors up

the line.

Similarly, Paul Byrne discusses the direct payment notice option as if it were a

failing in the proposal. (Exhibit p. 43.) “If you enact such a fault procedure, we

would merely send out a ‘direct payment notice’ when we delivered the material

(if we were selling someone who was not worthy of the credit).” That is fine. It is

not a failing, it is exactly what the supplier should do. But contrary to Mr.

Byrne’s idea of a mere letter, the official direct payment notice would be just as

impressive as the preliminary 20-day notice, and better yet, would make sense. It

would tell the owner what to do and the consequences. The preliminary notice is

full of fury but ends with a whimper, and the owner won’t know what to do with

it. This is not to say that all owners will understand or respond correctly to a

direct payment notice either, but it is clearly a better option (except from the

prime contractor’s perspective).
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Preliminary 20-Day Notice

James Acret objects that elimination of the preliminary 20-day notice means

that “homeowners will be subject to stop notices and liens that will ‘come out of

nowhere.’” (Exhibit p. 1.)

But the existing preliminary 20-day notice can “come out of nowhere”

because it reaches back 20 days. And while it is labeled “preliminary,” it is

preliminary only to recording a claim of lien, and can be given then, with the

same 20-day reachback. The preliminary notice is supposedly “required” to be

given, but there is no mechanism to enforce the requirement other than at the

claim of lien stage, and the vast majority of home improvement contracts, as we

are informed, never reach that stage. This is not a system that is well-designed to

inform owners or anyone else of who is working on a job in a timely fashion.

Gordon Hunt and H. Richard Nash ask whether the mechanic’s lien statute

will be unconstitutional if the preliminary notice requirement is removed, since

the notice was one factor cited by the court in Connolly, which upheld the

mechanic’s lien statute. (Exhibit pp. 19, 72.) The preliminary notice is not needed

under the proposal because there is no lien if the owner pays in good faith. In

addition, it is intended that enforcement would be against the bond as the first

preference. If, on further analysis, it appears that a generally pointless

preliminary notice is crucial to the constitutionality of the mechanic’s lien statute,

it could be retained without any harm to the scheme by revising Section 3244.50

to eliminate the provision excusing compliance with other preliminary notice

provisions. It should be noted, however, that the preliminary notice scheme in

existing law is two-faces, masquerading as a “preliminary” notice requirement,

but in fact providing a 20-day reachback and permissibly given at the very end of

the job as a technical precondition to recording a claim of lien. (These issues are

discussed in some detail in the staff notes to the general revision draft

accompanying Memorandum 2001-92, on the agenda for the last meeting.)

$10,000 Floor

James Stiepan considers that the “bright line threshold imposed for

mandatory bonding is entirely superficial and does not necessarily correlate with

the need for a bond.” (Exhibit p. 44.) The floor is admittedly arbitrary (not

“superficial”), as all such amounts are, from jurisdictional limits in small claims

court to contractor’s license bond amounts.
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Robert Brown, president of a plastering company, argues that the $10,000

floor will make collection too expensive. (Exhibit p. 48.) This suggests that the

problem of nonpayment from prime contractors and the consequent double

payment exposure of owners is more prevalent than generally acknowledged. It

also ignores the force of the direct pay notice that under the proposal would

protect the subcontractor and preserve lien rights as they exist now.

Richard Charters asks what would prevent the prime contractor from

dividing the job into multiple contracts under the floor amount, in order to avoid

the bond requirement. (Exhibit p. 66.)

Angela White asks whether change orders are included; if not, the job would

be bid under $10,000 to avoid the bond and then change orders added. (Exhibit p.

73.) This is covered by Section 3244.10(c) in the proposal, which requires a bond

when the amount goes over $10,000.

Collusion by Owner and Prime Contractor

Rod Den Ouden suggests that the owner and prime contractor could work

together to squeeze out the supplier. (Exhibit p. 63; see also Exhibit p. 70.) He

argues that the job would be done for a cheaper price and the supplier would

find it very difficult to prove that payments were not made to the prime

contractor in good faith. If the contract is over $10,000, this is not how the

proposal would work. The bond would still protect the subs and suppliers

regardless of payments by the owner. In addition, good faith can be disrupted by

timely preliminary notices or by the direct payment notice, without the need to

prove lack of good faith.

Alternative “Mini-Proposal” Eliminating Liens on Small Contracts

James Stiepan, in opposing the mandatory bonding proposal, concludes that

the Commission would be better served to adopt the alternative of
simply providing for a good faith payment defense for a limited
class of home improvement contracts.… When this new regimen
has been tested judicially, then the Commission can, if it so desires,
broaden its horizon to deal with the remaining set of home
improvement contracts. If and when that occurs, my view is that
the Commission would be much better served in looking to direct
payment protection, rather than mandatory bonding, as a palliative
for the restriction on lien rights.

(Exhibit p. 45.)
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Frank Collard, credit manager for a concrete company, finds the alternative

proposal workable, and concludes that the “recommendation should stop there!”

(Exhibit p. 50.) Norm Widman thinks this is proposal is unworkable, but since it

is limited home improvement contracts under $10,000, it could be effective to

provide protection on the small jobs where typically the work is over before the

preliminary notice is received. (Exhibit p. 61.)

Sam Abdulaziz and Kenneth Grossbart prefer the alternate proposal because

it is “less of a taking” though still unconstitutional, in their view. (Exhibit p. 51.)

The Building Industry Credit Association finds this proposal to be the lesser

of two evils, but questions whether there is enough information to determine

whether the floor amount would address the problem identified. (Exhibit p. 72.)

Other Alternatives

A number of commentators propose alternatives to the tentative

recommendation, outlined below. Edward Levitch writes that contractor licenses

are too easy to get, that the owner should have a certificate of deposit for the cost

of the project up front, and that contracts should be standardized and clearly

state the responsibility of owner to contractor and contractor to owner. (Exhibit

p. 7.) Norm Widman suggests that owners should not have to pay prime

contractors if they don’t provide the required notices on required home

improvement contract forms, but that subcontractor and supplier rights would

continue as under existing law. (Exhibit p. 61.)

Privity. James Acret again suggests a simpler alternative (Exhibit p. 2):

The best way to address the double payment problem would be
to enact that mechanics lien and stop notice rights are held only by
contractors, subcontractors, laborers, and suppliers who have a
direct contractual relationship with the homeowner. The statute
would be simplified. Homeowners would be protected. Justice
would be done to claimants. And the need for the preliminary 20-
day notice would be eliminated.

Education. Several commentators suggest that the best approach is to educate

owners. (See Exhibit pp. 3, 6, 7, 8, 31, 43, 46, 62, 67, 69, 70, 73.) Harvey Foote

proposes to send a Home Improvement Educational Notice with the

homeowner’s tax bill or on refinancing or sale. (Exhibit p. 3.) Norm Widman

suggests that information be provided to the owner when the building permit is

issued and that the owner be required to sign an acknowledgment that the

information was received. (Exhibit p. 62; see also Exhibit p. 70.)
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Beefed-up Enforcement. Implicit in some remarks is the need for significantly

more enforcement of rules governing licensed contractors by the Contractors’

State License Board. (See, e.g., Exhibit pp. 3, 6, 61, 67.) Bob Tuck suggests adding

a 20-30% penalty and expedited enforcement against the contractor’s license

bond in cases involving double payment liability. (Exhibit p. 6.) We have

assumed that CSLB enforcement is not likely to be an effective solution, that the

amount of the license bond (generally $7,500, and $10,000 for swimming pool

contractors) is insufficient to provide a meaningful remedy, and that penalizing a

contractor in these circumstances is probably ineffective because the contractor is

insolvent.

Notice of Subcontracts. Bob Tuck suggests requiring the prime contractor to

give the owner a Notification of Subcontracts form listing all subcontracts and

their dollar amounts before work commences. The prime contractor would then

break out the relevant subcontracts in invoices to the owner. (Exhibit p. 6.) This

option has been touched on in Commission meetings, although not considered as

a subject for further exploration.

Shorten Preliminary Notice Reachback. Paul Byrne, a roofing material supplier,

suggests that instead of the Commission’s “faulty procedure” that would

“completely absolve the homeowner from all responsibility,” the time for

“posting” a preliminary notice should be shortened to two or three days. (Exhibit

p. 43.) If we understand the idea, it would eliminate the 20-day reachback feature

and make the notice more realistic. The owner would get a notice related in a

more timely way to work being done, and would be in a better position to

determine whether to pay or not. But Mr. Byrne apparently thinks that the owner

should be responsible for making some kind of pre-determination of the prime

contractor’s reliability under any preliminary notice scheme. That is a

fundamental issue here: who is best positioned to judge the creditworthiness of

the prime contractor? The owner, who makes one or two major contracts in a

lifetime? Or a subcontractor or supplier who makes thousands in the course of a

business’s lifetime?

Increased License Bond. Rod Den Ouden argues that the license bond is too low

and should be increased. (Exhibit p. 63; see also Exhibit pp. 66, 67.) The

Commission has discussed this option several times, generally coming to the

conclusion that while it might be useful, it isn’t much of a remedy when a

contractor fails on a number of jobs, leaving many subs and suppliers unpaid
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and the owner on the hook. The Contractors’ State License Board is looking into

step-bonding schemes that would scale the license bond on home improvement

contracts to the amount of business done by the contractor in a year. (The CSLB

report will be forwarded in a later supplement to this memorandum.)

Recovery Fund. Gordon Hunt suggests reconsideration of the recovery fund

proposal like that submitted by Professor Kelso — a homeowner’s lien recovery

fund financed by a building permit fee add-on — as a preferable alternative.

(Exhibit pp. 27-28.) William Calahan, Associated Roofing Contractors, also

recommends a lien recovery fund. (Exhibit pp. 77-78.)

Design Professionals

Mary Ann Egan is concerned that the proposal would require design

professionals to obtain bonds. (Exhibit p. 74.) If the proposal moves forward, the

staff recommends making clear that the mandatory bond requirement applies to

prime contractors subject to licensing under the Contractors’ State License Law,

which would exclude design professionals.

Operative Date

Sam Abdulaziz and Kenneth Grossbart suggest a longer delayed operative

date period so that CSLB would be able to complete adoption of necessary forms

and regulations. (Exhibit p. 57.) They suggest an additional six months’ delay, to

July 1, 2004. This issue can be addressed later, if the proposal moves forward.

CSLB shouldn’t need more than a year, and if they do, maybe they would need

an additional year instead of an six months. We also tend to disfavor mid-year

operative date because it makes the codes harder to use; the publishers print both

versions of the statute, adding to the bulk and creating confusion.

Constitutional Issues

Confusion persists as to the meaning of the mechanic’s lien provision in the

constitution, the relevance of the statutes and case law before 1911 (when the

direct lien was enacted), and the Roystone decision. (See, e.g., Exhibit p. 39, stating

that there is an “attempt to take away rights that have been in place for over 150

years.”) Gordon Hunt reviews some of the early history, apparently inspired by

the discussion of the statutory and constitutional history in the tentative

recommendation. (Exhibit pp. 13-21.) A number of other commentators write that

the proposal would be unconstitutional, but without any analysis.
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There is no dispute that the law before 1911 provided what it did — whether

before or after the 1879 Constitution — and we need not spend time discussing it

further. But a number of commentators, Mr. Hunt among them, continue to

confuse the Legislature’s authority and the history of enactments with the

constitutional limits on permissible legislation. We all clearly recognize that the

direct lien dates from 1911, and yet no one has suggested that the protection for good-

faith payments under the law before 1911 was unconstitutional. Sam Abdulaziz and

Kenneth Grossbart write that “what had happened in the 1880’s is not

persuasive.” (Exhibit p. 52; see also Exhibit p. 81.) This is puzzling, because the

legislative enactments and court decisions following the 1879 Constitutional

Convention would seem highly relevant to our understanding of the mechanic’s

lien article, upon which all constitutional arguments ultimately rest.

