CALIFORNIA LAW REVISION COMMISSION STAFF MEMORANDUM

Study H-853 January 31, 2006

Memorandum 200612

Common Interest Development Ombudsperson
Pilot Project: Legislative Update

In 2005, two bills were introduced to implement the Commission®
recommendation on the Common Interest Devdopment Ombudsperson Pilat Project
(March 2005)N AB 770(Mullin) and SB 551 (Lowenthal).

Each bill was approved by the Housing and Community Development
Committee in its house of origin and was then referred to the Business and
Professions Committee.

The Business and Professions Committee in each house indicated that it
would not hold a vote on the bills unless they were first reviewed by the Joint
Committee on Boards, Commissions & Consumer Protection (Odint
CommitteeO) as part of that committee@ Gsunrise reviewO of new regulatory
programs. That decision prevented enadment in 2005, as the Joint Committee®
review process runs from November through January.

At that point the bills could still move forward as two-year bills, provided
that they were approved by their houses of origin by January 31, 2006.

The Joint Committee issued its recommendation on January 4, 2006.The bills
were then heard and approved by the Business and Professions Committees and
the Appropriations Committees of their respective houses. Some amendments
were made. They are described below. The Commission will need to decide
whether to ratify those changes.

On January 30, 2006, SB 551 was approved by the Senate, preserving its
viability asatwo-year bill. AB 770wasapproved by the Assembly on January 30,
2006. It too survives as a two-year bill. Each bill now moves on to the second
house, for another round of committee hearings.

Significant procedural events and changesto the bills are discussed below.

blb



SUMMARY OF PROPOSED LAW

The proposed law would create a new state office, the Common Interest
Development Ombudsperson, in the Department of Consumer Affairs. The office
would have the following duties:

(1) Maintain an informational website.
(2) Providetraining courses and materials for CID homeow ners.

(3) Maintain atoll-free telephone number, to provide information and
advice to CID homeowners.

(4) Assist in resolving CID disputes through informal conference or
traditional mediation.

(5) Collect and analyze empirical data about the nature and incidence
of problemsarising in CIDs.

(6) Report its findings to the Legislature annually, along with any
recommendations for reforms.

(7) Make specific recommendations on whether the Ombudsperson
should be authorized to enforce CID law administratively or
oversee CID elections.

The Ombudsperson program would be funded by a $10per unit biennial fee
($5 per year), collected in conjunction with an existing requirement that CIDs
register with the Secretary of State. The proposed law would be repealed by
operation of law five years after enactment, unless the sunset date is extended or
eliminated by the Legislature before then. Thus, the proposed law would
establish afive year statewide pilot project.

SUNRISE REVIEW

The Joint Committee held an informational hearing on November 17,2005 to
consider the need for a state CID ombudsperson. That hearing was described
orally at the Commission@ N ovember 2005meeting.

Final Recommendation

The Joint Committee issued a formal written recommendation on January 4,
2006.That recommendation is attached in the Exhibit, at page 1.

In general, the Joint Committee is supportive of some sort of Ombudsperson
program (Exhibit p. 1):

There is clearly strong sentiment among some residents who
live in Common Interest Developments for a degree of state
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involvement to help resolve their problems. There appears to be
some sound policy reasons for creation of an Ombudsman.

However, the Joint Committee® recommendation stops short of endorsing
the entire proposal. The Joint Committee is unsure about the need for state-run
mediation services, and makes no recommendation with respect to funding.

Bear in mind that the Joint Committee® practice is to try to draft consensus
recommendations, which are then approved by all members of the committee (as
this one was). This means that the Jint Committee® final recommendation
represents only those points on which there was common agreement among the
committee® members.

Public Opinion Survey

The Jint Committee@ recommendation repeatedly cites a recent Zogby-
conducted national poll (commissioned by the Community Associations
Institute) that found fairly high levels of satisfaction with CID living. The poll
results are reproduced at Exhibit p. 10;see <http:/ / www .cairf.org/ research/
satisfaction.html|>.

Many of the questions asked in the poll are not squarely on point for our
purposes. For example, the survey asked whether a homeowner had ever filed a
complaint against another homeowner, but did not ask whether the homeow ner
had ever filed a complaint against the board. We would be more interested in
complaints about boards. The survey also asked whether a homeowner had ever
attended an association meeting, but did not ask how frequently the homeow ner
has attended association meetings. An affirmative response might mean ten
timesayear or oncein ten years.

