CALIFORNIA LAW REVISION COMMISSION STAFF MEMORANDUM

Study H-821 January 12, 2007

Third Supplement to Memorandum 200648

MechanicsLien Law: Private Work of Improvement
(Analysis of Comments on Tentative Recommendation)

Pages 1 through 36 of CLRC Memorandum 200648 and the First and Second
Supplementsto CLRC Memorandum 200648 were presented to the Commission
at the December 2006 meeting. The staff will continue presentation of the
remainder of CLRC Memorandum 200648 at the January 2007meeting.

This supplement analyzes additional comments the staff has received on the
issues in CLRC Memorandum 200648 that have not yet been presented to the
Commission.

Most of the comments discussed in this supplement relate to issues that the
staff believes to be noncontroversial. We do not intend to discuss those matters
at the meeting unless a Commissioner or member of the public requests
discussion. The one exception is the proposed provision on damages for
recording afalse claim of lien (proposed Civ. Code 8§ 7246) The discussion of that
provision is marked with a pointing hand to indicate that it will be considered at
the meeting.

Note that the statutory provisions set out in this memorandum are the
current version of the Commission’s proposed provisions, and not existing law.
Strikeout and underscore show changesto the Commission’s proposal.

The following comments are attached to this memorandum:

Exhibit p.
» Associated General Contractors of California (12/ 09/ 06). .. ........... 4
» Howard Brown, Manhattan Beach (12/ 20/ 06) . .................... 38
» Dick Nash, Building Industry Credit Association (12/4/06) ........... 2
* Lori Nord, San Francisco (10/ 24/ 06) (excerpted) . ................... 1
* Lori Nord, San Francisco (12/ 26/ 06) (excerpted) ... ................ 40

Unless otherwise indicated, all statutory references are to the Civil Code.

Any California Law Revision Commission document referred to in this memorandum can be
obtained from the Commission. Recent materials can be downloaded from the Commission's
website (www.clrc.ca.gov). Other materials can be obtained by contacting the Commission’s staff,
through the website or otherwise.
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OVERVIEW OF COMMENTS

Mr. Nash’s comments were attached as an exhibit to the Second Supplement
to CLRC Memorandum 200648, but were not fully addressed at the December
2006meeting. They arereproduced again in this supplement.

The comments from Ms. Nord are excerpts from email sent to the
Commission. The reproduced excerpts include comments that are relevant to the
matters under consideration in the remainder of CLRC Memorandum 200648,
The omitted portions bear on matters that have already been addressed or will be
addressed in later memoranda.

The letter from Associated General Contractors of California (*AGC”), which
represents hundreds of large and small general contractors and subcontractors, is
lengthy and addresses several aspects of the proposed law. Although the letter is
reproduced in its entirety, this supplement only discusses the comments that
bear on matters under consideration in the remainder of Memorandum 200648,
AGC’s other comments will be considered in future memoranda.

GENERAL CONCERN

AGC’'s overall view isthat very few changes need to be made to the existing
mechanics lien statute. Exhibit pp. 4-5, 8, 9, 36. AGC believes that years of stable
case law have resolved most ambiguities in statutory language, and together
with the existing statute provide a reasonable framework upon which
practitioners currently rely. AGC is concerned that even seemingly innocuous
statutory clarifications could disturb this arrangement.

AGC also warns that substantive changes favoring an owner could make lien
resolution, which iskey to aworking mechanics lien law, much more difficult.

However, it appears that AGC may have misunderstood the aim of the
current study. It seems to believe that we are working to resolve the “d ouble
payment” problem that can arise when an owner pays a direct contractor but
that contractor does not pay subcontractors or material providers. See Exhibit pp.
5, 6-7, 11, 21. That is not the case. It is not clear to what extent AGC'’s overall
concerns about the proposed law are informed by this misunderstanding of our
present objective.



SECTION 7200(PRELIMINARY N OTICE PREREQUISITE TO REMEDIES)

In general, preliminary notice is a prerequisite to enforcing a mechanics lien
remedy. Proposed Section 720((a) provides that, in the absence of an exception, a
claimant must give preliminary notice to the owner, the construction lender, and
“thedirect contractor.”