The fact that the Legislature adopted the direct lien rule in 1911 is not a

“constitutional ruling” — it was, like its scores of predecessors and successors, a

statutory enactment. Like the good-faith rule in existence for most of the time

between 1879 and 1911, the direct lien rule is a legislative implementation of the

constitutional mandate, one of countless alternatives that could be enacted. Both

the 1911 and the pre-1911 approaches are constitutional. The Legislature, as

shown by the history of this statute, has great latitude in implementing the

constitutional direction. Mr. Hunt’s conclusion that the “current proposal would

therefore be unconstitutional” (Exhibit p. 17) does not follow from his discussion,

unless he is prepared to argue that the statute before 1911 was always

unconstitutional and that the direct lien is constitutionally mandated.

This would be a tremendous surprise to the delegates to the Constitutional

Convention of 1878-79, as amply demonstrated in the record of the convention

debates. It would also be contrary to the views of the judiciary, which had ruled

to the contrary before Roystone, i.e., holding that it would be unconstitutional to

make the owner pay more than the contract amount. As Mr. Hunt well knows,

since he was probably the first to suggest this approach, the tentative

recommendation adopts a version of the existing 50% payment bond in Civil

Code Section 3235, which no one has claimed is unconstitutional (pace Justice

Henshaw, dissenting in Roystone). Mr. Hunt’s constitutionally-based objections

can only be relevant to the proposed rule applicable under the $10,000 floor,

notwithstanding the breadth of his language.

There are a number of other puzzling statements in Mr. Hunt’s essay. For

example, he writes:
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When the Constitution was adopted, the Legislature was given the
mandate to provide for the speedy and efficient enforcement of that
constitutionally guaranteed lien right. It has always been
acknowledged that the Legislature provides for this “direct lien”
that must be speedily and efficiently enforced regardless of the
status of the account between the owner and the contractor.

(Exhibit p. 18.) And yet we know, and Mr. Hunt acknowledges, that good-faith

payment was a discharge of liability before 1911. How can it be said that it has

“always been acknowledged” that the “Legislature provides for this ‘direct

lien’”? The fundamental point that must be understood is that the direct lien has

existed in California only since 1911, when it was adopted by the Legislature, not

mandated by the constitution. Before that time, good-faith payment to the prime

contractor discharged the owner’s debt, even though subcontractors and

suppliers were not paid.

Mr. Hunt’s discussion of Connolly recognizes that this case involved the

constitutionality of the mechanic’s lien statute itself, not the issues relevant to

good-faith payment. (Exhibit pp. 19-20.) His conclusion, however, attempts once

again to misapply Connolly:

[T]he comments of the California Supreme Court make it amply
clear that the lien right enshrined in the organic law of this state
serves a public policy that should not and cannot be defeated by
payment from the owner to the contractor contrary to the express
intent of the California Legislature.

(Exhibit p. 20.) This conclusion cannot fairly be drawn from Connolly. Nor is it

germane to speak of the proposal being “contrary” to the intent of the Legislature

since it is plain that if the Legislature were to adopt the proposal, the Legislature

would have refined and revised its intent. If the direct lien had been enshrined in

the constitution in 1879, we would not be having this discussion. But it was not,

and it was specifically discussed and rejected in the Constitutional Convention. It

should not be necessary to explain that the enactment of the direct lien

amendments by the 1911 Legislature does not forever bind all future

Legislatures. But apparently that is what is being argued.

Mr. Hunt recognizes in his discussion of the Wm. R. Clark decision that it is a

legislative policy that underlies the holding invalidating pay-if-paid clauses.

(Exhibit pp. 20-21.) And yet, the confusion of legislative and constitutional

authorities continues: “The current proposal violates that policy and would be

unconstitutional.” (Exhibit p. 21.) The public policy against waivers was
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established by legislative enactment. Wm. R. Clark does not cite the constitution

as the source of this policy. The case does not hold that the Legislature is

constitutionally barred from permitting pay-if-paid clauses in contracts between

contractors. This case thus has no bearing on whether a good-faith payment rule

would be constitutional. Attempts to expand the legislative public policy into an

immutable constitutional rule must be rejected.

On a more practical front, James Stiepan expresses concern about the

constitutionality of the proposal, and suggests that if the proposal were held

unconstitutional, it would have the effect of requiring bonds without the

coordinate protection for the owner against double payment liability. (Exhibit pp.

44-45.) If the Commission thinks this is a valid concern, we could include an

uncodified provision to the effect that the scheme is to be considered as a whole

and not severed for the purposes of judicial review. The normal approach is to

legislate severability, although that may not be necessary in modern times.

Sam Abdulaziz and Kenneth Grossbart write:

A major concern in this area is that if the Legislature agrees with
your logic, it could easily leap to the conclusion that any
curtailment of lien and stop notice rights, even on commercial and
industrial projects, would be constitutional. It would take years for
the courts to correct this misconception.

(Exhibit p. 52.) The logic of the constitutional analysis does not place us on this

slippery slope. One “curtailment” of mechanic’s liens does not open the door to

all possibilities, including outright elimination of the lien. The staff does believe

that a privity rule would be constitutional, and that protection of owners for

good faith payments generally would be constitutional. The latter scheme, as we

all know, was in place for most of the first three decades following adoption of

the constitutional provision. We leave it to the Commission to evaluate the

suggestion that it should not make a recommendation with the bonded

protection of subs and suppliers combined with protection for owners’ good faith

payments in home improvement contracts because the Legislature might be

encouraged to do the same thing for all private construction jobs, with or without

a bond.

Political Issues

Some may find a comment by Gordon Hunt concerning the political nature of

the double payment issue to be confusing. He writes, “When this process first

began, this consultant, in my initial report, commented upon Assemblyman
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Honda’s legislation. I was told that it was ‘political’ and that I shouldn’t

comment upon it.” (Exhibit p. 28.) For the record, the original background study

received from Mr. Hunt in late 1999 logically broke into two parts. One

concerned 15 technical and minor substantive reforms he was proposing; the

other was a lengthy critique of Assembly Member Honda’s pending bills. As has

been explained on several occasions in the course of this study, it is not the

Commission’s practice to get involved in the merits of pending legislation. The

Commission undertakes an independent study of any matter assigned to it and

then communicates to the Legislature through its formally adopted

recommendation, or it makes no recommendation. The Commission historically

has not taken sides on bills alive in the Legislature.

As we all know, however, as this study developed, the Commission found

itself in the position of having to consider the merits of pending mechanic’s lien

bills at the request of the Assembly Judiciary Committee. In 1999, however, this

was not the situation. (Concerning pending bills, see, e.g., Memorandum 99-85,

p. 2; Minutes, November 1999 Meeting, p. 7.) In addition, staff analysis of Mr.

Hunt’s background study showed that the major part of what was issued as Part

2 was identical to a letter he wrote on behalf of the Building Industry Credit

Association in opposition to Assembly Member Honda’s bills. The staff did not

think is was appropriate to receive that material as a background study for the

Commission when it was an obvious part of a lobbying effort against a

legislator’s pending bill. Accordingly, in a letter dated December 17, 1999, the

staff asked Mr. Hunt to reconsider Part 2 of his report. He did so, making a few

minor changes to eliminate references to the Honda bills, and resubmitted the

material. Upon receipt, the staff, with some misgivings, prepared the report in

Commission form and distributed it without further comment. This is not to say

that Mr. Hunt’s views were not important, but in the context of a Commission

study, partisan commentary on pending legislation was not what we were

looking for. Mr. Hunt has always been free to make whatever written or oral

comments he wants, as a Commission consultant or otherwise, and we trust that

no one will think he intends to suggest that the staff was attempting to censor his

comments.

We are confident that the Commission’s record shows, in this project and

every other one, that all views are welcome, whether supportive or critical, or

anywhere in between.
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Conclusion

There is hardly any support for a mandatory bond, even the 50% payment

bond inspired by the existing option under Section 3235. (However, more than

one writer urges a mandatory 100% bond. Exhibit pp. 69, 106.) The

overwhelmingly negative reaction is surprising to the staff, because almost all, if

not all, of the participants in the discussion at the San Diego meeting in May

seemed to support the proposal in outline form — perhaps most significantly,

Mr. Hunt and Mr. Abdulaziz. (Mr. Acret was not present at that meeting.) We

doubt the Commission would have proceeded with this approach if it had been

denounced by all of the participants at that meeting.

A number of commentators seem unwilling or unable to understand the

dynamics of the proposal. We recognize that the proposal needs some

improvement and we appreciate the detailed analysis and commentary received

from some writers, even though they oppose the overall initiative. But many of

the attached letters are replete with inaccurate characterizations of the proposal.

No doubt some commentators only received biased summaries and were asked

to write to the Commission expressing their opposition. We don’t fault them for

reacting negatively to inaccurate or incomplete information. From the start, the

politics have been unavoidable, and in this environment it has been quite

challenging to proceed in the tried and true Law Revision Commission way of

dispassionately analyzing the issues, considering alternative solutions, and

rationally arriving at the best recommendation for reform. Perhaps less

optimistically, the process seeks proximate solutions to insoluble problems.

The tentative recommendation’s implementation of the basic idea through the

provision of statutory details may have soured the stakeholders. Mr. Hunt’s

main objections, when all is said and done, seem to hinge on placing the risk on

subs and suppliers in cases where the prime does not get the mandatory bond.

He would place the risk back on the owner, leaving the possibility of double

payment where it is most likely to occur — in the case of an irresponsible or

scofflaw prime contractor who doesn’t get the bond. Mr. Hunt also has been

consistent in maintaining that there can constitutionally be no defense against

double payment liability where the owner has paid amounts due in good faith.

So, perhaps if the proposal eliminated the $10,000 floor and reallocated risk, Mr.

Hunt would embrace it once again, as he did last spring. So, too, with Mr.

Abdulaziz, and the interest groups that depend on their counsel and advice. It
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also appears that the Lumber Association of California and Nevada would accept

this modification.

But we don’t find much hope for support even with these modifications from

most other writers. As noted, a large percentage of them — subcontractors and

suppliers, as well as a few prime contractors — advocate education of the owner.

Education is an admirable undertaking, but in the staff’s view, it is unresponsive

to the problems inherent in the direct lien statute. We don’t see that these

commentators would favor mandatory bonding under any circumstances,

although if it were a practical option (mandatory in statutory language, but

ignored in practice) — as really suggested by Mr. Hunt — maybe they could live

with it. But the staff would not suggest that the Commission make this

recommendation to the Legislature.

Some of the other ideas might work — make payments accountable so that

subs and suppliers who have contributed get paid in a timely fashion, beef up

the CSLB so that licensed contractors are made to toe the line, bar recovery for

subs and suppliers who deal with unlicensed contractors, restrict enforcement

rights to those in privity with the owner. But how many of these ideas would be

viewed favorably by the commentators the Commission has heard from, not to

mention all of those who have not commented?

Lack of commentary from homeowners, individually or through political

groups, may be taken as evidence of the insignificance of the double-payment

problem. But anyone with experience in legislative matters knows that industry

groups are vastly more represented than consumer interests on any issue.

Furthermore, the significance of the double payment problem is not measured

only by its frequency. It can be devastating to a homeowner, and there is no

analogous and complementary situation for subcontractors or suppliers with

scores or hundreds or thousands of jobs and transactions each year. The problem

is systemic. The real possibility of having to pay twice demonstrates a troubling

irrationality in this statute. It stands as a striking exception to normal business

practices depending on privity of contract and credit assessment. It is a state of

affairs that cannot be explained or justified by special pleading about the unique

nature of the construction business. That argument is nullified by the fact that

states following the New York rule do not have a direct lien, and that public

works contracts do not have it. In California, we are led to believe that

subcontractors and suppliers cannot take any responsibility to determine
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whether their customer is licensed or has a bond. (See, e.g., Exhibit pp. 41, 61.) In

this atmosphere, it is difficult to imagine where progress can be made.

What Next

As the Commission knows, we are committed to reporting the Commission’s

conclusions to the Assembly Judiciary Committee early next year. There is no

time, even if there were a purpose, to starting over on a new proposal. Although

the Commission has a general rule against the staff speculating on political

prospects in formulating Commission recommendations, in this case we feel the

obvious can be stated. Based on the commentary we have received, the prospects

for enactment of the proposal in the tentative recommendation, or any bonding

proposal, are faint. (For remarks from Ellen Gallagher on this point, see Exhibit p.

102.)