For our purposes, the most significant point in the poll data is a finding that
71%of those questioned describe their Owerall experience living in acommunity
associationOas positive. Only 10%report a negative overall experience. Id. Such a
degree of general satisfaction may call into question the need for state assistance
to CIDs. That seems to be how the Joint Committee interpreted the data.

However, even a 10% dissatisfaction rate is significant, involving
approximately 430000householdsin California (see OUdated StatisticsObelow).
The approach of the proposed law is to provide a cost spreading mechanism so
that low-cost assistance can be provided to whichever associations or
homeowners need it at any given time. That would not work if serious problems
were universal.
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Note too that many CID problems may exist Okeneath the surface,Owithout
most members being aware of them. For example, a failure to adequately fund
reserves may continue for several years without creating an immediate problem
that would be noticed by the membership. The likelihood of OtiddenOproblems
is heightened by the prevalence of homeowner apathy about association
governance (a recent survey of association boards in Virginia found that 62
percent of respondents indicated that Ghe most important problem fadng their
association was either the lack of participation by members in their community
meetings/ events or the lack of volunteers to serve on their boards and
committees.0) Virginia Real Estate Board, Draft Report of the Adequacy of
Training of, and Disclosure of Financial Information to Consumers by,
Financially Compensated Professional Managers of Condominium Associations,
Property OwnersO Associations and Other Smilar Common Interest
Communities 9 (October 17,2005)(on file with Commission).

In any event, despite the fairly high level of general satisfaction found in the
survey, which was national in its scope, there still seems to be significant
demand for CID Ombudsperson servicesin those states that provide them.

For example, in 2003 the Hawaii Condominium education program received
26,000requests for information or advice; one for every six condominium units.
If that rate were to hold true in California, the Ombudsperson office would
receive over 700000 inquiries per year. In 2004, the Florida condominium law
enforcement program processed 2,000 statutory violation complaints; one for
every 600 units. In California that would extrapolate to more than 7,100 alleged
statutory violations per year.

The staff has also learned that a bill has been introduced this year to create a
CID ombudsperson in Arizona. See Ariz. SB 1100 (Waring). According to Senator
Waring@® staff, part of the impetus for the bill was experience at the Legislature@
constituent services office. It received 3,000calls for assistance last year, of which
1,000wererelated to CIDs.

NEW STATISTICAL DATA

Each year a private accounting firm, Levy & Company, produces statistics on
California CIDs. The datais derived from government records and appearsto be
reliable. The 2005release of the report indicates that there are now more than
41 000associations in California, comprising approximately 4.3 million units. See

b4b



Levy and Company, 2005 California Community Association Statistics 1 (2005)
That is a significant increase over the numbers that we cited previously (36,000
associations and three million units). The staff has no reason to doubt the
accuracy of these new figures.

The report also includes interesting data about association size. Most are
quite small, with very large associations being rare:

Number of Units Percent of Total

2-25 52%
26-50 15%
51-100 14%
101-150 7%
151-325 8%
326-500 2%
501-1,000 1%
1,000+ 1%

Sgnificantly, two-thirds of associations have 50 units or fewer. Many of these
associations will not be able to afford extensive professional assistance and
would benefit from a neutral and reliable source of information, training, and
advice.

MEDIATION ISSUES

Temporary Deletion for Procedural Reasons

Because SB 551 includes mediation, it was scheduled to be heard by the
Senate Committee on the Judiciary after approval by the Business and
Professions Committee. Given the shortness of the time available, a referral to
Judiciary would have made it effectively impossible to meet the deadlines for
approval of a two-year bill. To avoid that, SB 551 was amended to delete the
mediation provisions, without prejudice.

It is expected that the mediation provisions will be revised to address
concerns raised by the Senate Judiciary Committee and then reinserted into the
bill at alater date.

Committee Concerns

The Senate Judiciary Committee staff has several concerns about the
mediation provisions. They are summarized below:
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(1)
(2)

3)

(4)

(5)

(6)

Asisour usual pradice, the staff will discuss any specific amendments with
the Chair before they are implemented. However, it would be helpful to have
the sense of the Commission on whether any of the issues noted above raise

The proposed law should expressly state that the mediation
processisvoluntary for all parties.