That provision contains an arguable ambiguity — when there is more than
one direct contractor on a job, which one is “thé direct contractor to whom a
claimant must give preliminary notice?

The Commission partially addressed this ambiguity at the December
meeting, revising the section to require that preliminary notice be given to “the
direct contractor ... with whom the claimant has a direct contractual
relationship.” The objective of thisrevision wasto make clear that each claimant
should give preliminary notice to the direct contractor for whom the claimant
provides work.

However, Dick Nash of the Building Industry Credit Association correctly
points out that a lien claimant may not have a direct contractual relationship
with any direct contractor, as the claimant may work for a subcontractor. Exhibit
p. 2.

The staff therefore recommends that proposed Section 7200 be revised as
follows:

7200. (a) Except as otherwise provided by statute, before the
recording of a lien claim, giving of a stop payment notice, or
assertion of a claim against a payment bond, a claimant shall give
preliminary notice to the following persons:

(1) The owner or reputed owner.

(2) The direct contractor or reputed direct contractor with to
whom the claimant has-a-direct-contractualrelationship provides

work, either directly or through one or more subcontractors.

(Note that the term “w ork” is defined by proposed Section 7045 as “labor,
service, equipment, or material provided to awork of improvement.”)

SECTION 7420(NOTICE OF INTENDED RECORDING OF LIEN)

This new provision would require a lien claimant to serve an owner with a
copy of alien claim before recording the claim.

AGC joins other interested parties in objecting to this provision. Exhibit pp.
16-17; see also CLRC Memorandum 200648, pp. 52-54. AGC objects for



substantially the same reasons asthose expressed by the other parties, and these
objections are addressed in CLRC Memorandum 200648, at pages 53through 54.

However, AGC’s main objection seemsto be to the requirement that notice be
given before recordation. Exhibit p. 17. For the reasons stated in CLRC
Memorandum 200648 at page 54, the staff recommends that the pre-
recordation notice requirement be preserved.

SECTION 7422(N OTICE PREREQUISITE TO RECORDING CLAIM OF LIEN)

Proposed Section 7422 sets forth the duties of the county recorder before
accepting alien claim for recording:

7422.The county recorder shall not record a claim of lien that is
filed for record unless accompanied by the claimant’s proof of
notice showing compliance with Section 742Q

Lori Nord, an attorney in San Francisco, suggests that Section 7422 should
instead provide that the claim of lien be accompanied by a “proof of service by
mail ... showing that the claim has been mailed to the owner on or before the
date of recording.” Exhibit p. 40. Ms. Nord is concerned that otherwise, a clerk in
a county recorder’s office might be confused about what constitutes “compliance
with Section 742Q”

The staff believes Ms. Nord’s concern is addressed by the staff’s proposed
revision to the section set forth on page 55 of CLRC Memorandum 200648.

SECTION 7426(DAMAGESFORFALSE CLAIM OF LIEN)

Background

Section 7426 a proposed addition to existing law, would allow an owner to
bring a civil action for damages when an erroneous lien is recorded to slander
title or defraud:

7426. (a) If a claimant records a claim of lien containing
erroneous information with intent to slander title or defraud, the
claimant is liable for damages caused by the recordation, including
costs and a reasonable attorney’s fee incurred in a proceeding to
invalidate the claim of lien and recover damages.

This section would reverse existing case law holding that the recordation of a
lien claim is protected by the litigation privilege codified in Civil Code Section



47(b). See Pisano & Assodates v. Hyman, 29 Cal. App. 3d 1, 105 Cal. Rptr. 414
(1972)

The Building Owners and Managers Association (‘BOMA”) commented that
the section should also allow an action for damages when a claimant learns after
recordation that the recorded claim is invalid, and then refuses to release it. At
pages 55 to 56 of CLRC Memorandum 200648, the staff recommended making
that change.

Concerns of AGC

AGC now expresses significant concern about the inclusion of any form of
Section 7426 which it characterizes asa “radical” change in the law. Exhibit pp.
5-6,19-21. Its more specific objections are discussed below.

Interferencewith Legd Representation of Claimants

To the extent the section renders the litigation privilege inapplicable to the
recordation of a lien, AGC believes that the section could expose lien claimants’
attorneys to damage claims. Exhibit pp. 6, 18. It will therefore be much more
difficult for lien claimants to obtain legal representation when seeking to record a
lien. That risks making the entire mechanics lien law unworkable.