The Commission may still wish to approve a final recommendation to see

where it leads, and the staff will seek an author. Or the Commission may wish to

focus the constitutional issue by approving the “mini-recommendation” to

provide protection only for owners under home improvement contracts below

$10,000, without any bonding requirement (or, alternatively, for any furnisher of

labor, services, equipment, or materials in the amount of $5,000 or other

appropriate amount, regardless of the contract amount; or a combination of

contract amount of, say, $25,000, as to any sub or supplier amount of, say, $5,000,

or other appropriate amount).

The final decision need not be made until the January 2002 meeting. If the

Commission wants to approve any different approach, the staff can circulate a

“discussion draft” (instead of an official tentative recommendation) for final

review in January.

Respectfully submitted,

Stan Ulrich
Assistant Executive Secretary































































1Mike Wu@aec88, 10/29/01 10:15 AM -0800, bond for contract over $10,000

From: "Mike Wu@aec88" <Mike_Wu@aec88.com>
To: <commission@clrc.ca.gov>
Subject: bond for contract over $10,000
Date: Mon, 29 Oct 2001 10:15:41 -0800

To whom it may concern,

It has been extremely different to complete w/ non-licensed handyman type contractors who have barely 

been controlled or monitored:

1. Don't pay workers' compensation.
2. Don't pay payroll taxes (pay in cash), while allowing their employees to draw unemployment or 

welfare.
3. No fringe benefits to employees.
4. No liability insurance.

These activities shall be abated thoroughly to avoid further deteroiation.

Add the bond requirements will kill mostly non-union contractors which are providing works at 

reasonable quality and price and keep the inflation down. Keep adding assurances to everything which 
make less things accomplished and more cheating. Educate home owners, business owners about lien 
rights is more important than sacrificing the rights. Crooks are still around and they will keep 

taking advantages until owners can make right decisions; not until new legistation passed.

Bonds should really be option to customers, not mandatory. Customers should have options to take risks 
by saving costs. Adding more and more regulations and nonsnese and make the rules so different to 
understand and eventually be neglected. Just like someone don't border to file taxes anymore or wait 

until the last minute.

Again, educating owners and customers is the only hope.

Pls solve the problem at the root.

Mike Wu
Associated Engineering & Construction

1Printed for Stan Ulrich <sulrich@clrc.ca.gov>



1Mike Wu@aec88, 10/29/01 3:06 PM -0800, More comments

From: "Mike Wu@aec88" <Mike_Wu@aec88.com>
To: <commission@clrc.ca.gov>
Subject: More comments
Date: Mon, 29 Oct 2001 15:06:59 -0800
X-IMAPbase: 1004396982 1
Status: O
X-Status: 
X-Keywords:                       
X-UID: 1

Stan,

More comments:

Contracting is already a low profit and high risk business.

It is not fair to have less protection for contractors that provide small home improvements in a 

smaller price range (<$10,000), they will become more vulnerable and less stable.

To distinguish between home improvements, residential development and commercial projects will be 
another confusion. Why create additional burden on contractors and legistration which possibly don't 

understand contractors? This is not a progressive, small scale and prototype trial-and-error project.

Double payments mostly are due to bad business practice, foul play or ignorant owners. Why create 
something for those players who pay no respect to law? We shall not punish innocent contractors who 
perform. It is the owners that are ignorant who don't understand the process have mishandled their own 
liabilities. No one in this society understand all law provisions, shall ignorant be protected or 
exempted? This is a more fundamental prospect of how shall we look at legistrations modifications, 

especially when we try to add protection to a group of people in the expense of others.

Mike  

1Printed for Stan Ulrich <sulrich@clrc.ca.gov>































1Abdulaziz & Grossbart, 11/5/01 2:28 PM -0800, MECHANIC'S LIEN STUDY - 

Date: Mon, 5 Nov 2001 14:28:34 -0800
From: "Abdulaziz & Grossbart" <aglaw@earthlink.net>
To: commission@clrc.ca.gov
Subject: MECHANIC'S LIEN STUDY - PRELIMINARY NOTICES

November 5, 2001

California Law Revision Commission
4000 Middlefield Road, Room D-1
Palo Alto, CA 94303-4739

RE:            MECHANIC‚S LIEN STUDY ˆ PRELIMINARY NOTICES

Dear Commissioners:

This letter is being written on behalf on Builders Disbursements Inc.  Builders Disbursements has been in business as a Joint Control 
Company for over 44 years.  To refresh your memory, a Joint Control Company is bonded and licensed by the Department of 
Corporations.  It is not just a check writing service.  To further refresh your memory, Builders Disbursements had participated in your 
study by writing a letter as to the kind of work that they do and the cost thereof. 

Builders Disbursements has significant experience with bonds and licensed control companies.  Builders Disbursements relies on 
Preliminary Notices, which have worked well for years.  It is their position that if they were a bonding company, they would absolutely 
not write a bond if there was no Preliminary Notice requirements.  Further, as a control company, they would absolutely not enter into 
a control agreement without having a Preliminary Notice requirement.  That is the only manner in which they can handle 
disbursements and budgeting. 

Why change something that has worked well?

Very truly yours,

ABDULAZIZ & GROSSBART

SAM K. ABDULAZIZ

For Builders Disbursements, Inc.

SKA:   tmw
Cc:  Client                                                        F:\wp51\LAWREV\01\BDI.001.doc (WORD)

Law Offices of Abdulaziz & Grossbart
P.O. Box 15458
North Hollywood, CA 91615-5458
(818)760-2000
(323)877--5776
(818)760-3908 FAX

1Printed for Stan Ulrich <sulrich@clrc.ca.gov>









November 7, 2001 SENT VIA E-MAIL ONLY

California Law Revision Commission
4000 Middlefield Road, Room D-1
Palo Alto, CA 94303-4739

RE: CALIFORNIA LAW REVISION COMMISSION STUDY / MECHANIC’S
LIENS / DOUBLE PAYMENT ISSUES

Dear Commissioners:

These are our comments to the Law Revision Commission’s Tentative Recommendation to the
Legislature, dated September 2001, Study No. H-820.  This letter covers both the overall study as
well as the Double Payment issue.  Because the two will be discussed separately, we are also
sending a separate response to the Double Payment issue.  It will be no different than this letter,
other than the deletion of the comments on the General Revision.  This document was prepared
prior to receipt of Memorandum 2001-92.

I.  SUMMARY OF OUR RESPONSES

At the outset we have stated and still believe that the Law Revision Commission should have
determined the scope of the problem before determining the fix.  We believe that there was a
knee jerk reaction to an alleged double payment problem that dictated the manner in which the
“study” was conducted, and therefore the recommended solution.

We also still believe that any curtailment of a mechanic’s lien right is unconstitutional; therefore
we believe both alternatives of the referenced study are unconstitutional.  Even if you had
mandated a bond for all home improvement contracts, the manner in which you propose to
mandate the bond keeps your suggestions from passing constitutional muster.  The reason is that
the trigger for the loss of lien and stop notice rights is the payment to the prime.  The trigger
should be in accordance with present law, which is the filing of the contract and recording the
bond, not merely payment to the prime contractor.  The fact that there is no true bond protection
is the reason that the entire scheme is unconstitutional.  The proposals are clearly consumer
protection oriented, though the cases for more than 100 years have held the mechanic’s laws are
to be liberally construed to protect those that improve real property.  The Commission has said
nothing to overcome the policy inherent in those decisions.

We also do not believe that the proposed Legislation will adequately protect the subcontractors
and material suppliers who are not in privity with the owners.  Information that is essential to
those providers of labor and materials must be conveyed to them, but there does not seem to be a
mandated mechanism to do so by the proposals.  As an example, the contract between the owner
and prime contractor must make reference to the bond and surety, but often times the
subcontractor will not have access to that agreement – the material supplier (to a subcontractor)
never has access to the prime contractor’s contract with the owner.

With these comments in mind, we would prefer the “Alternate” option of a full payment defense
limited to contracts under $10,000.00 and no further loss of constitutional rights.  We make this
statement because the Alternative is less of a taking.  We still believe that if the law is
unconstitutional, it is unconstitutional as to home improvement projects under $10,000.00, or any
other amount whatsoever.



DISCUSSION

II.  CONSTITUTIONAL OVERVIEW

A major concern in this area is that if the Legislature agrees with your logic, it could easily leap
to the conclusion that any curtailment of lien and stop notice rights, even on commercial and
industrial projects, would be constitutional.  It would take years for the courts to correct this
misconception.  Prior to the issuance of the Tentative Recommendation, the issue of the
constitutionality of the curtailment of mechanic’s liens had been discussed numerous times by
not only myself, but other commentators as well.   The Tentative Recommendation and
Memorandum 2001-71 now puts more emphasis on the issue of constitutionality.  We believe
that nothing contained in the Tentative Recommendation overcomes those constitutional
concerns to support a recommendation that would allow the curtailment of mechanic’s liens in
any regard.

We have read and agree with the analysis and arguments set forth by our colleague and one of
your consultants, Gordon Hunt.  Mr. Hunt provided to the Commission a concise and accurate
report on the state of the law with regard to the constitutionality of mechanic’s liens.  His
historical overview clearly points out any actions or attempts to curtail the use of mechanic’s
liens would be unconstitutional.

We have continually argued that what had happened in the 1880's is not persuasive.  What is
persuasive are the most recent cases which we have cited on numerous occasions, which hold
that the lien rights provided by the California Constitution are not a taking, and that even
amongst sophisticated individuals, the mechanic’s lien right cannot be waived.  Connolly
Development, Inc. v. Superior Court (1976) 17 Cal.3d 803; Wm. R. Clarke v. Safeco Insurance
Co of America (1977) 15 Cal. 4th 882; Capitol Steel Fabricators, Inc. v. Mega Construction Co.,
Inc. (1997) 58 Cal.App. 4th 1049 (applying the same logic to stop notices on a public works
project).   Further, the California constitution does not distinguish between a 4 to 3 decision and
a 7 to 0 decision.  Nor does the mandate dealing with mechanic's liens provide for discriminating
treatment for the type of contract or contracts under $10,000.00.

Our more detailed comments are as follows:

A.  Extent Of The “Alleged” Double Payment Problem

The emphasis is placed upon the word “alleged.”  The entire study of the revision of the
mechanic’s lien law came as a result of a single constituent of then-assembly member Honda.
From the date the review commenced to this current date, we have continually taken the position
that the alleged double payment problem is so insignificant that it does not warrant a major
overhaul of the current mechanic’s lien laws.  Despite these comments, which quite frankly have
been echoed by other commentators and one of your consultants, the Commissioners have
virtually turned a deaf ear.

We have suggested on numerous occasions that the Commission ask the Contractors’ State
License Board (“CSLB”) to review its complaint records, to obtain an overview of the number of
complaints dealing with this specific issue.  It is without question that the CSLB receives
thousands and thousands of complaints about contractors dealing with different types of issues.
Although the task of reviewing the various complaint forms might seem onerous at first glance,
the result of that review would be a tremendous benefit in determining exactly what we are
talking about.  There has been no evidence that the double payment problem is a major problem.
In fact, virtually every staff memorandum on the issue of double payments recognized and



conceded that the double payment problem is not a major problem.  We concur with Gordon
Hunt’s statement that, “…radical reform is like dropping a million dollar missile on a one-man
tent in the middle of Afghanistan.  The replacement is overkill for the alleged crime.”

B.  Scope Of Special Protections - Home Improvement Contracts

The Tentative Recommendation indicates that it is not unusual that there is special treatment for
mechanic's liens because of the class of construction contracts, and gives some examples of how
the Legislature has treated this special class of contract.  However, the fact that the Legislature
has treated this type of transaction differently gives no support to your suggestion of taking away
a constitutional right.    Some contracts are treated differently, but that treatment cannot impact a
constitutional right.

C.  The Double Payment Problem In Home Improvement Contracts - Licensed Contractor
Limitation

Your citation to Vallejo Development Co. v. Beck Development Co. is not well taken.  Vallejo
merely reaffirms that states have police power to protect the public.  The statement reaffirms
that, "the licensing requirements provide minimal assurance that all persons offering such
services in California have the requisite skill and character, understand applicable local laws and
codes, and know the rudiments of administering a contracting business."  This is within the
State’s police power.