The proposed law should include standards for the conduct of
mediation by the Ombudsperson@® office. Existing standards for
court-ordered mediation could perhaps serve asa model. See Rule
of Court 1620é s

Last year® assessment foreclosure bill (2005 Cal. Stat. ch. 452; SB
137 (Ducheny)) incorporates existing pre-litigation ADR
requirements. ADR under those provisions could include
Ombudsperson-conducted mediation. The appropriateness of the
use of the Ombudsperson@ process in that context needs to be
analyzed in light of the policy goals served by SB 137 One
refinement might be to provide homeow ners the choice of whether
to use the Ombudsperson process in this context.

The proposed law would authorize the Ombudsperson to contract
out for mediation services. That approach needs to be analyzed to
determine whether it might create a repeat player biasin favor of
boards. One refinement might be to provide homeowners the
choice of whether to use a local contract mediator or a mediator
employed directly by the Ombudsperson. The Committee staff
also suggested that it might be appropriate to cap the contract
price paid by the state for mediation services, in order to control
costs.

Under the proposed law, the Ombudsperson would be authorized
to assist in resolving disputes involving CID law or a CID®
governing documents. That could include a dispute between two
homeowners that does not involve the association board.
Resolution of a dispute between members may not be the best use
of scarce resources.

Should the proposed law require that the Ombudsperson be a civil
service employee, in order to reduce political influence on the
position?

significant policy concerns.

California Dispute Resolution Council

The California Dispute Resolution Council (CDRC) also has some concerns

about the mediation provisions, which are discussed below.

As noted above, the proposed law would authorize the Ombudsperson to
contract with private parties to perform mediation. CDRC has asked for two
clarifications regarding that authority: (1) make clear that Dispute Resolution
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Program Act community mediation centers can serve as contract mediators, and
(2) make clear that the mediation fee specified in the proposed law is a cap on
what the homeowner pays to the Ombudsperson for mediation, and not a cap on
what the Ombudsperson can pay to a contract mediator.

Language along the following lines hasbeen proposed:

1380300(d). The ombudsperson may contract with private
parties a private party or organization, including a dispute
resolution program organized pursuant to Chapter 8 (commencing
with Section 465) of Division 1 of the Business and Professions
Code, to provide mediation services pursuant to this section. An
individual or organization that provides mediation services
pursuant to this section would be compensated through the
Ombudsperson fund created in Section 138).140, at a rate to be
determined by the Ombudsperson and the service provider.

The Commission chair agreed with the staff that these changes would be
consistent with the intent of the proposed law. If the Commission agrees, it
should ratify the proposed amendments.

CDRC also suggested that the provision authorizing the Ombudsperson to
convene an advisory committee should specifically authorize the committee to
advise on what constitutes good mediation practice. Thus:

1380110.E

(e) The ombudsperson may convene an advisory committee to
make recommendations on matters within the ombudsperson@
jurisdiction, including the development of standards for mediation
services provided under this chapter to ensure the quality and
integrity of the mediation process. A member of an advisory
committee shall receive per diem and expenses pursuant to Section
103 of the Business and Professions Code. In selecting the members
of an advisory committee, the ombudsperson shall ensure a fair
representation of the interestsinvolved.

The Commission chair agreed with the staff that this change would be
consistent with the general policy of the proposed law. If the Commission
agrees, it should ratify the proposed amendment.

Note that the proposed amendments described above may need to be
adjusted to account for the concerns raised by the Senate Judiciary Committee.
However, the staff expects that agreement can be reached on the issues.
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FISCAL ISSUES

Tax v. Fee

The proposed law is opposed by the California TaxpayersQAssociation (OGal-
TaxO) Cal-Tax maintains that the proposed law would:
impose a $10biennial association tax (labeled a feein the bill) on
common interest development [associations.] Taxes called fees are
an end run around the Constitution. First, this bill would impose a
tax that should require a two-thirds vote for passage. This new tax

should not be classified as a fee to circumvent tax approval
procedures specified in the Constitution.