The staff does not agree that Section 7426 would impair a lien claimant’s
ability to secure legal representation. The section expressly provides that “the
claimant” may be held liable for damages in a subsequent action brought by the
owner. Perhaps that could be made clearer in the Comment, by adding language
along the following lines:

Nothing in this section is intended to impose liability on an
attorney or other agent of a claimant who records a lien on behalf
of aclaimant, pursuant to the instructions of the claimant.

M alicious Prosecution Action as Alternativeto Section 7426

As an alternative to Section 7426, AGC suggests that the existing malicious
prosecution cause of action should be sufficient to deter and redress a lien
pursued with fraudulent intent. Exhibit p. 6.

However, the staff does not believe that a malicious prosecution action could
be filed in response to the recordation of a lien. An owner almost certainly could
not bring a malicious prosecution action until the lien claimant commences a
frivolous lien enforcement action against the owner. See Siam v. Kizilbash, 130Cal.



App. 4th 1563,31 Cal. Rptr. 3d 368(2009. A claimant who recordsalien in order
to slander title, would probably not bring an action to enforce the lien.

Interferencewith Claimant’s Lien Right

AGC’s main concern seems to be that Section 7426 would interfere with a
claimant’s ability to pursue a valid lien. The threat of liability could intimidate
claimants, and might be used by an owner asathreat in lien negotiations. Exhibit
pp. 6,19-21 Thisisavalid concern, especially when the amount of the lien claim
is small or the claimant unsophisticated.

In general, the litigation privilege protects any publication required or
permitted by law in anticipation of prospective litigation. Silberg v. Andeson, 50
Cal. 3d 205,212,786 P.2d 365, 266 Cal. Rptr. 638(1990) The rationale underlying
the privilege is to provide “t he utmost freedom of access to the courts without
fear of being harassed subsequently by derivative tort actions.” Silberg, at 213

Consistent with that rationale, the privilege has been afforded an extremely
broad scope. Conduct protected by the litigation privilege generaly remains
protected even when the conduct is alleged to be fraudulent or malicious.
Silberg, 50 Cal. 3d at 213 216

The same general rationale applies to the right to record a lien, which is a
prerequisite to litigation to enforce the lien. The threat of suit under proposed
Section 7426could deter claimants from pursuing their constitutional lien rights
in court.

Anayss

The purpose of proposed Section 7426is to provide a remedy to an owner
when a claimant abuses the lien procedure with intent to slander title or defraud.
For example, a contractor could record an entirely baseless lien in order to harass
the owner. At a minimum, that would impose procedural hassles on the owner,
who must act to clear the lien. In some circumstances, where the lien interferes
with a pending sale or refinance, the owner could suffer a significant loss.

The standard for liability under Section 7426is high. The owner must prove
intent to slander title or defraud. Innocent error on the part of the claimant
would not meet that standard. A claimant who acts in good faith would have
little reason to fear liability.

However, a claimant with a valid lien could be deterred from recording the
lien merely by the expense and hassle involved in defending against a Section
7426 action. Even if the claimant would expect to prevail in the action, the
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claimant might still decide against recording a lien. That would seem to be the
type of intimidation that the litigation privilege isintended to prevent.

Thus, the Commission is presented with a balancing of policy concerns. Is the
value of the procedure as a protection for owners against slander of title worth
the negative effect that the section would have on the ability of legitimate
claimants to pursue their constitutionally protected lien rightsin court?

Alternatives

There might be some ways in which the intimidation effect of proposed
Section 7426c¢could bereduced. For example:

(1) Provide that a damage claim may not be brought unless the owner
first prevailsin the proposed lien release procedure (Section 7480)
The validity of the lien could be determined relatively
inexpensively. If the lien is upheld, then the threat of damages for
slander of title would be eliminated.

(2) Provide that a damage claim may not be brought unless the 90day
period for commencement of a lien enforcement action has run,
without an action being filed or the lien voluntarily released.
Under such arule, agood faith claimant could act to avoid liability
by enforcing or releasng thelien.