D.  The Double Payment Problem In Public Works Contracts

The reference to public works contracts is also not well taken.  The lack of mechanic's lien rights
on public works projects is nothing more than the exercise of sovereign immunity.  Significantly
the law now requires a mandatory payment and performance bond.  This is to be required by the
public entity prior to the commencement of work.  The would be claimant even has remedies
against the owner – the public entity-- for the failure of the entity to require a bond.  C.A.
Magistretti Co. v. Merced Irrigation District (1972) 27 Cal. App. 3d 270.  The proposals give no
such protection to the contractor or material supplier.  In Capitol Steel Fabricators, Inc. v. Mega
Construction Co., Inc. (1997) 58 Cal.App 4th 1049, the Court of Appeal, following Clarke v.
Safeco, held sophisticated commercial contractors could not waive constitutional rights on a
public works project.  This demonstrates the deference recognized towards lien claimants.

E.  Alternative Approach

As mentioned above, we do not agree that either of the proposals, as set out, pass constitutional
muster.  However, in keeping with the theme that the constitutional right to mechanic's lien is
important and the courts must construe our laws in such a fashion, we would prefer the
Alternative approach because it takes away less -- not because it is more constitutional -- but
there is less of a taking than the primary proposal.

III.  PROPOSED LEGISLATION

Below are our comments as to all of the proposed amendments to the statutes, including those
formally put forth in the Tentative Recommendation and those General Revisions discussed in
Staff Memorandum 2001-71 which did not make it into the Tentative Recommendation.

A. General Revision

The following pertain to the Staff Recommendations in Memorandum 2001-71:



1.   Prime Contractor

We agree with the proposal to use the word “prime contractor” throughout the statutes as
opposed to various different names such as “original contractor,” “general contractor,” etc.  The
terms "original contractor" or "original contract" appear in your tentative draft in numerous
places.  The statutes should be changed to refer to the "prime contract" or "prime contractor"
throughout.

2.   Preliminary Notice

The requirement of a preliminary notice should remain within the statutes, though we agree that
subsection (b) of Section 3097 should be omitted.  We agree with the Staff Memorandum, that
subdivision (a) of section 3097 works well in the industry and should not be changed.  The
omission of subdivision (b) should be carried forward into the Recommendations to the
Legislature.

3.   Lien For Labors Benefits
We would leave this issue to representatives of labor.  However we believe that anyone who
contributes to a work of improvement should be protected.

4.  Time To File Stop Notices

We agree that the time to file stop notices should be consistent with the time to record
mechanic’s liens.  However, we believe that anyone who contributes to a work of improvement
and is not paid should be entitled to enforce his or her constitutional rights at the moment that
payments are past due and not have to wait until he or she finishes the job or ceases performance.

The present statutes provide remedies to owners or contractors who feel that mechanic’s liens or
stop notices have been served improperly.  Release bonds are available for both mechanic’s liens
and stop notices.  There is an affidavit process that the prime contractor can invoke on public
works projects.

5.  Attorneys Fees In Actions On Stop Notices

We support the ability to collect attorneys fees in both bonded and unbonded stop notice actions.
The current state of the law (Civil Code section 3176) allows for the recovery of attorneys fees in
bonded stop notice actions only.  We support an amendment to section 3176, however, we
suggest that a further amendment be made to section 3176.  We have been involved in hundreds
of stop notice actions, both bonded and unbonded.  There have been numerous instances where
those that are required to pay under the stop notice, would refuse to pay attorneys fees in
instances where a settlement had been reached prior to the filing of a law suit, despite the fact
that a stop notice claimant has incurred attorneys fees.  In other words, those responsible to pay
the stop notice funds have refused to pay attorneys fees based upon the theory that without a
lawsuit being filed, there is no “action,” and therefore no legal requirement to pay attorneys fees.
We see no rational basis for the distinction and therefore we suggest that section 3176 should be
amended further to eliminate the word “action” and replace it with the word “claim.”  The statute
would then read, “in any claim against an owner…”

6.  Claims Includable In Stop Notices

We agree with the comments set forth in the Staff Recommendations, approving the substance of
the proposal to amend Civil Code section 3123(b) to allow a stop notice to include the same
claims as available under a mechanic’s lien.



7.  Presumption Concerning Use Of Materials

The statements set forth in the Staff Memorandum are a true to life problem for all material
suppliers.  Material suppliers can overcome this problem by relying upon the person they sold
the materials to, to testify on their behalf as to the consumption of the materials purchased by
that contractor and subsequent incorporation into the work of improvement.  Absent the
assistance of the contractor, material suppliers generally have a problem proving that their
materials were in fact incorporated.  For this reason, we support the creation of a rebut table
presumption that once the materials are on site, they were incorporated into the work of
improvement.

Perhaps a better proposal would be for the state statutes to adopt the Federal rule.  Federal
statutes do not require any proof whatsoever that the materials were in fact incorporated into the
work of improvement.  The delivery of the materials to the jobsite is sufficient to allow a
material supplier to recover on a federal project.  We would support this form of amendment to
the statute, thus eliminating the back and forth arguments and litigation over whether or not the
material was actually consumed into the work of improvement.

8.  Attorneys Fees In Mechanic’s Liens Foreclosure Actions

We disagree with the staff position stated in Memorandum 2001-71, and believe that Mr. Hunt’s
suggestion to impose attorney’s fee liability in mechanic’s lien actions should be adopted.
Considering the lien will now only apply on residential projects where an owner has not paid his
contractor, there is no valid reason not to adopt this proposal.

9.  Coverage Of Releases

We agree that the language in the statutory notice creates an ambiguity, which may preserve
contract rights, even though the document itself waives any rights to a mechanic’s lien, stop
notice, or payment bond claim for the same amount.  One must remember, however, that the
purpose of the statutory lien release is to protect persons not in privity with releasor.  As an
example, subcontractors and material suppliers provide the conditional and unconditional release
forms to their customer, and ultimately, those get passed on to the owner.  Subcontractors and
material suppliers have no contract rights against an owner.  There is no ambiguity in the mind of
the courts who strictly construe a statutory release against the releasor’s lien rights.  As between
the prime contractor and the owner, that is the situation where the language may need to be
cleaned up.  However, that may be best left for another time.

10.  Completion

We agree with the proposed revision to Civil Code Section 3086 as it relates to public works
projects.  We agree that it is a trap for the unwary.  The reduction in the time to record a
mechanic’s lien or file a stop notice should be similar in nature, and there should be no exception
because the project is a public works project.

11.  Discipline For Contractors’ Failure To Provide Information

We agree that there is a problem with the failure to provide accurate and complete information,
as outlined in the Staff Memorandum.  Prime contractors are sometimes uncooperative and
refuse to provide information, to the detriment of subcontractors and material suppliers.  The
proposal for disciplining prime contractors who refuse to provide the information may be a good
suggestion, but it is not a remedy.  Subcontractors and material suppliers need the information as
to the owner, lender, etc.  This information is critical to the processing of the preliminary notice,
which is critical to preserving the mechanic’s lien and stop notice rights of subcontractors and



material suppliers.  Under your proposal, the Preliminary Notice will remain necessary on non-
residential projects.  Thus, merely disciplining the prime contractor for the failure to provide the
needed information will not rectify the real problem, which is essentially putting subcontractors
and material suppliers in a position not being able to protect their mechanic’s lien and stop notice
rights.

In our years of representing contractors in disciplinary matters, we have never seen a situation
where a contractor was disciplined for failing to provide information to subcontractors and
material suppliers, as required by law.  However, we would not take the teeth out of the statute.
We might suggest that the Commission go one step forward and provide that the prime
contractor will be liable to any material supplier or subcontractor to the harm cause to them by
their knowing or willful failure to provide accurate information as to the owner, lender, etc.  By
doing so, if the subcontractor or material supplier looses the right to recover, they may have the
ability to seek further redress from the prime contractor.  However, even this suggestion may
have no “teeth,” as if the contractor is not paying those persons (or has himself or herself filed
bankruptcy), there may be nothing to collect in such a suit.  Another suggestion could be a civil
penalty of an amount sufficient to send a message (i.e., $2,000.00).  Civil penalties are a part of
the existing Business & Professions Code for other violations. See, e.g., Civil Code section 7160.

12.  Requirement For Sending Copies Of Payment Bond

We agree with the first paragraph of the Staff Memorandum.  Often times, it is a problem
obtaining a copy of the payment bond.  For some reason, contractors and owners alike are often
reluctant to provide copies of the payment bond to the subcontractors and/or material suppliers.

We would suggest that some formal amendment be made to the statute that requires the owner to
provide a copy of the payment bond, or at a minimum, the name, address, telephone number, and
bond number of the payment bond surety so that the mechanic’s lien and/or stop notice claimant
can obtain a copy of the bond.

13.  Time To Sue On Stop Notice Release Bond

We agree with the Staff Memorandum set forth in this section.  That is to say that the statute of
limitations should not begin to run until service of the bond on the claimant.

14.  Notice Of Preliminary Notice Mistakes

We also agree that the Preliminary Notice statutes should be amended to pattern themselves after
the Arizona law in the event of a mistake.  We do not feel that the responsibilities placed upon
the owner create a burden or hardship.  If the comments are correct that owners will use the
inaccuracies placed in the Preliminary Notices as a defense, then it is clear that early on those
owners have found and recognized those mistakes -- those owners should not be able to profit
from those mistakes by their own inaction.

James Stypin states that as a practical matter, minor non-substantive errors are ignored by the
courts.  This may be true, but the problem is, what is a substantive error?  It is subject to
interpretation by courts.  Is placing the wrong address in your Preliminary Notice a substantive
error?  Is naming the wrong prime contractor a substantive error?  Why not take care of this
problem without resorting to the courts?

Mr. Stypin also suggests that the proposed language “imposes a sweeping burden on the recipient
of the Preliminary Notice to perform a clinical analysis of that notice.”  We do not agree with
this statement.  As stated above, if the owner is going to raise a mistake contained in the



preliminary notice as a defense to a mechanic’s lien or stop notice action, that mistake was
obviously found by the owner without any type of “sweeping burden” or “clinical analysis.”

If there are obvious mistakes contained within the preliminary notice that the owner fails to bring
to the attention of the claimant, the owner should be estopped from being able to assert those
defenses.

15.  “Other Completion Issues” -- Notice of Recording Notice of Completion

We also agree with the American Subcontractors Association that there is a the need for
legislation that would require the owner to give notice to all people that sent Preliminary Notices
that a Notice of Completion has been recorded.  We would suggest that legislation apply to both
public and private works of improvement.

B.  Tentative Recommendation

The following comments apply to certain provisions within the Tentative Recommendation:

1.  Enforcement of Claims (Section 3244.40 (c))

We believe that his section may lead to some confusion.  The "good faith payment" is the bar to a
lien.  In this section, it is unclear whether the “good faith belief” is only that the owner believes
that "the amount remaining unpaid under the home improvement contract is sufficient to pay the
claims of claimants, other than the prime contractor of which the owner has received notice," or a
good faith belief he or she has paid the prime contractor in full to date.   What if an owner
ignores change orders in his or her calculations?  Further, when read with subsection (2), it
appears that subsection (b) allows a direct payment notice to be sent at any time, which is
consistent with your analysis.  We would suggest that be included in the Statute(s).

2.  “Uncodified (added).  Operative Date.”

With respect to the delay in the operative dates, we would suggest a longer period of time for the
Contractors’ Board to complete the regulatory process.  It has been more than a year since the
Legislature has required the Board to adopt regulations that would add to the Home
Improvement Contract requirements.  To date, the regulatory process has not been completed.  I
would suggest that the Act become operative on July 1, 2004.

3.  Notice to Owner – Business and Professions Code section 7018.5

You suggest two Notice To Owner forms.  We would suggest that you only need one, and it only
needs to be given to the tenant or owner on a Home Improvement Project.   Further, requiring
that the notice be given before the contract was entered into creates a problem with the number
of forms being bandied around.  We would suggest that the notice be given at the same time, or
as part of the contract.  If the Commission is concerned that it will end up being lost in fine print,
then the Commission can recommend the size of its type to the Legislature.

