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Study H-820 December 6, 2000

Memorandum 2000-78

Mechanic’s Liens: Reform Proposals

This memorandum continues our consideration of ways to deal with

mechanic’s lien problems involving home improvement contracts. In a series of

meetings, the Commission has now considered a fairly wide variety of possible

solutions. The next step will be to decide which avenues to pursue and which to

abandon for the time being.

The following materials are attached:
Exhibit p.

1. James Acret, Consultant, Proposal for Mechanics Lien Release
Form (Oct. 25, 2000) [email copy] ............................. 1

2 Adam L. Streltzer, Los Angeles (Nov. 9, 2000)...................... 3

3. Ellen Gallagher, Staff Counsel. CSLB (Nov. 9, 2000) [email copy] ...... 9

4. CSLB “Registrar-Approved Joint Control Agreements” .............. 14

STUDY STATUS AND OVERVIEW

A brief review of the status and background of this study may be useful,

particularly for interested persons who have just recently become aware of the

Commission’s study.

Scope of Study

The Commission is considering reform of the mechanic’s lien laws because of

a request from the Assembly Judiciary Committee to undertake a

“comprehensive review of this area of the law, making suggestions for possible

areas of reform and aiding the review of such proposals in future legislative

sessions.” (Letter from Assembly Members Sheila James Kuehl (Chair) and Rod

Pacheco (Vice Chair), June 28, 1999.) The Commission has been focusing on

mechanic’s liens in the home improvement area because of the interest in this

subject during the last legislative session, particularly involving Assembly

Member Mike Honda’s ACA 5, AB 742, and AB 2113. But the Commission also

intends to conduct a thorough review of the mechanic’s lien and stop notice

statutes. A number of issues have been identified in Gordon Hunt’s background

reports and in correspondence from a variety of individuals since the study
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began. Law review articles over the past 30 or 40 years have also discussed a

number of problems with the law that have not been fully addressed. At this

point, the final scope of the Commission’s study has not been determined, but it

is not limited to mechanic’s liens arising out of home improvement contracts.

Ideas Considered Thus Far

In no particular order, here are most of the major proposals and options for

reform of mechanic’s lien law applicable to single-family, owner-occupied

dwellings that the Commission has considered to date:

• Full payment defense — homeowners who paid the prime
contractor in good faith under the terms of the contract would
have a defense against enforcement of any mechanic’s lien claim.

• Privity requirement — returning the law to the era before
enactment of the “direct lien” in 1911, this proposal would grant
lien rights only where there was a contractual relationship between
the owner and the claimant.

• Direct pay — subcontractors and suppliers would not have lien
rights unless they request payment directly from the owner; they
would choose whether to rely on creditworthiness of their
customer, or request direct payment. (Another version of a direct
pay approach is discussed near the end of this memorandum.)

• Lien recovery fund — unpaid liens would be compensable from a
fund administered by a state agency, financed by some type of
assessment on contracts or contractors. CSLB reports that two states
(Michigan and Utah) have this type of fund.

• Homeowner protection fund — homeowners who end up paying
twice to satisfy mechanic’s liens would be reimbursed from a fund
created by an assessment on building permits. (This proposal has
been prepared by Prof. Clark Kelso and the Institute for Legislative
Practice, and will be included in a supplement to this
memorandum.)

• Mandatory 50% payment bond — prime contractors would get
payment bonds in the amount of 50% of the contract price for
contracts not exceeding $25,000 (or some other appropriate level),
which would substitute for the lien. This is an option under existing
law.

• Blanket payment bond — home improvement contractors would
provide a blanket bond of $50,000 or some other amount as an
adjust to the license bond, to provide some protection against
double payment by homeowners.
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• Retainage — a percentage of the contract (e.g. 10% or 25%) would
be held for 30 days to clear lien claims, with the option of bonding
to accelerate final payment.

• Joint control — considered in more detail in this memorandum,
contractors would be required to use escrow accounts to process
payments and releases.

• Check-writing service — a simplified and cheaper alternative to
joint control, a neutral party would match releases with payments.

• Increased license bond — increase the existing $7,500 license bond
to a level that would provide more protection for homeowners.

• Better notice and consumer education — improve notices so
homeowners understand their rights and options. The Contractors
State License Board had been working on improving notice as part
of its “HIPP 2000” initiative.