If the lien is enforced and is found to be invalid, the owner could
then pursue a malicious prosecution action (rather than an action
under Section 7426)

The staff is unsure that either of these alternatives sufficiently addresses the
concern that a claimant with a valid lien would be deterred by the threat of a
damage suit being filed, especially if the claim is for a small amount or the
claimant is unsophisticated.

Recall that there is judicial precedent recognizing the application of the
litigation privilege to the recordation of a mechanics lien. Reversal of that
holding would be a significant substantive change in the law.

The Commission needs to consider the competing arguments and dedde
whether a remedy of the type provided by Section 7426 should be added to
existing law, with or without limitations on when the action could befiled. If the
Commission decides such a reform is advisable, it should further consider
w hether to propose the reform in the instant study or wait until alater time.



SECTION 7432(LIEN LIMITED TO WORK INCLUDED IN
CONTRACT OR MODIFICATION)

Proposed Section 7432limits a lien claim to work specified in a construction
contrad, if the claimant hasnotice of the contrad.

Ms. Nord supports the revision of this section proposed in Memorandum
200648. See Exhibit p. 1.

SECTION 7460(TIME FOR COMMENCEMENT OF ENFORCEMENT ACTION)

A provision of proposed Section 7460 would render a lien claim
unenforceable based on the failure to record alis pendens within 100days of the
recording of the lien. AGC does not support this provision. Exhibit pp. 17-19.

Instead, AGC supports a revision of the section that is discussed in CLRC
Memorandum 200648, in which the failure to record the lis pendens would
invalidate the lien claim only asto a subsequent purchaser without notice of the
claim. See CLRC Memorandum 200648, pp. 70-71. As an alternative, AGC
suggests a revision in which a lien claimant is given 120 days after
commencement of alien enforcement action to either serve the owner with notice
of the action, or record alis pendens.

The staff has not received any formal comments on the proposed law from
the title industry, but a representative of the California Land Title Association
("CLTA") hasinformally indicated that CLTA generally supports the version of
Section 7480 in the tentative recommendation. CLTA indicates that virtually
every purchaser of property first seeks a title policy, which would provide the
purchaser with notice of the lien. Thus, a rule that only protects a BFP without
notice would do very little.

The staff finds that point persuasive and now recommends that proposed
Section 7460be left unchanged, except to extend the time period for recording
thelispendensto 110days (asdiscussed in CLRC Memorandum 200648, p. 70).

SECTION 7474(PERSONAL LIABILITY)

Ms. Nord concurs in the staff’'s recommended revision of this section, as set
forth on page 73of CLRC Memorandum 200648. Exhibit p. 40.



SECTION 7476(LIABILITY OF CONTRACTOR FOR LIEN ENFORCEMENT)

Proposed Section 7476requires a contractor to defend an owner in litigation
when alien claimant brings alien enforcement action against an owner.

The Contractors Sate License Board hasinformally advised the staff that the
Board is preparing a legislative proposal providing for contractor discipline for
violating Civil Code Section 3153,from which proposed Section 7476is drawn.
However, Michae Brown, the Board’s Chief of Legislative Affairs, advises that
the proposal would impose discipline only when a contractor who has been pad
for the work corresponding to the lien claim fails to defend the owner. Both the
staff and Mr. Brown read existing Civil Code Section 3153 as requiring a
contractor to defend an owner, whether paid for the work corresponding to the
lien claim or not.

Mr. Brown explained that the Board’s proposal represents a compromise
position intended to make legislative enacdment more likely. He does not
necessarily support a corresponding revision to proposed Section 7476 as
commenters referenced in CLRC Memorandum 200648 suggest. Mr. Brown
points out that the Board’s proposal would provide for discipline (and thereby
provide more protection for an owner) in the typical and most common case in
which a contractor fails to provide a defense for the owner in alien enforcement
action. He agrees the Board’s proposal would fail to provide such protection in
the less common circumstance in which a good faith dispute exists asto the work
underlying the lien claim (thereby causing the owner to withhold payment from
the contractor), but views that asa necessary legislative concession.

The staff notes that while the Contractors State License Board is seeking to
add a new disciplinary provision to existing law, the Commission for the most
part is seeking only to continue provisions of existing law without substantive
change.

The staff therefore continues to recommend against any change to
proposed Secdtion 747¢e.