4.  Home Improvement Contract Requirements – Business and Professions Code section
7159(c) (2)

This puts the cart before the horse.  If the prime contractor is obtaining a payment bond, he is
going to do that after the contract is entered into (unless there is a blanket bond in place).  We
believe that in many of these cases, the name and telephone number of the surety has not yet
been determined and therefore cannot be placed into the contract.



5.  Home Improvement Contract Requirements – Business and Professions Code section
7159(b)

The schedule of payments and down payment provisions were written so that there would be no
double payment problem.  That is to say that if the contractor never got ahead of the owner, the
owner would have sufficient funds to pay any lien claimants.  In that you have taken away the
right to a mechanic's lien, it would seem appropriate to allow prime contractors to collect
whatever the prime contractor and the owner can negotiate.  The section (including the proposed
modification) already allows this when a payment bond is provided.

6.  Home Improvement Contract Requirements – Business and Professions Code section
7159(c)(10)

This points out the problem of giving the Notice to Owner prior to entering into the contract.  At
the beginning, the law states that the Notice to Owner should be given prior to entering the
contract.  Yet, in this section, the law states that the language of the notice required pursuant to
the Notice to Owner statute (section 7018.5), be included in the contract.

7.  Swimming Pool Contract Requirements – Business and Professions Code section 7167

We would suggest that the swimming pool requirements only apply to owner-occupied single-
family residences.  They should not apply to commercial settings or apartment or condominium
developments.

IV.  CONCLUSION:

Clearly, a lot of consideration has gone into the Tentative Recommendations.  We believe the
particular “fix” is not merited and should not be implemented without empirical data on its
necessity.  We further implore the Commission not to ignore the constitutional issues.  Because
changes obviously will be recommended, we hope the changes suggested herein are incorporated
into the proposals.

Very truly yours,
ABDULAZIZ & GROSSBART

SAM K. ABDULAZIZ
KENNETH S. GROSSBART

SKA:  tmw































1Doug White, 11/13/01 3:53 PM -0800, Study #H-820  Mechanics Lien Study

User-Agent: Microsoft-Outlook-Express-Macintosh-Edition/5.02.2022
Date: Tue, 13 Nov 2001 15:53:30 -0800
Subject: Study #H-820  Mechanics Lien Study
From: Doug White <mntair@earthlink.net>
To: <commission@clrc.ca.gov>

I would like to express my concern over the Study #H-820:  Mechanic's Lien
Study.  The purpose of the proposed new legislation, as I understand it, is
to protect the consumer in residential building/home improvement projects
from General Contractors that do not pay their subcontractors and/or
suppliers, causing Mechanic's Liens to be placed on their property.  In
theory, the proposed legislation sounds effective, however I do not believe
the application would work in the specified environment.

The new proposed legislation states that residential jobs with a contract
price over $10,000 requires the general contractor to provide a bond for 50%
of the contract price.  Mechanic's Liens could not be applied in this
application.   How would this be policed?  This would take away the only
rights of the subcontractor and supplier to collect from a general
contractor that has not paid for work performed or materials supplied.
Subcontractors and suppliers have a right to timely payment.  Chasing down a
general contractor's bond would take time.  This would mainly affect small
subcontractors that would have difficulty absorbing such a loss of time and
money.  If collection becomes an issue for smaller subcontractors then no
one will want to take on these smaller projects and if they do the price
would go up to absorb the ultimate collection costs.  The lack of quality
subcontractors to perform trades on smaller projects AND the increase in
price to perform small jobs will ultimately adversly affect the consumer -
the very people this new legislation aimed to protect.

Unethical general contractors are the culprits behind this dilemna.  Why are
the subcontractors, suppliers, and even the homeowners paying the heaviest
burden?  The general contractor may or may not have to secure an additional
bond.  That's it?  There are so many ways for them to cheat this system.
Are change orders a part of the contract price?  If not, then a general
contractor could easily under-bid a job to avoid the additional bonding
requirements, then add change orders.

There is already an adequate system in place to protect homeowners,
subcontractors, suppliers and even the general contractor.   Lien Releases
are simple forms that could be filled out and submitted to the homeowner
before payment to the general contractor.  The general contractor would
simply provide the homeowner with lien releases from the
subcontractors/suppliers.  The homeowner does not know about lien releases,
you say?  Educate them!  Require the general contractor to supply the form
with the contract.  An ethical contractor will not object to doing this,
especially if it means they do not have to secure an additional bond.
Please remember, the kind of general contractors that were dishonest enough
to warrant a look at new legislation are the ones we all have to watch out
for.  They will always find a way to challenge the law.  They give good,
honest contractors - generals and subs alike - a bad name, and I for one am
tired of it!  

Thank you for allowing my opinion.

Sincerely,

Angela White
Partner
Mountain Air

1Printed for Stan Ulrich <sulrich@clrc.ca.gov>













LAW OFFICES OF
GILL AND BALDWIN, LLP
130 N. Brand Boulevard

Suite 405
Glendale, California 91203

November 15, 2001

Via E-Mail

California Law Revision Commission
4000 Middlefield Road, Room D-1
Palo Alto, CA 94303-4739

Re: California Law Revision Commission
The Double Payment Problem in Home Improvement Contracts

Dear Commissioners:

I write to set forth shortcomings in Tentative Recommendation #H-820.

While it is apparent that significant time and resources were expended in its
preparation, the paucity of evidence that there is a "Problem" requiring legislative
action is disturbing.  The proposal to change a system that has worked well for
Californians for ninety years without an objective demonstration of need gives rise to
great concern.

Essential to problem solving is identification of the problem.  The Tentative
Recommendation recognizes that there is "currently no good measure of the
magnitude of the double payment problem".  Only 61 cases occurring over a three
year period are mentioned.  During the same three year period, there were
undoubtedly hundreds of thousands of building permits issues, projects performed
and payments made without any apparent injustice to the parties involved.
Undaunted by the lack of evidence that a problem exists, the Tentative
Recommendation proceeds to deliver a solution.  No substantive reason for the
Tentative Recommendation is presented.   To base a proposed change in
constitutional rights on such a flimsy basis trivializes the rights to be restrained and
demonstrates a lack of commitment to the numerous statements throughout the
Tentative Recommendation that purport to recognize the very serious matter of
balancing the rights of various parties in a constitutional dispute.  Restraint in the use
of governmental power is at least as important to our society as is its use.  It is
fundamentally wrong to limit anyone' s constitutional rights without a clear need to do
so.  There is no such showing.

The concept of different rules for different size contracts invites tremendous
misunderstanding.  It eliminates the bonding requirement for contracts under
$10,000.00.
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It is suggested (p. 11, line 10) that many of the abuses occur in smaller home
improvement contracts.  In a creative use of examples, the same page includes the
recognition (p. 11, line 36) that such small matters "would likely fall in the range of
unforeclosable liabilities."  So there is a problem, but there isn' t a problem.  Again,
the glaring lack of objective evidence regarding the nature and magnitude of the
problem, or the very existence of such a problem, demands further fact gathering
before legislation is drafted.

One area ignored by the Tentative Recommendation is the protection already in
place under the Contractors License Laws.  Injured homeowners have a much
greater likelihood of recovering against the contractor' s license bond than do
subcontractors or suppliers.

The proposed prohibition on service of stop notices until payment is due to the
subcontractor or supplier makes no sense.  Payment terms between the parties are
often in conflict.  Payment to the prime contractor often occurs before payment is due
to the subcontractor or supplier.  Denying the right to serve a stop notice actually
encourages the problem that the Tentative Recommendation seeks to avoid.  The
stop notice is the very document that will tell the owner of the unpaid amount.  That
seems to be precisely what the authors of the  Tentative Recommendation wish to
accomplish.  If received before payment is made, it will very effectively provide the
owner with the opportunity to avoid double payment.  If payment has already been
made, the owner has no stop notice obligation.  Why change?   The grossly undefined
"direct payment notice" creates more problems.  When could such a notice be
served?  What is required of the parties?  How does it differ from, or relate to, existing
stop notice statutes?  Why is all "fleshing out" left to the Contractors'  State License
Board?  "Fleshing out" is not what this term requires - there is no skeleton.  How do
we know that the direct payment notice does not involve "other consequences" (which,
by the way, are not impediments in the real world to resolution of this type of dispute)?
These are not regulatory issues - the detail set out in the existing mechanic' s lien,
stop notice and bond statutes belies the suggestion that anything short of rationally
considered, publicly discussed legislation is appropriate to address such a proposal.
Did the staff run out of time to prepare the Tentative Recommendation?

Contrary to the assertion in the Tentative Recommendation, filing contracts and
bonds with the county recorder is not an approach that is familiar to contractors,
subcontractors or material suppliers.   Indeed, the Tentative Recommendation refers
to Professor Lefco' s belief that the current option for recording a bonded contract
under Civil Code Section 3245 is "the least often used".  Perhaps that should change.



California Law Revision Commission
November 20, 2001
Page 3

Why not simply mandate implementation of the existing Section 3245
provisions in all Home Improvement Contracts?  No reduction in constitutional rights
would be implicated, all of the potential victims (owner, subcontractors, suppliers)
would be protected at the expense of the potential victimizer (the prime contractor).
The Legislature obviously believed that such bonds are good public policy because
the statute exists.  Arguments about availability of such bonds must rely on
speculation because of the limited use of the section to date.  Uncertain concerns
that some "worthy contractors" might have difficulty obtaining  bonds don' t justify the
certain elimination of mechanic' s lien rights for all worthy subcontractors and
material suppliers.  Shouldn' t the Legislature implement all available remedies short
of limitations on constitutional rights before resorting to the constitutional alternative?
Especially given the weak evidence of a problem, what' s the rush?

I have read and agree with the analysis and arguments set forth by my
colleague and one of your consultants, Gordon Hunt.  Mr. Hunt provided to the
Commission a well reasoned report on the state of the law with regard to the
constitutionality of mechanic' s liens.  He clearly points out that such actions or
attempts to curtail the use of mechanic' s liens would be unconstitutional.  Apparently
the Legislative Counsel came to the same conclusion.

Cases from the 1880's are not persuasive.  Recent cases hold that the lien
rights provided by the California Constitution are not a taking, and that even amongst
sophisticated individuals, the mechanic' s lien right cannot be waived.  Connolly
Development, Inc. v. Superior Court (1976) 17 Cal.3d 803; Wm. R. Clarke v. Safeco
Insurance Co of America (1977) 15 Cal. 4th 882; Capitol Steel Fabricators, Inc. v.
Mega Construction Co., Inc. (1997) 58 Cal.App. 4th 1049 (in which I had the pleasure
of acting as both trial and appellate counsel, applied the same logic to stop notices
on a public works project).   Case law makes no distinction between a 4 to 3 decision
and a 7 to 0 decision any more than does the number of votes supporting successful
legislation.

The current scheme has been in place, for all to learn and understand, at least
since 1911.  Over ninety years where the Tentative Recommendation can identify only
61 cases where an injustice may have occurred.  Surely there are areas of public
concern where extant significant issues require legislation.  As one who has almost
exclusively represented owners, prime contractors, subcontractors and material
suppliers for many years, I appreciate the need for fairness to all participants in the
construction process.  Contrary to the tone of the Tentative Recommendation, the
homeowner has significant ability to protect himself or herself; much more ability than
does the subcontractor or supplier.  The Tentative Recommendation recognizes that
unpaid subcontractors and suppliers are also victims of the "Problem".  We should
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not further penalize a class of victims to resolve the issue.  Require additional
education of consumers, add the mandatory bond requirement and see if the process
works.

Very truly yours,

Kirk S. MacDonald

KSM:jo
J:\Gill & Baldwin\Letters\CLRC Mech Lien 111501.wpd



Legislative Committee:  Report on Task Force “A” Issues

During the last Legislative Committee meeting, the Committee appointed itself as a Task
Force to examine the issues that arose out if the SB 2029 Surety & Insurance Reports.
The Committee set its priorities.  (See Attachment 1: Task Force Priorities.)

The Task Force directed staff to report a number of issues and recommend possible
approaches.  This report addresses Issues 1.1 and 3.1 by describing the mandatory
payment bond approach being proposed by the California Law Revision Commission and
by exploring a step bond.

