CALIFORNIA LAW REVISION COMMISSION STAFF MEMORANDUM
Study H-856 April 17,2009

First Supplement to Memorandum 2009-18

Common Interest Development Law: Nonresidential Associations
(Public Comment)

The Commission has received three comments addressing the Commission’s
study of the applicability of the Davis-Stirling Common Interest Development
Act (“Davis-Stirling Act”) to nonresidential CIDs:
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The comments are discussed below. Except as otherwise indicated, all statutory

references in this memorandum are to the Civil Code.

COMMENT OVERVIEW

Jeffrey Wagner, an attorney, has written to the Commission on behalf of a
stakeholder working group (“Stakeholder Group”) formed to provide comment
on this study. Exhibit p. 5. The Stakeholder Group consists of 11 attorneys with
CID practices, and two property managers that manage nonresidential CIDs.
Exhibit p. 8.

The Stakeholder Group letter includes detailed recommendations for the
proper treatment of nonresidential CIDs. Most of those recommendations are
beyond the scope of the current memorandum and will be considered as this
study progresses. To the extent that the Stakeholder Group’s comments bear on
the issues discussed in Memorandum 2009-18, they will be discussed in this
supplement.

The Stakeholder Group recommends that all of the provisions that are
currently inapplicable to a nonresidential CID under Section 1373 should remain
inapplicable. The overarching rationale for the Stakeholder Group’s
recommendations is similar to the view expressed by the Legislature in Section
1373(b), that some provisions of the Davis-Stirling Act “impose an undue and
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unnecessary burden on nonresidential developments that do not need the
consumer-oriented protection applicable to homeowners.” Exhibit p. 5.
Arguments specific to particular provisions are noted below.

Duncan McPherson, one of the attorneys in the Stakeholder Group, has
written separately to provide general background information on the nature of
nonresidential CIDs, which “colors the thinking of many of us with regard to
these non-residential CIDs and their associations.” See Exhibit pp. 3-4. The
Commission should bear those considerations in mind as this study progresses.

Donald Haney, a CPA whose clients include many nonresidential CIDs,
writes in response to questions posed to him by the staff. Exhibit pp. 1-2.

COMMENT ON EXISTING EXEMPTIONS

Memorandum 2009-18 focuses on the provisions that are currently
inapplicable to a nonresidential CID, pursuant to Section 1373. Comments
relevant to those provisions are discussed below.

Section 1356. Supermajority Voting Requirement

Existing Section 1356 provides a procedure that can be used by a CID to
petition the court for relief from a supermajority voting requirement in its
declaration, when attempting to amend the declaration. Under Section 1373(a)(1),
that provision does not apply to a nonresidential CID.

In Memorandum 2009-18, the staff described the likely legislative rationale
for the inapplicability of Section 1356: Because nonresidential CID owners are
sophisticated business actors, they are likely to have carefully read the
declaration before purchasing a separate interest and to have relied on the terms
of the declaration.

The Stakeholder Group agrees. It recommends that Section 1356 remain
inapplicable to nonresidential CIDs, because “commercial declarations often
require a greater than 50% majority vote for reasons such as protecting the
interests of minority owners,” and “commercial owners and their lenders would

not want these requirements overruled by a court.” Exhibit p. 9.



Section 1365. Annual Budget and Reports

Existing Section 1365 requires that an association prepare and distribute
specified financial reports. Under Section 1373(a)(4), that provision does not
apply to a nonresidential CID.

In discussing that exemption, the staff noted that business owners are already
subject to financial reporting and disclosure provisions of the Corporations
Code. The Legislature may have concluded that those more general requirements
are adequate and that business owners should not be micro-managed on
financial matters.

The Stakeholder Group writes in support of that conclusion. It recommends
that Section 1365 remain inapplicable to nonresidential CIDs because
“[nonresidential] owners should be given the liberty to choose how much
accounting information they need and how frequently to provide it to owners.”
Exhibit p. 10.

Section 1368. Seller Disclosures

Existing Section 1368 requires that an owner of a separate interest in a CID
make certain disclosures to a prospective buyer of the separate interest. Under
Section 1373(a)(1), that provision does not apply to an owner of a separate
interest in a nonresidential CID.