Assembly Committee on Business and Professions Analysis of AB 770 (January
12,2006) p. 9.

In the staff@ opinion, Cal-Tax isincorrect to characterize the per unit fee asa
tax. The question of whether a fee is adually a tax requiring two-thirds
legislative approval hasbeen addressed in several published court decisions. The
governing principlesarerelatively clear.

In Sindair Paint v. State Board of Equalization, 15 Cal. 4th 866 (1997) the court
considered a state program to evaluate, screen, and provide follow-up services to
children who had been exposed to lead. The program wasfunded through a fee
charged to lead Omanufacturers and other persons formerly and/ or presently
engaged in the stream of commerce of lead or products containing lead, or who
are otherwise responsible for identifiable sources of lead, which have
significantly contributed and/ or currently contribute to environmental lead
contamination.Old. at 872.

The fee was challenged as an unlawfully enacted tax. Section 3 of Article XIlII
of the State Constitution requires that state taxes Oeacted for the purpose of
increasing revenuesObe approved by at least two-thirds of the Legislature. The
challenged fee had not been approved by that supermajority.

Because there were no cases interpreting Section 3, the court looked to cases
interpreting Section 4, which requires a two-thirds vote of the citizens for
approval of a local Opecial tax.OThe court noted three circumstances in which
courts have held that a fee charged to a group is not a special tax: (1) where the
feeisreasonably related to the value of the benefit conferred on those paying the
fee, (2) where the feeis paid in return for a governmental privilege, or (3) where
a fee is charged in order to regulate the group paying the fee. Sindair Paint, 15
Cal. 4th at 875-76.
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Looking to the special tax cases as persuasve authority, the court held that
the state lead abatement fee wasaregulatory fee and not atax. Id. at 881.

Another relevant exampleis provided in Penndl v. City of San Jose, 42 Cal. 3d
365 (1986) In that case, the City of San Jose had created a program for
adjudicating complaints made under the City® rent control ordinance. It was
funded by a $3.75annual fee charged for each rental unit. The court held that the
fee wasnot atax.

Under the proposed law, the per unit fee would be used exclusively to
provide services conferring a benefit on the group paying the fee. If the
Ombudsperson program is later expanded to include enforcement powers, the
fee would also be used for regulation of the group paying the fee. Both uses are
clearly consistent with what the courts have held is afee, rather than a tax.

Funding Source

The California Alliance for Retired Americans (OGARAO) objects to the fact
that the proposed Ombudsperson program would be funded by fees paid
exclusively by CID homeowners:

CARA contends that instead of taxing the consumer, other
sources of financing could be found. Possible revenue sources
include: (1) a portion of the revenue generated by the $30fee that
HOASs pay when registering with the California Secretary of State;

(2) atax on private firms (property managers, for example) that use
the Office; (3) a per unit fee assessed on developers for each parcel
or unsold unit to which the developer holds title; and, (4) local

governments which approve CID subdivisions and benefit from the
expanded tax base CIDs create.

Assembly Committee on Business and Professions Analysis of AB 770 (January
12,2006) p. 9. Those suggestions are discussed below:

(1) Civil Code Section 13636 requires that the Secretary of State maintain a
registry of CIDs. It authorizes the Secretary of State to charge a fee of up to $30
per registering association for that purpose. At present, the fee is set at $15
Theoretically, the law could be amended to require that the fee be increased to
the statutory maximum, with the additional $15 directed to the Ombudsperson
program fund. However, the staff sees no benefit in doing so. The cost of the fee
would still be borne by the association® membership. It would simply be
packaged differently.

bob



(2) CARA suggests that private firms that use the services of the
Ombudsperson be charged atax to defray part of the cost of the office. However,
any third party using Ombudsperson services would do so as an agent of a
homeow ner association. Any fee for service charged to the agent would probably
be passed directly through to the association on whose behalf the agent is acting.
That would tend to concentrate the costs of the Ombudsperson program in those
associations that make greatest use of its services, but would do little to spread
the cost beyond CID homeow ners.

(3) CARA suggests that developers who hold title to units within a CID be
required to pay the per unit fee. However, that would already be the result under
the proposed law. The fee would be paid by the association, which would then
recoup the cost through the collection of assessments. With a few exceptions that
are not relevant here, a developer who owns separate interests in a CID is
obliged to pay assessments for those separate interests. See 10 Cal. Code Regs. @
279216.