This report specifically provides:

A brief introduction to relevant surety concepts.
A description of the California Law Revision Commission’s payment bond
proposal and a discussion of the pros and cons.
An update on issues relevant to step bonding.
A step bond proposal.
A guarantee fund for sureties.

The Report on Task Force “B” and “C” identifies additional issues the Legislative
Committee may want to address at the November 29, 2001, Legislative Committee
Meeting.
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Task Force A:  Surety Bond Issues

INTRODUCTION

Surety bonds are a well-understood method of making compensation available to
consumers harmed by licensed contractors.  Right now, California homeowners are
protected by only one bond, the contractors’ license bond.  It is a blanket bond, available
as both a payment and performance bond.  The penal sum of the bond is $7,500 for most
construction projects and $10,000 for swimming pools.  Consumers often believe that the
bond amount is available for each project.  It is not.  This bond includes all the bond
money available to all the claims against the contractor.

As noted in the SB 2029 Surety and Insurance Report, if a contractor violates the law and
causes damage to only one consumer, the $7,500/$10,000 bond can be meaningful.  But,
the bond becomes increasingly ineffective when there is more than one claim against the
bond.

On the other hand, increasing this one-size- fits- all bond to comprehensively cover
multiple complaints will promptly result in sureties denying bonds to contractors who
have poor credit or, who work part-time or for low wages.  Since maintaining a
contractor’s license bond or equivalent is mandatory for continued licensing, an across-
the-board raise of the penal sum of the bond would not just limit the work the contractor
can perform, it would limit who may be licensed.

Thus, instead of simply suggesting that the penal sum of the contractor’s license bond be
raised, staff has examined other ways to use bonds.

BOND APPROACHES FOR DIFFERING TYPES OF HARM

Bonds are traditionally used to address two types of harm: the failure to pay laborers,
subcontractors and suppliers, and failure to perform. Each will be examined separately.
But first, a few words on the value of surety underwriting.

As noted in the “Surety and Insurance Report,” the surety never writes a bond intending
to pay it.  Instead, the surety underwrites so that surety won’t have to pay.

The message of the surety company in writing any bond other than the contractor’s
license bond is—we checked this contractor out.  She pays her bills.  She completes her
work.  We don’t get complaints about her.  And the complaints we get are quickly
resolved. We’re betting she’ll say in business and her work will meet trade standards.

Based on this analysis, the surety writes the bond.

Thus, the point of a bond is to prevent the need for restitution rather than to provide
restitution.  No matter whether the bond is a payment bond or a performance bond, the
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underwriting process can bring needed review to a contractor’s credit and payment
history, thereby increasing the chances that the project will be properly completed.

Bonds for Payment Problems

The “payment” discussed in this segment refers to whether laborers, subcontractors and
suppliers are paid for their contribution to a project. The payment issue that has been
given the most attention in the past three years is the double payment problem—the
situation that arises when a homeowner pays the prime contractor but the contractor fails
to pay laborers, subcontractors and suppliers.  Under California’s Mechanics’ Lien Law,
the homeowner can be forced to pay again or face foreclosure.  Under present law, the
homeowners is made responsible for whether the contractor pays subs and suppliers but
is given neither the information nor the tools to manage that responsibility.

For those Board members who are not well versed in the problems of residential
mechanics’ liens, a background paper, “Don’t Lien on Me,” is provided in this packet.

For its part, industry maintains that the double payment problem is comparatively small.
Industry rightly asserts that most contractors pay their bills.

Knowledgeable consumers agree that only a small percentage of consumers are forced to
pay twice and even less face foreclosure.  Consumers would tell you, however, that the
lien is a big problem for the people who do have to pay twice.  Likewise, it is a big
problem for homeowners who are frightened by the possibility of liens and whose credit
is harmed by liens even if these liens are not ultimately perfected.

Two years ago the Legislature acknowledged the problem of residential mecahancis’ liens
and requested that the California Law Revision Commission (CLRC) review the situation
and propose a solution. Right now, the CLRC is circulating a draft of its proposed
solution.  CLRC’s proposal will be offered to the Legislature in January of 2002.

California Law Revision Commission Draft Proposal

The proposal:

Requires each home improvement contractor to secure a payment bond of
50% of the contract amount (or equivalent) for each home improvement
contract over $10,000.  (Cost:  about 1 to 2 % for those contractors who can
qualify).

• Creates a good-faith full payment defense for homeowners
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• Forcefully argues that California’s Constitution allows a property owner to
defend against a mechanics’ lien by demonstrating payment to the prime
contractor.

• Retains subcontractor and material supplier lien rights when homeowner does
not pay but dispenses with all 20-day preliminary notices.  They are
unnecessary under the plan.

• For contracts under $10,000, allow a subcontractor or supplier to require the
homeowner to pay the sub or supplier directly.  If these subs and suppliers fail
to notify the homeowner before the homeowner pays, the subs and suppliers
would lose their lien rights unless the homeowner fails to pay.

The only solution better than this kind of payment bond is to simply adopt a good faith
payment defense for all homeowners.  If the contractor is paid but fails to pay subs and
suppliers, no lien may be filed.

If that solution is rejected, however, as it has been over the years, a payment bond is a
very good solution.  A good faith payment would free the homeowner from the risk of
liens and the bond would protect the rights of subs and suppliers.  For their part,
subcontractors and suppliers would maintain their lien rights but against the bond, not the
homeowner.

Problems/ Drawbacks

There are three major problems with the CLRC approach.  First, a number of contractors
who are otherwise qualified may not be eligible for this bond.  You may say that this is a
good thing.  A contractor with poor credit is not a good choice to perform home
improvement work.  On the other hand, the Legislature has traditionally rebuffed any
barriers to entry into the construction industry.

Second, the CLRC’s approach would add 1 to 2% to the cost of all home improvement
contracts.  Given the economic downturn, this might be the wrong year to propose
additional expenses to businesses.   Adding this kind of across-the-board expense to all
contracts in order to protect a relatively small number of consumers may not be
considered good business.

This doesn’t mean, however, that we should not address the problem.  Even before the
recent economic downturn, California contractors went bankrupt carrying extraordinary
liabilities—more than 807 million dollars of liabilities were claimed in bankruptcy actions
in 2000.    While these are industry-wide figures, they reverberate in the home
improvement arena, where bankruptcies always include losses to homeowners,
subcontractors and suppliers.
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I continue to be in contact with Assemblyman Dutra’s staff on a possible alternative or
supplement to the CLRC’s bond approach that would protect homeowners from liens
without mandating that every contractor carry these bonds.  This alternative proposal
“Mechanics’ Lien Prevention for Homeowners” is also provided in this packet.

The third reason that a bond dedicated to payment issues might be contra-indicated is that
this payment bond will not address the larger problem for home improvement projects—
poor workmanship. While, as noted above, underwriting these bonds will help identify
contractors who are bad credit risks, the actual bond beneficiaries of this mandatory bond
would be limited to unpaid laborers, subcontractors, and material suppliers.

Bonds for Performance Problems

As noted above, the underwriting process of a mandatory payment bond can bring needed
review to a contractor’s credit and payment history, thereby increasing the chances that
the whole project will be properly completed.

But the process does not directly address performance problems.  A homeowner may
defeat some liens by arguing that the reasonable value of the work (the amount that can be
claimed in a lien action) is not the same as the amount the homeowner is being charged.
But, for the most part, the payment bond targets payments, not performance.

Performance bonds guarantee that the contract will be adequately performed.

Blanket Bonds

Task Force Issues 1.1 and 3.1 direct staff to present information about using bonds to
provide consumer restitution and, more specifically, restitution through the use of blanket
bonds.

1. CALBO Building Permit Data Not Available

For your information, staff has finally succeeded in getting information about whether
building permit data could be accessed to help staff or individual surety companies to
assess the amount of work each contractor was performing.  Apparently, even though all
this information exists, it is not in a form that can be efficiently accessed to identify the
individual contractors.  Types of contractors, work by counties, aggregate figures on new
homes vs. remodels, all these are available.  But data about individual contractors is not
readily available.  Perhaps someday, but not now.  Thus, in working toward a step based
blanket bond approach, we must have another way to set the penal sum of the blanket
bond.

2. Self-Report
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As noted in the Surety and Insurance Report, under Business & Professions Code section
7159 (g), the Board may approve a blanket bonds for contractors who register approved
payment and performance bonds covering all contracts the contractor agrees to perform.
Contractors seeking Board approval must report the aggregate of their yearly contracts as
the basis for the bond.  Staff does not recommend adopting an honor system for any large
scale tracking of aggregate contracts.

3. Quasi- Nevada Approach

Probably the simplest solution would be to take a page from Nevada’s bond strategy and
require the contractor to carry a blanket bond that limits the size of the contracts a
contractor may agree to perform.   For example, in the proposal outlined below, a $25,000
bond would limit a contractor to contracts of no more than  $50,000.

Although this will provide little dollar for dollar protection, it would perform some
important functions.  Unlike the contractor’s license bond, this additional bond would be
more comprehensively underwritten, providing needed review of the creditworthiness and
track record of contractors.

I assume that when the surety is determining how much to charge in bond premiums, the
surety will review the amount of work the contractor performs as a way to establish the
surety’s exposure.   For example, if a contractor performs 500 $15,000 jobs each year,
there is more chance that the surety will have to pay a claim or claims than if the
contractor performed only 12 jobs each year.

Of course, I do not need to mention that if a plan could be developed like the proposal
outlined in the report on Mechanics’ Lien Prevention for Homeowners, the cost of
blanket bonds could decrease considerably because the cost of liens would be taken out of
the mix.
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Proposal

Under this blanket step bond proposal, the Legislature will continue to mandate that all
contractors carry the contractors license bond.  For purposes of discussion, we will not
examine raising the penal sum at this time.

Each contractor who seeks to perform home improvement contracts over $10,000
would be required to carry an additional bond as follows:

Mandatory bond Additional bond (required for
contractors performing home
improvement work in their capacity
as a prime contractor).

Contract limit

Present contractor’s license
bond (clb) - $7,500

none Contracts up to  $10,000

$7,500 $7,500 Contracts up to $15,000
Service and repair
contractors with more than
3 employees performing
service and repair work.
$20,000
clb - $7,500 $15,000 Contracts up to $30,000
clb- $7,500 $25,000 Contracts up to $50,000
clb- $7,500 $30,000 Contracts over  $50,000

These figures are merely a starting point for discussion.

Adopting a step proposal of this nature would address a number of the Board and the
Legislature’s concerns.  The proposal:

Places responsibility for bonding in the surety industry, a place more suited to
decisions about bonding than the board.
Matches the pattern of damages found in CSLB’s complaints.
Places limits on the work a contractor with poor credit can perform.
Does not act as a barrier to entry into the contracting profession and does not
force existing contractors out.
Does not require expensive and extensive government evaluation of contractor’s
financial records.

What kind of bond should this be?  A license bond or a civil bond?  Staff recommends
that, if reforms are made to reduce impediments to consumer access to the contractor’s
license bond (See Surety and Insurance Report), the payout criteria should be that a
violation of the contractors’ license law can be proven.   If these impediments are not
addressed, staff would propose that payouts be based on a civil damages standard.
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This proposal would not bring into the system enough money to adequately compensate
consumers harmed by licensed contractors.  There is too much risk and money involved.
This proposal would, however, make some additional money available for damages.
More important, however, the proposed bond requirement would place new controls on
who may perform larger contracts.  To work without the requisite bond would be cause
for discipline.

Guarantee Fund

Issue 6.3 Propose legislation creating a guarantee fund for admitted sureties.

This proposal comes from the California Department of Insurance (CDI).  In its letter
supporting the SB 2029 Surety & Insurance Report, CDI recommended legislation
creating a guarantee fund for sureties.  Staff is exploring this recommendation and expects
to have a report by the date of the Legislative Committee meeting on November 29, 2001.
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Attachment 1:Priority List

Task Force “A”

Recap of high priority issues

ISSUE 1.1 Examine using bonds to provide consumer restitution but delay any
comprehensive bond proposals until CLRC’s mandatory bond
proposal is evaluated by the Legislature.