Proposals that replace an existing lien right with some other right or procedure

generally would have the significant benefit of eliminating the blizzard of

preliminary notices, and some proposals would address the uncertainty of the

existing release procedures. Details of any proposal would be fleshed out once

the Commission has narrowed its focus.

Commission Conclusions and Recommendations

At this point, the Commission is still considering new ideas and investigating

in more detail approaches that were suggested in earlier materials. The

Commission has not finally rejected any schemes that have been discussed, nor

has it decided which approach (or approaches) should be pursued in preparing a

tentative recommendation.

It is the Commission’s usual practice to consider all reasonable ideas and then

prepare a tentative recommendation, which is circulated widely for review and

comment by interested persons. The Commission does not make a final

recommendation to the Legislature until this process has been completed — a

process that, on major issues, extends over a period of two or three years, or even

longer.

JOINT CONTROL

At the October meeting, the Commission asked for more information on joint

control companies and how their services might be employed to provide useful

protections in the home improvement contract arena.
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Existing Law and Practice

The CSLB website information on “What You Should Know Before You Hire

a Contractor: Bids and Funding (or Don’t Get Nailed By An Unscrupulous Or

Unlicensed Contractor)” explains the use of joint control companies as follows:

Even if your lender does not require one, you may want to
consider using a joint control company to disburse contract
payments. A joint control company is a licensed escrow company
that specializes in handling funds for construction jobs. Instead of
giving the money to your contractor, you give it to the joint control
company, which then makes payments to your contractor,
subcontractors, or other companies that supplied labor or materials
for your job. However, using a joint control company is no
substitute for a payment bond.

Caution: joint control companies are not required to inspect
your job to see if it has been completed or the materials supplied.
They generally provide vouchers for the borrower to complete and
present to the joint control company as authorization to pay the
contractor based on bills from the contractor. The borrower should
be careful not to authorize payment to the contractor in advance of
any work to be performed. The vouchers should be guarded as if
they were checks used for paying bills and only signed and used as
each phase of the project is completed.

For additional protection, you should make certain that the joint
control company you hire uses an "Addendum to Control
Agreement Escrow Instructions". This addendum is in writing and
must be signed by you, your contractor, and a representative of the
joint control company. In the addendum the joint control company
agrees to a method of making payments on your project best
designed to protect your money and property. Under the terms of
this addendum the company generally makes on-site inspections as
its means of guaranteeing that any work or materials it pays for
have been provided.

In looking for a joint control company, check with your lender
or your contractor for recommendations. For a small percentage of
the contract price, a reputable joint control company will probably
eliminate or reduce many of the financial problems that may arise
on your construction project.

If you want a completion bond or joint control company, or
both, make sure you clearly state this in the contract. If you need
further information regarding bonds, contact your attorney.

(See <http://www.cslb.ca.gov/beforehiring13.html>, visited Dec. 5, 2000; the

“Addendum” and accompanying instructions from CSLB are set out in Exhibit

pp. 14-16.)
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CSLB does not regulate joint control companies. Joint control agents are

governed by the Escrow Law, and like escrow agents, are licensed by the

Department of Corporations. See, e.g., Fin. Code §§ 17000 (Escrow Law), 17005.1

(“joint control agent” defined), 17202 (license bond in amounts from $25,000 to

$50,000, depending on annual business). A “joint control agent” is defined in

Financial Code Section 17005.1:

17005.1. “Joint control agent” means a person engaging in the
business of receiving money or other property for disbursal or use
in payment of the cost of labor, materials, services, permits, fees, or
other items of expense incurred in the construction of
improvements upon real property. As used in this section, “in the
business” means the conduct of the aforesaid transaction either for
compensation or without compensation as a primary business or as
an incidence to another business, but shall not mean the conduct of
the business of real estate lending or of acting as an authorized
representative, agent or loan correspondent for such a lender.

A new addition to the statues recognizes “Internet escrow agents,” but it isn’t

completely clear whether joint control agents can be internet escrow agents.

Section 17005.6 provides that “‘escrow agent’ … includes joint control agents and

Internet escrow agents.” In light of the purpose of the new statute, however, we

assume that all escrow agents under the statute can act as Internet escrow agents.

See 1999 Cal. Stat. ch. 441 (AB 583, Papan). For an example of an Internet escrow

company, see <http://www.iescrow.com/>.