SECTION 7480(PETITION FOR RELEASE ORDER)

Groundsfor Petition

Proposed Section 7480@)(2) provides that a lien release petition may be
brought on the ground that “the claim of lien isinvalid under proposed Section
7424 Proposed Section 7424providesasfollows:
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§ 7424 .Forfeiture of lien for false claim

7424. (a) Except as provided in subdivision (b), erroneous
information contained in a claim of lien relating to the claimant’s
demand, credits and offsets deducted, the work provided, or the
description of the site, does not invalidate the claim of lien.

(b) Erroneous information contained in a claim of lien relating
to the claimant’s demand, credits and offsets deducted, or the work
provided, invalidates the claim of lien if the court determines either
of the following:

(1) The claim of lien was made with intent to slander title or
defraud.

(2) An innocent third party, without notice, actual or
constructive, became the bona fide owner of the property after
recordation of the claim of lien, and the claim of lien was so
deficient that it did not put the party on further inquiry in any
manner.

Comment. Section 7424 combines former Sections 3118 and
3261.The terminology of the combined provision is conformed to
Section 7418(claim of lien).

Subdivision (b)(1) expands the bases for invalidity to include
intent to slander title. If the court findsintent to slander (i.e., falsely
disparage) title or defraud, common law damages are available. See
Section 7426(damages for false claim of lien).

See also Sections 7002 (“claimant” defined), 7045 (“work”
defined), 7024 ("l ien” defined), 7028(“owner” defined), 7038(“site”
defined).

AGC argues that a petition should not be permitted based on an allegation
that a claim of lien was made with intent to slander title. Exhibit p. 19. AGC
contends that “slander of title,” which is a cause of action, is a “non sequitur” in
this context, and is also duplicative of an allegation that a lien claim was made
with intent to defraud. AGC instead suggests allowing a petition to be grounded
on an allegation that a lien claim is “p atently frivolous,” and urges incorporating
the sanction standard under Code of Civil Procedure Sections 1285 and 1287.

The staff has recommended that Section 7480@)(2) be deleted from the
proposed law in its entirety. See CLRC Memorandum 200648, p. 78. That would
moot the first part of AGC’s suggestion.

Asto the remaining objections:

(1) Sander of title and fraud are very similar, but not identical.
Sander of title requires the false and malicious publication of a
disparaging statement regarding title to property. Southoott v.
Pionex Title Co.,, 203 Cal. App. 2d 673, 21 Cal. Rptr. 917 (1962).
Fraud requires intentional misrepresentation, but generally does
not require malice. See, e.g., Civ. Code § 3294.
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(2) The term “patently frivolous” is not used in either Code of Civil
Procedure Section 1285 or 1287. The term “frivolous” isdefined in
Section 1285 as meaning “totally and completely without merit”
or “for the sole purpose of harassing an opposing party” (Code
Civ. Proc. 1285(b)(2)). A lien that is totally without merit could be
dismissed on other grounds provided in Section 748Q which look
to the factual merits of the lien. See, e.g., Section 7480@)(3)-(5).

The staff does not recommend adopting AGC’s suggestion on thisissue. It
seems unlikely that a reference to slander of title would cause any significant
problems.

Jurisdiction

Mr. Howard Brown suggests that proposed Section 7480 should explicitly
require that a lien release petition be filed in the county in which the lien was
recorded. Exhibit pp. 38-39.

The staff believes this concern is addressed by proposed Section 7052,which
provides:

7052. The proper court for proceedings under this part is the
superior court in the county in which a work of improvement, or
part of it, is situated.

The staff will add areference to Section 7052to the Comment to Section 7480.

Contractor Discipline

The discussion at page 82 of CLRC Memorandum 200648 misstates a concern
raised by Michae Brown of the Contractors Sate License Board. Mr. Brown has
since spoken with the staff and clarified that he intended to suggest the following
revision to proposed Section 748Qb):

(b) This article does not bar any other cause of action or claim
for relief by the owner of the property, including but not limited to
the filing of a complaint with the Contractors State License Board,
nor does a release order bar any other cause of action or claim for
relief by the claimant, other than an action to enforce the claim of
lien that is the subject of the release order. However, another action
or claim for relief may not be joined with a petition under this
article.

That change would provide useful clarification. The staff recommendsthat it
be made.
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