ISSUE 3.1 Evaluate a blanket step bond approach to home improvement
contracting but wait on main bond issues until the CLRC’s
mandatory bond proposal is evaluated by the Legislature.

ISSUE 5.2 If CLRC’s mandatory payment bond approach is adopted, the
preference for homeowners in contractor’s license bond law may
not be necessary.

Likewise, if a home improvement step bond approach is adopted,
preference for homeowners in contractor’s license bond law may
not be necessary.

If, however, the license bond remains the only source of restitution,
the preference must be established in a way that does not refuse
bond payouts to non-homeowners.

NEW ISSUE 6.3 Propose legislation creating a guarantee fund for admitted sureties.

Task Force “B”

Recap of Medium Priority Issues

ISSUE 5.3 Recommend Task Force evaluate staff’s proposal to define
“willful” as found in the Penal Code.

ISSUE 5.4 (b) Recommend that the Task Force evaluate proposal requiring a bond
payout upon certain findings being made in arbitration awards and
in final orders of the Registrar.

As noted in Issue 3.1, however, a new step bond dedicated
specifically to home improvement might be a better solution than
increasing the contractor’s license bond.  Creating a home
improvement step bond would put the increased coverage in the
home improvement industry where it is needed instead of
spreading it out among all commercial contractors.
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ISSUE 5.5 Should the Legislature consider increasing the current penal sum?
Before recommending an increase in the contractor’s license bond,
wait until CLRC’s proposal is evaluated by the Legislature.

ISSUE 5.8 Propose legislation raising the jurisdictional amount for surety
bond claims brought to small claims court.

ISSUE 5.9 Task Force to review proposal to amend Code of Civil Procedure
Section 386.6 (a) to exclude sureties from securing fee and cost
reimbursement from contractor’s license bonds in an interpleader
action or alternative.

Task Force “C”

Recap of low priority issues.

Issue 6.1 If Commercial General Liability Insurance (CGL) is not mandated,
propose legislation defining the term “insured.”
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 Attachment 2

Don’t Lien on Me!

Mechanics’ Liens Placed on California Home Improvement Projects

Before hiring Olympic Roofing Company to replace her roof, Julie O., a
Rancho Cordova homeowner, checked with the Contractors State License
Board to see if Olympic had any complaints.  Nothing derogatory showed
on the license and the price was right.  Julie hired Olympic. After the roof
was finished, Julie paid.

Julie was shocked when a few weeks later she got notice that a roofing
material supplier had recorded a lien on her home. Olympic’s owner had
disappeared without paying the material supplier and some subcontractors.
After doing some research, Julie found that at least 10 other homeowners in
her area had also been slapped with liens. Julie and most of these Rancho
Cordova homeowners had to pay a second time to get the liens removed.
These homeowners are but a few of the California homeowners threatened
with liens every year.  Like Julie, many pay twice.

How can this happen?  How can a homeowner hire a contractor, pay the
contractor for the work, and then have to pay again?

What’s the Problem?

California’s mechanic’s lien law allows an unpaid laborer, subcontractor, or
material supplier to place a lien on property.  The idea underlying
mechanics’ lien law is that a property owner should not be unjustly enriched
by the contributions of another.  Since the value of the labor, goods and
services has been incorporated into the value of the property, lien rights
allow the lien claimant to make a claim on that value.

This strategy makes sense when a property owner fails to pay the
contractor.  If the contractor is not paid, the contractor can’t pay the
laborers, subcontractors and suppliers. This strategy does not make sense
when the contractor has been paid.

Over the years, commercial property owners have developed various
mechanisms to protect themselves from liens.  The lien prevention device
most used by commercial property owners is a complicated conditional and
unconditional release system.  This system may work for commercial
construction.  But California homeowners lack the background and
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knowledge that would make this system work for home improvement.  The
main drawbacks are:

• Unlike commercial property owners, homeowners do not know their
peril.  They just don’t “get” that they can pay and still owe.

• California’s strategy for notifying homeowners of the mechanics’ lien
problem is to have the prime contractor provide lien information to
the homeowner. Often the contractor fails to provide this notice.
The contractor’s failure to provide the notice, however, has no effect
on lien rights. Julie O. had no idea that an unpaid material supplier
could take a property interest in her home, forcing her to pay a
second time for her roofing materials.

• Even if the homeowner had been given lien information, the present
Notice is inexplicable at best.  See the attached Notice to Owner.

Even if the homeowner received and understood the notice, most of
the lien prevention measures described in the Notice are not available
and/or unworkable.  A description of the deficiencies of the Notice to
Owner appears below.

How big is the problem?

Industry representatives claim the problem is small.  In testimony before the
California Law Revision Commission (CLRC) and the Assembly Select
Committee on Construction Fraud, industry repeatedly asserted that the
problem was small; few homeowners lose their homes through foreclosures
as a result of mechanics’ liens.  This statement may be true.  Foreclosures
may be rare.  But these statements beg the question.   The question should
be: how often do homeowners have to pay twice?  And after that question,
we should ask how many homeowners have their credit negatively affected
by these liens even though they ultimately cleared?

The Rancho Cordova consumer paid the contractor who failed to pay the
material supplier.  The material supplier filed a lien.  The contractor could
not be found to make good on his contract.  This was the case for all 10 of

the homeowners involved in the Olympic case.  All but one of the
homeowners paid twice.
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These homeowners were rightly fearful that the lien would destroy or
disrupt their credit.  A recorded lien claim places a cloud on the property
title, affecting the homeowner’s ability to borrow money or sell the
property. Threatened with foreclosure, these homeowners did not know
how to defeat the lien.

Homeowners pay because they don’t know what else to do.  An attorney
might be helpful to defend against the lien or even to explain the process.
But, an attorney would cost money, sometimes, more money than the
homeowner owes on the lien.  Often the homeowner can’t take the risk of
having to pay the lien and the attorney.

What causes a contractor not to pay?

The main reason contractors do not pay is because they don’t have the
money.  The contractor has gotten too far ahead financially.  Instead of
paying the material supplier for this job, the contractor uses the money to
pay some other subcontractor or material supplier owed from a previous
job. When a contractor gets too far ahead for too long, he or she will
ultimately go bankrupt.

CSLB’s experience with contractors who go bankrupt is that long before the
bankruptcy, the contractor’s performance deteriorates.  Payments are
delayed. Quality deteriorates as the contractor struggles to stay above water.
Unpaid suppliers file liens.  Finally, the contractor files for bankruptcy.
Thus, delays, liens, poor workmanship and abandonment, all accompany the
contractor on the way to bankruptcy.

Unfortunately for consumers, contractor bankruptcy has no effect on a lien
filed by a material supplier or subcontractor.  Even if the homeowner has
invoices and cancelled checks demonstrating that the contractor was paid the
money intended to cover the material, the lien rights remain.
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What’s being done to prevent these liens?

Notice to Owner

The law presently requires contractors to present homeowners with a notice
called the Notice to Owner.  This notice is designed to inform homeowners
of the dangers of liens.

The problems with the Notice to Owner include:

• Present law relies on the contractor to convey this notice to the
homeowner.  Yet, contractors routinely fail to present homeowners with
the Notice. Even when the Notice is given, it is often mixed in with the
other contract gobbledygook homeowners can’t face reading.  Like the
notices in real estate transactions, the notices are read only rarely.

• The Notice is extremely confusing and difficult to read.  The idea that the
homeowner could pay a contractor and still be faced with a lien is hard to
understand.  The Notice does not help.  Instead it provides a bewildering
array of ways to prevent liens, most of which are ineffective. Frankly
speaking, the Notice is so intimidating that it is this writer’s belief that
the few homeowners who actually read the Notice are not informed by
it.

What are the various approaches to lien prevention?

The Notice describes four approaches to lien prevention-- signed releases,
joint control accounts, joint checks, and payment and performance bonds.

Signed Releases

The Notice to Owner suggests that consumers can protect themselves from
mechanics’ liens by getting signed releases.  The law governing home
improvement contracts requires contractors to provide full and unconditional
releases of mechanics’ liens.  Although this requirement is rarely honored,
when it is complied with, it misleads consumers into thinking that liens can
be avoided by getting releases from the contractor.  In addition, another
form, the 20- day Preliminary Notice, which is designed to alert the
homeowner to the possibility of liens, also stresses this approach.
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How does the release system work (or not work)?

The release system is designed to allow a property owner to track when
potential lien claimants have been paid. (Here as before, the potential lien
claimants – subcontractors, laborers and material suppliers -- are all referred
to as “suppliers”).

Here is how the system is designed to work.  When it is time for a payment,
the contractor brings the owner a conditional release signed by the relevant
supplier. The owner pays the contractor for the work of the supplier. The
idea is that the owner will not make another payment before receiving an
unconditional release from the relevant supplier.  The contractor pays the
supplier. The paid supplier gives the contractor an unconditional release.
The contractor gives the owner the unconditional release with the next
demand for payment. This process is designed to insure that the property
owner will not be faced with liens down the road.  There are many problems
with the release process.

The releases are complicated.  When the contractor presents the homeowner
with a bill for a scheduled payment that includes the work of the supplier,
the contractor must also provide a release signed by the material supplier.
Unfortunately, this release is only a conditional release.  It is not effective
unless the material supplier is actually paid.  Once the supplier is paid, the
supplier is supposed to provide the contractor with an unconditional release.
Then the contractor is supposed to give the unconditional release to the
homeowner.

Subs and suppliers rarely provide the matching unconditional release.  Even
when the contractor is routinely paying the bills, subs and suppliers resist
the effort of providing these releases.  The supplier has been paid and now
has no incentive to provide these releases.  When a paid supplier fails to
provide an unconditional release, the homeowner has no way of
distinguishing a situation where the supplier is paid from a situation where
the supplier has not been paid.  This creates a difficulty in tracking.

The amount of protection varies depending on timing.  In home
improvement projects that take weeks and months to complete, the
homeowner may find out that the contractor has not paid supplier and then
withhold a later payment until this is cleared up. Under situations where the
project is completed quickly, however, the homeowner may not know that
the supplier has not been paid until all the contract money has been released.
This is particularly true with short-term projects like roofs and sunrooms.
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Other parts of the release system are equally complicated.  In order to
perfect a release, the material supplier must meet strict procedural
requirements.  One requirement is that the Preliminary Notice, a notice sent
by the material supplier to the property owner to inform the owner of the
possibility of a lien, must be sent within 20 days of the start of work.  If it
is not sent timely, the lien cannot be perfected.

Problem 1.  The Preliminary Notice is not “preliminary.”  The Notice
can be sent up to 20 days after work has started.  This means there is no
protection for homeowners who have short timelines on their jobs.
Roofs are a good example.  The Preliminary Notice is still valid even if
the work is completed and the homeowner has paid the contractor.

Problem 2.  The text of the present Preliminary Notice is at once easy to
misunderstand and actively misleading.

The homeowner is encouraged to ask the contractor for a signed release
by the sub or supplier sending the notice.  Few consumers actually
understand this notice until a lien claim is filed.  Consumers often believe
that a release from the contractor is enough.  More often, however,
consumers believe that a signed conditional release can protect them.
This is not true.  If the contractor fails to pay the subcontractor, this
release will not help.

Problem 3.  Business people working in commercial construction
understand that there is only one Preliminary Notice no matter how
many services are provided or goods delivered later.  Homeowners do
not understand this. Homeowners do not understand that a release
through January 1, 2001 does not cover work done or services provided
after January 1, 2001, although there will be no additional Preliminary
Notices.

Finally, the release system is of no use whatever if the contractor fails to
pay the supplier.  The release system relies on the homeowner paying
the contractor and the contractor paying the supplier.  A signed
unconditional release can only be secured after the contractor has paid
the supplier.  Thus, this system enables a homeowner to track the
possibility of liens and breathe a sign of relief when the unconditional
releases come in but does very little to prevent liens.

This release system may be effective in commercial transactions.  This
brief review of the system indicates, however, that it is too complicated
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for the average homeowner to navigate, particularly when the
homeowner has no power to make the contractor actually pay subs and
suppliers.

Joint Control Accounts

A second strategy for protecting against liens is a joint control account.  This
system is adequately described in the SB 2029 Surety and Insurance Report.
Suffice it to say that, while this may be a good idea, right now it is not routinely
available.