The Internet escrow legislation recognizes that escrows are being used for

smaller amounts than traditional escrows. The Senate Floor Analysis (July 14,

1999) of AB 583 reports that the average Internet escrow transaction is about

$500, compared to traditional transactions of about $100,000. This suggests that

Internet escrows could be economical in the home improvement industry for

smaller contracts than traditional joint control arrangements. This new form of

escrow may also be more capable of responding to the demand that would be

generated by mandatory joint control for home improvement contracts.

Check-Writing Service

In an effort to provide an inexpensive and efficient way to match releases

with payments, but without the full escrow approach of the joint control

companies, Sam Abdulaziz earlier proposed a check-writing service, which

would not involve verifying progress or examining release forms and other
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protective chores. (See Memorandum 2000-37, p. 7.) Mr. Abdulaziz suggests that

this could be done economically with computer technology and Internet access.

The fewer the duties that are imposed on the joint control agent, the more a joint

control scheme begins to resemble a check-writing service. The staff tends to

think that a more protective level may be needed to address the double payment

risk. If a new statutory procedure is to be imposed, it should have the effect of

significantly reducing or eliminating the double payment problem, and the

coordinate problem of subcontractors and suppliers not getting paid, or the

expense and effort of imposing a new statutory scheme will not be justified.

Unfortunately, the cost of the service goes up as the risk is transferred so that the

cheaper alternative may be the optimum approach.

The Joint Control Marketplace

The problem with any of the proposals the Commission has considered that

require a new participant in home improvement contracts is that the industry

involved would have to respond effectively to make it work. The staff has had

some concern about mandatory bonding because we do not know how or even if

the surety companies have the resources to provide the services needed, leaving

aside the cost issues. The same thing would be true for the joint control

companies. We don’t have any figures on the use of joint control accounts,

particularly in the home improvement industry, but it is probably an

insignificant number.

The existing system puts the burden on the homeowner to understand the

system, learn the options, and decide which protection to use. We think it is

generally agreed that most homeowners do not use the options of bonding or

joint control, whether due to ignorance, laziness, overtrustfulness, or cost-

aversion, and there does not appear to be a robust market of competing joint

control companies. We don’t find “joint control companies” listed in the yellow

pages. A local title company office we called didn’t have any idea what a joint

control account was or whether they provided that service, and referred us to the

head office, where we were told they didn’t handle such things.

Gordon Hunt, a Commission consultant, reports that he spoke with two joint

control company representatives. One does not accept residential business and

the other works exclusively with banks. Mr. Hunt’s conclusion is consistent with

the staff’s limited research: that there does not seem to be much of a market for

joint control companies involving home improvement contracts.
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An escrow company we called was familiar with joint control accounts,

although they didn’t list construction escrows in their yellow pages

advertisement. This company charges $650, plus $2 for each $1,000 paid, and $15

per disbursement, but for that fee do not do any inspecting (contrary to the

expectation of the CSLB, perhaps). This works out to a 14% charge on a $5,000

contract with three progress payments, and drops to 3.4% on a $25,000 contract

with 10 payments, and reaches 1% on contracts of $100,000.

The fees of “i-Escrow, the Online Escrow Service,” are comparable at some

levels, but significantly lower for smaller amounts: if paid in cash, the fee is 2%

for transactions between $100 and $25,000, and 1% for transactions over $25,000.

(See <http://www.iescrow.com/finfaq.html#cost>, visited Dec. 6, 2000.)

What would happen if a statute mandated use of joint control accounts and

the escrow industry can’t handle the demand efficiently or imposes too great a

cost? Perhaps it would be simpler and cheaper to mandate payment by joint

checks and make joint checks an effective protection.

Outline of Mandatory Joint Control for Home Improvement Contracts

For discussion purposes, the staff suggests consideration of mandatory joint

control with the following elements:

(1) Home improvement contracts. As with other proposals the
Commission has recently considered, this joint control scheme
would apply to “works of improvement” on single-family, owner-
occupied dwellings (or some other formulation, such as “home
improvement contract” as defined in Business and Professions
Code Section 7151 in the Contractors’ State License Law).

(2) Mandatory. The joint control would have to be mandatory, or very
difficult to waive, if it is to have its intended effect of protecting
consumers. If a job is bonded or 50% bonded, that would probably
be a sufficient substitute remedy.