It may be that CARA intends that developers pay an additional fee, beyond
that paid by the association under the proposed biennial fee provision. That
would be possible, but it seems extremely likely that a developer would simply
pass the cost along to the home@® purchaser. This would create a two-tiered
funding system, with new buyers paying more than those who stay in
established homes. It would probably not have the effect of spreading the cost
beyond the CID homeowner population.

(4) CARAG final suggestion is that part of the cost of the Ombudsperson
program be borne by local government. Because local government can require
that a CID maintain infrastructure that would otherwise have been the
responsibility of the local government, there is a fiscal benefit to the local
government when housing is built as a CID. Arguably, the local government
should therefore pay part of the cost to support CID communities.

That is an understandable policy position. However, it seems politically
impossible to implement. Cities and counties are cash-strapped and in all
likelihood would be unableto provide any funding for a new state program.

Furthermore, it seems likely that any attempt to shift the cost of the program
to third parties who are not directly benefited would strengthen the argument
that the funding mechanism is a tax rather than a fee. See Orax v. FeeOabove.
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The staff is confident that the proposed law could not be enacted at thistimeif a
two-thirds supermajority wererequired.

Assembly Member Mullin has committed to working with CARA on the
issue of alternative funding sources. But in the staff@ view, all of the alternatives
proposed so far are either politically unrealistic or would not actually accomplish
the policy goal of shifting costs away from CID homeow ners.

Cost Controls

The Appropriations Committee of each house suggested that specific
amendments be made to the bill under its consideration. The proposed
amendments were mostly technical or aimed at limiting program costs. The
authors accepted the amendments described below. The staff assumes that the
bills will eventually be reconciled to bring them badk into conformity with one
another.

(1) AB 770was amended to change its sunset date from January 1, 2011,to
January 1,2012.That is an appropriate adjustment to the fact that the bill is now
a two-year bill and will be enacted (if at all) one year later than was originally
expected.

(2) AB 770was amended to increase the homeowner fee for participation in
mediation from $25to $50 The Appropriations Committee staff was concerned
that the share of the mediation cost being subsidized by the Ombudsperson
would be too great and that it would be appropriate for those participating in
mediation to bear more of the cost. There is a $50filing fee for similar servicesin
Florida, Hawaii, and Montgomerey County, Maryland; so that figure wasseen as
reasonable.

(3) Both AB 770and SB 551were amended to change language in the bills that
provides for a Oontinuous appropriation.O Apparently, that language would
exempt the Ombudsperson program from annual budget review by the
Legislature. Both committeesinsisted on changing the language to provide for an
annual appropriation, which would be conducted as part of the annual budget
process. That is understandable, as the budget process provides an important
mechanism for legislative oversight.

(4) The fee provision refers to Ogparate interestsO but does not define the
term. It is not strictly necessary to define the term, because there is an existing
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definition that would apply. See Civ. Code = 1351 However, the Senate
Appropriations staff was concerned about potential confusion on the point.
Accordingly, SB 551 was amended to include a cross-reference to the definition
of Ogparate interestOprovided in Section 1351.

(5) SB 551 was amended to make the authority of the Ombudsperson to pay
per diem to members of an advisory committee discretionary.

(6) Both committees suggested that it might be appropriate to lower the initial
per unit fee amount. Both authors declined to do so.

A budget projection prepared by the Department of Consumer Affairs for the
Assembly Appropriations Committee estimates that initial revenues would be
approximately $12 million, with initial costs at approximately $1125 million.
Assembly Committee on Appropriations Analysis of AB 770 (January 18, 2006)
p. 2. That rough equivalence between projected revenue and costs suggests that
theinitial fee amount of $5per unit isin the correct vicinity.

Note too that the proposed law would require that the Ombudsperson
examine its actual costs and revenues every two years and adjust its fees
accordingly, by regulation. That would allow the Ombudsperson to correct any
initial mismatch between revenue and expenses.

If the Commission feels that these amendments are consistent with the
general policy of its recommendation, it should ratify them.

Respectfully submitted,

Brian Hebert
Assistant Executive Secretary
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