Payment and Performance Bonds

Again, as noted in the SB 2029 report, homeowners rarely choose bonds.
They do not understand the need and many contractors would not qualify
for these bonds.

The California Law Revision Commission is working on a proposal for
mandatory payment and performance bonds for home improvement
contracts of $25,000 or less.  This approach is examined below.

Joint Checks

Of the solutions presently suggested, a joint check is by far the simplest.
When the contractor presents a bill for the supplier’s work, the homeowner
writes a joint check.  There are a number of problems with this approach.
First, like all the other suggestions, the homeowner who most needs to know
about the lien problem will not be given the Notice and, therefore, won’t
know to try this approach.  Second, contractors will persuade homeowners
that a joint check will just hold things up.

Finally, simple as it is, this approach may be impractical.  The days are
gone, if they ever were, when the contractor and subcontractor can drop into
bank together to cash a check.

Summary

The approaches suggested to consumers on how to protect themselves from
liens are not effective.
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"Notice to Owner"
   "Under the California Mechanics' Lien Law, any contractor,
subcontractor, laborer, supplier, or other person or entity who helps
to improve your property, but is not paid for his or her work or
supplies, has a right to place a lien on your home, land, or property
where the work was performed and to sue you in court to obtain
payment.
   This means that after a court hearing, your home, land, and
property could be sold by a court officer and the proceeds of the
sale used to satisfy what you owe.  This can happen even if you have
paid your contractor in full if the contractor's subcontractors,
laborers, or suppliers remain unpaid.
   To preserve their rights to file a claim or lien against your
property, certain claimants such as subcontractors or material
suppliers are each required to provide you with a document called a
"Preliminary Notice." Contractors and laborers who contract with
owners directly do not have to provide such notice since you are
aware of their existence as an owner.  A preliminary notice is not a
lien against your property.  Its purpose is to notify you of persons
or entities that may have a right to file a lien against your
property if they are not paid.  In order to perfect their lien
rights, a contractor, subcontractor, supplier, or laborer must file a
mechanics' lien with the county recorder which then becomes a
recorded lien against your property.  Generally, the maximum time
allowed for filing a mechanics' lien against your property is 90 days
after substantial completion of your project.
   TO INSURE EXTRA PROTECTION FOR YOURSELF AND
YOUR PROPERTY, YOU MAY WISH TO TAKE ONE OR MORE
OF THE FOLLOWING STEPS:
   (1) Require that your contractor supply you with a payment and
performance bond (not a license bond), which provides that the
bonding company will either complete the project or pay damages up to
the amount of the bond.  This payment and performance bond as well
as a copy of the construction contract should be filed with the
county recorder for your further protection.  The payment and
performance bond will usually cost from 1 to 5 percent of the
contract amount depending on the contractor's bonding ability.  If a
contractor cannot obtain such bonding, it may indicate his or her
financial incapacity.
   (2) Require that payments be made directly to subcontractors and
material suppliers through a joint control.  Funding services may be
available, for a fee, in your area which will establish voucher or
other means of payment to your contractor.  These services may also
provide you with lien waivers and other forms of protection.  Any
joint control agreement should include the addendum approved by the
registrar.
   (3) Issue joint checks for payment, made out to both your
contractor and subcontractors or material suppliers involved in the
project.  The joint checks should be made payable to the persons or
entities which send preliminary notices to you.  Those persons or
entities have indicated that they may have lien rights on your
property, therefore you need to protect yourself.  This will help to
insure that all persons due payment are actually paid.
   (4) Upon making payment on any completed phase of the project, and
before making any further payments, require your contractor to
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provide you with unconditional "Waiver and Release" forms signed by
each material supplier, subcontractor, and laborer involved in that
portion of the work for which payment was made.  The statutory lien
releases are set forth in exact language in Section 3262 of the Civil
Code.  Most stationery stores will sell the "Waiver and Release"
forms if your contractor does not have them.  The material suppliers,
subcontractors, and laborers that you obtain releases from are those
persons or entities who have filed preliminary notices with you.  If
you are not certain of the material suppliers, subcontractors, and
laborers working on your project, you may obtain a list from your
contractor.  On projects involving improvements to a single-family
residence or a duplex owned by individuals, the persons signing these
releases lose the right to file a mechanics' lien claim against your
property.  In other types of construction, this protection may still
be important, but may not be as complete.
   To protect yourself under this option, you must be certain that
all material suppliers, subcontractors, and laborers have signed the
"Waiver and Release" form.  If a mechanics' lien has been filed
against your property, it can only be voluntarily released by a
recorded "Release of Mechanics' Lien" signed by the person or entity
that filed the mechanics' lien against your property unless the
lawsuit to enforce the lien was not timely filed.  You should not
make any final payments until any and all such liens are removed.
You should consult an attorney if a lien is filed against your
property."
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Attachment 3

Mechanics’ Lien Prevention for Homeowners

Enough has been written about the mechanics’ lien double payment problem.  There is no
need to further describe the bewilderment of homeowners who pay their contractors in
good faith only to be threatened or slapped with a lien when these contractors fail to pay
the subcontractors and material suppliers.

Enough homeowners have complained about how even liens that are ultimately cleared
negatively affect the homeowner’s credit.

Enough too has been said about how the mechanics’ lien prevention requires “inside”
knowledge that homeowners do not have and cannot easily acquire.  Notices of the lien
risk arrive weeks after the work is completed and after the contractor has been paid.  In
fact, the notices required by law and designed to provide needed information are widely
perceived as inadequate in describing the problem and almost useless in describing a
solution.

Can the California Law Revision Commission’s Proposal be Enacted?

The California Law Revision Commission’s proposal would work to prevent these liens
but can it be enacted?

Probably not.  The CLRC proposes a mandatory bond covering 50% of the contract price
for contractors over $10,000.  The cost for such a bond is estimated to be 1 to 2% of the
each contract for the contractors who are eligible for these bonds.

Contractors will oppose the bond solution, arguing that some otherwise qualified
contractors will not be eligible for the bond.  Contractors will also claim that the problem
is small—just a few contractors who don’t pay their bills.  Why should everyone be
required to carry these bonds when the problem is limited to a few?    Note, however, that
if the problem were so small, subcontractors and suppliers would not be so persistent
asserting their lien rights.

That said, this might be the wrong year to propose additional expenses to businesses.   In
an economic slow down, adding this kind of expense to all contracts in order to protect a
relatively small number of consumers cannot be good business.

This doesn’t mean we should not address the problem.  Even before the recession,
contractors went bankrupt carrying extraordinary liabilities—more than 807 million
dollars of liabilities claimed in 2000.    While these are industry-wide figures, they
reverberate in the home improvement arena, where bankruptcies always include losses to
homeowners, subcontractors and suppliers.

1



Problem Statement

Boiled down, the problem for consumers is that they do not know their peril.  They don’t
know about the possibility of liens.  It makes no sense to homeowners that they can pay
and then have to pay again.

As noted above, the notice from the subcontractors and suppliers (the 20-day preliminary
notice) often arrives after the contractor has been paid.  Almost more important, even if
they get the various notices, homeowners are not given any foolproof suggestions on how
to prevent these liens.  The notices pretty much tell homeowners to pay the contractor
and then chase around after the contractor, the subcontractors and suppliers trying to get
lien releases.

Proposed Alternative Solution

The best solution is for the Legislature to declare that a good faith payment by a
homeowner extinguishes the lien right.  This proposal has been rejected in the past.  The
CLRC payment bond is a great solution, but homeowners and contractors alike may balk
at the additional expense.  But a viable alternative to a universally mandated bond might
be to allow the homeowner to opt out of the mandatory bond by agreeing to take
responsibility as follows:

First, the Legislature would set up the notice system within the home improvement
contract so that prime contractors must notify consumers that the subcontractors and
suppliers have lien rights that must be dealt with and require that the issue be dealt with
during contract negotiations and not when it is too late.  The contract would indicate how
the problem payment will be handled.  Second, the subcontractors and suppliers would be
required to provide their lien warning notices before the homeowner pays the contractor.
Third, the law would require the subcontractors and suppliers to choose which method
the homeowner should use to pay these subs and suppliers.

Let’s look at the timing issue first.  Right now a  “20-day preliminary notice” can be
received 20 days after the homeowner has already paid the contractor and still be valid.
While commercial property owners may know about, expect, and plan for this late notice,
homeowners do not.  The tenets of consumer protection and common sense rules of fair
play require that a homeowner be told of the risk in time to respond.

As for the information in the notice, the Legislature could give subcontractors and
suppliers three choices:

Choice 1: Subcontractors and suppliers would tell the homeowner:

 “When your contractor tells you it is time to pay for the work I have completed
(or the materials I have provided), you must notify me when you pay the
contractor.”
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This notification provides an early warning system for subcontractors and suppliers.
Right now, subcontractors and suppliers do not know when the contractor is paid.  This
is one of the reasons subcontractors and suppliers rely on lien rights.  They can’t tell
when to expect payment and they want to continue to sell additional goods and services
to the contractor.  Knowing that the contractor has been paid but has failed to pay is
information that can and should result in subcontractors and suppliers declining to
advance additional credit to contractors.  This contrasts favorably with the present plan,
which encourages subcontractors and supplier to lend the unknowing homeowner’s
equity to the contractor without any risk assessment.

Under this option, the homeowner gets the benefit of a good faith defense by telling the
subcontractor and suppliers that the contractor has been paid.  If this isn’t enough
protection, subcontractors and suppliers might chose 2.

Choice 2: Send a notice to the homeowner that says:

“When your contractor tells you it is time to pay for the goods and services I have
provided, pay the contractor in a joint check made out to the both me and the
contractor.”

Joint checks are a long established means of addressing the construction lien problem.
There have been incidents, however, where one or the other of the joint check recipients
takes the other’s money.  We should be sure that, in any event, the homeowner is relieved
of lien obligations.  Thus, subcontractors and suppliers who choose this plan would be
affirming that a joint check would be ok with them.

Choice 3: If the subcontractors and suppliers are worried about the complications of
two or more parties having to sign the check to cash it, they can send the homeowner a
notice that says:

“When your contractor tells you it is time to pay for the goods and services I have
provided, pay me directly.”

If the homeowner ignores the notice, then the liens hold.

To bring us full circle, there is actually a choice 4.  A contractor (or homeowner) who
doesn’t want to deal with all this can get a bond to cover all payments or hire a joint
control firm.  Then subcontractors and suppliers won’t worry about getting paid.

Note: A perk for subcontractors and suppliers might be for the Legislature to adopt the
CLRC idea that the lien right continues to exist without the need for a 20-day notice
replacement.  Right now, thousands of subcontractors and suppliers send these notices not
because the contractor can’t be trusted to pay but because they want to retain their rights
against the property owner.
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Recap

Under this proposal, homeowners get real consumer protection from mechanics’ liens
when the source of the lien is that the contractor who has been paid fails to pay
subcontractors and suppliers.  This is made possible by two changes to existing law.  The
20-day preliminary notice would be replaced with a Mechanics’ Lien Prevention Notice
that is only valid if it arrives before the homeowner pays for the goods and services
described and tells the homeowner how payment is to be made.  If the contractor and
homeowner think this process is too cumbersome, they can choose to protect the rights
of subcontractors and suppliers by using joint control accounts or bonds.  A homeowner
who knowingly ignores the rights of the subcontractors and suppliers would be subject to
liens but only if the contractor fails to pay.

Note: A version of this proposal, Direct Pay, was offered to the CLRC last year.  At that
time, the CLRC rejected Direct Pay on grounds that, compared to the full payment
defense, Direct Pay would be too complicated for consumers.  No one can disagree.   A
full payment defense would be best for consumers.  But, when a full payment defense is
paired with a mandatory performance bond that adds cost to the contract, the homeowner
with a reasonable straightforward project might sensibly choose to pay the
subcontractors and suppliers directly as proposed here.

In fact, this proposal is more complicated than the present system.  The present system
is not complicated at all.  The consumer does nothing to prevent liens.  The consumer
doesn’t know action is necessary and wouldn’t know what to do even if they knew action
was necessary.  I believe consumers would prefer to have a way to prevent liens that isn’t
just luck.
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