(3) Threshold. Contracts below a certain amount should not be subject
to the joint control requirement because the protection is too costly
in light of the risk. We don’t know the right amount, but
something like $5,000 or even $10,000 seems appropriate.

(4) Prime contractor responsibility. The prime contractor would be
required to set up the joint control with a licensed joint control
agent and inform subcontractors and suppliers dealing directly
with the prime contractor of the joint control account. The prime
contractor would also inform the control of all parties contracting
with the prime.
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(5) Subcontractor and supplier responsibility. Parties in privity with the
prime contractor will need to make sure that there is a joint control
account in place. A mechanism would need to be set up so that
subsubcontractors and suppliers furnishing to subcontractors get
information on the joint control account, since they will submit
claims to the control.

(6) Homeowner responsibility. Unlike the existing system where the
burden is placed on the homeowner to learn the law and the
options, select an appropriate strategy, and implement it, the
suggested mandatory joint control system relieves much of the
burden on homeowners. Payments would need to be made in a
timely fashion to the joint control agent, but no other special action
would be needed unless the homeowner wanted to use some other
approved substitute remedy such as a bond.

(7) Effect on mechanic’s lien rights. It would not be necessary to affect the
operation of the existing mechanic’s lien statute for a joint control
scheme to work. If the money is funneling through the joint control
agent, then those wishing to be paid would know where to go first.
Unfortunately, this does nothing to cure the problem of too much
paper shuffling. If the Commission decides to pursue the joint
control option, the staff would like to work on ways to eliminate
the need to give preliminary notices when a proper joint control
arrangement is in effect and the owner is making appropriate
payments.

(8) Enforcement. The duties of licensed contractors would be
enforceable by CSLB, and joint control companies are subject to the
authority of the Commissioner of Corporations. But the major
enforcement mechanism would be parties wising to be paid
expeditiously being sure the joint control was in effect and owners
wishing to avoid mechanics liens making sure payments are
properly made.

ADDITIONAL ISSUES

The letters included in the Exhibit address other issues. James Acret suggests

general reform of the content and effect of the release form; Adam Streltzer

provides commentary about “direct pay” proposals from his experience with

subcontractors and suppliers; Ellen Gallagher outlines a new combination of

bonding and direct pay. We discuss these matters briefly below.

Release Notice

James Acret, a Commission consultant, proposes to address the misleading

nature of releases. (See Exhibit pp. 1-2.) This is a general problem under the
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mechanic’s lien law, but is most acute with inexperienced or naive owners, which

is the likely condition of a homeowner. Mr. Acret points out that releases are not

effective unless the claimant has actually been paid, even though an owner may

naturally believe otherwise. He concludes:

It is beyond argument that the statute should allow potential
claimants to effectively release their claims. Project owners should
be able to protect themselves against becoming responsible for the
debts of their contractors and subcontractors. The present wording
is unfair to project owners who are led to believe, naturally enough,
that the forms of release specified by the legislature are effective.
The existing system is subject to abuse because a claimant can sign
a mechanics lien release, induce the owner to part with its money,
and then record a valid mechanics lien claim.

Reform would be accomplished by redrafting the release forms
in simple and effective language.

The staff believes this is a good proposal and intends to address Mr. Acret’s

concerns when we next take up revision of the general mechanic’s lien statute,

since this issue is not limited to home improvement contracts.

Lien Bond Between Contractor and Subcontractors-Suppliers

Ellen Gallagher, staff counsel with the Contractors State License Board, has

provided a “new twist” on the direct pay concept. (See Exhibit pp. 9-13.) Ms.

Gallagher gives a useful and concise summary of the fundamental problem we

have been considering thus far in this study and reviews the various approaches

the Commission has been considering. (We will not resummarize the material

here, and recommend that you read her letter in detail.) She concludes that the

sensible approach is to shift the risk of a contractor not paying from the

homeowner to the subcontractors and suppliers and give them the tools to

protect themselves. (Id. at 10.) She proposes creating a “line of credit” form of

bond to protect payment to the subs and suppliers if the prime contractor is paid

but fails to pay subs and suppliers. This type of bond should be very inexpensive

because of its limited nature and small risk to the surety. (The proposal is set out

in more detail in Exhibit pp. 11-13.)

This “lien bond” would not be mandatory, because there is concern about

driving worthy but unbondable contractors out of the market or underground. It

is coupled with a direct pay feature, giving the subcontractor and suppliers a

way out where the contractor can’t get the bond and they are not willing to
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extend credit. Lien rights would continue until the homeowner pays and 20-day

preliminary notices would not be necessary.

The staff is still analyzing this proposal. We think it answers concerns about

the direct pay proposal considered at an earlier meeting, while preserving the

benefit of eliminating needless and confusing notices. We plan to discuss the

outline at the meeting so see if there are any undiscovered, fatal defects.

Concerns with Direct Pay Proposals

Adam Streltzer, an attorney from Los Angeles who works with small

subcontractors and suppliers, has written concerning direct pay proposal. The

gist of his concern is that the smaller subcontractors would be at a significant

disadvantage and would not dare to ask for direct pay from the owner. See, e.g.,

Exhibit p. 4. Mr. Streltzer states that there is some discrimination against

subcontractors and suppliers who attempt to use constitutional remedies under

existing law. He believes a “blacklist” would develop and those electing the

direct pay route would be driven out of business. Id. at 5.

Mr. Streltzer believes that reform of the mechanic’s lien law is needed, but

suggests further work on the recover fund and mandatory bond proposals. Id. at

7. He also suggests a provision for recovery of attorney’s fees in mechanic’s lien

enforcement.

Respectfully submitted,

Stan Ulrich
Assistant Executive Secretary



Study H-820 December 6, 2000
Memo 2000-78

Exhibit

A PROPOSAL FOR MECHANICS LIEN RELEASE REFORM

James Acret, Commission Consultant

☞ Staff Note. The following material has been reformatted from electronic copy emailed to
the Commission.

The statutory forms for releasing mechanics liens are broken and need fixing.

As the commission knows, the mechanics lien system subjects a property

owner to the risk of having to pay debts incurred by the prime contractor and

subcontractors even though the owner may have paid to the prime contractor the

full agreed contract price. The commission has considered recommendations to

exempt homeowners from this risk. If such legislation is adopted property

owners other than homeowners will still be subject to the risk of double

payment, and need an effective way to protect their property from unjustified

liens.

The California mechanics lien system is designed to enable property owners

to protect themselves from mechanics lien claims by identifying potential

claimants, monitoring the activities of those potential claimants, ensuring that

they are paid, and then obtaining releases from them. Under the system,

potential mechanics lien claimants must give a preliminary notice to the owner

by certified mail. The preliminary notice warns the owner of the double payment

problem and suggests that the owner should protect itself by obtaining a release

from the notice giver. The statute goes so far as to specify the release forms to be

used and provides that the lien rights of a claimant cannot be impaired by any

document other than the specified forms.

The statute authorizes four different release forms. Two are designed to apply

to final payments and two apply to progress payments. (Progress payments are

payments made by the owner to the prime contractor, usually monthly, during

the progress of the work. The final payment is the last payment made to the

contractor after the completion of the work.) An owner may “protect” itself by

EX 1
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obtaining mechanics lien releases from all persons who have given preliminary

notices.

The structure of this system naturally leads owners to believe that the

statutory releases are enforceable. The problem is that in any case in which the

claimant has not been paid the releases are not enforceable. Legalistic wording

provides that the releases are only effective if the party signing the release has

been paid. Since only unpaid claimants have the right, or indeed any reason, to

assert a mechanics lien claim, the ironic fact is that the form specified by the

statute excludes the entire universe of potential mechanics lien claims.

The unconditional release form contains a warning in bold face type “YOU”

are giving up mechanics lien rights “EVEN THOUGH YOU HAVE NOT BEEN

PAID.” This same form also specifies that it does not apply to work or materials

that have not been paid for!

It is beyond argument that the statute should allow potential claimants to

effectively release their claims. Project owners should be able to protect

themselves against becoming responsible for the debts of their contractors and

subcontractors. The present wording is unfair to project owners who are led to

believe, naturally enough, that the forms of release specified by the legislature

are effective. The existing system is subject to abuse because a claimant can sign a

mechanics lien release, induce the owner to part with its money, and then record

a valid mechanics lien claim.

Reform would be accomplished by redrafting the release forms in simple and

effective language.

EX 2






