In discussing that exemption, the staff identified a likely legislative rationale:
nonresidential CID owners are more sophisticated than homeowners and can
make necessary inquiries to protect themselves when purchasing commercial
property.

The Stakeholder Group supports that conclusion, noting: “Common law and
other statutory disclosure protections provide adequate protection to commercial
owners.” See Exhibit p. 11. The Stakeholder Group recommends that Section
1368 remain inapplicable to nonresidential CIDs. Id.

Section 1365.5. Reserve Study and Limitations

Existing Section 1365.5 requires the board of directors of a CID to conduct a
periodic review of the association’s financial documents and information, and to
conduct a periodic study to assess the adequacy of the association’s reserve
accounts. The section then limits how these reserve funds may be spent, and
regulates the levying of special assessments to fund the reserve accounts. Under
Section 1373(a)(5), that provision does not apply to a nonresidential CID.
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The Stakeholder Group recommends that Section 1365.5 remain inapplicable
to nonresidential CIDs. “Many different arrangements are appropriate for
management of nonresidential CIDs and there is no reason to impose these
requirements on directors which are more suited to residential CIDs.” Exhibit
p- 10.

Mr. McPherson adds that the maintenance of a reserve account by a
nonresidential CID to pay for needed future repairs and replacement can cause
adverse tax consequences. Exhibit p. 3. As a result, he indicates that
nonresidential CIDs most often do not maintain reserve accounts, and instead
pay for needed capital improvements each year out of regular annual
assessments imposed on owners (which therefore can vary widely in amount,
from year to year).

Mr. Haney, however, indicates that for many years he has been able to protect
his nonresidential CID clients from any adverse tax consequences based on
maintaining reserve accounts, and believes that other tax preparers should be
able to do the same. Exhibit p. 1.

Mr. Haney also elaborates on whether a CID’s use of accounting standards in
preparing financial statements can serve the same objective as the reserve study
required under Section 1365.5. Exhibit p. 2.

He states that financial statements that are prepared in accordance with
Generally Accepted Accounting Principles (GAAP) should include some
information about major repairs and replacements that will be needed in the
future. However, Mr. Haney concludes that the relevant accounting principle,
which is over 20 years old, is not a complete substitute for the reserve study
required under Section 1365.5. He believes that both the accounting standards
and California law on this issue “need to be reconsidered and redone.” Id.

Overhaul of the reserve accounting procedures for CIDs generally is beyond
the scope of this study, but might be addressed in a future study.

Sections 1366(b) and 1366.1. Assessments and Assessment Increases

Existing Sections 1366(b) and 1366.1 provide statutory rules governing the
imposition of assessments. Section 1366(b) provides that assessments may be
increased by any amount, but that an increase above a specified threshold must
be approved by the membership. Section 1366.1 provides that an association may
not impose or collect assessments that exceed the cost for which the assessments



are levied. Under Section 1373(a)(6)-(7), those provisions do not apply to a
nonresidential CID.

In discussing these exemptions, the staff noted that the statutory rules, which
override an association’s governing documents, may frustrate the reliance
interests of sophisticated business owners, and can interfere with financial
practices that make sense in a commercial setting.

The Stakeholder Group recommends that Sections 1366(b) and 1366.1 remain
inapplicable to nonresidential CIDs. “It is understandable that the Legislature
wants to protect homeowners on a fixed income from substantial increases in
Regular Assessments. However, these protections are not suited for
nonresidential CIDs where the flexibility to raise funds as and when needed
through different funding mechanisms seems more appropriate.” Exhibit p. 9.

Section 1357.100 et seq. Rulemaking Procedures

Existing Section 1357.100 et seq impose some general limitations on an
association’s ability to adopt “operating rules.” The rules must be reasonable and
consistent with controlling governing documents and law, and must be adopted
using a statutory notice and comment rulemaking process that includes the right
of members to overturn an unpopular rule by referendum. Under Section
1373(a)(2), the operating rule provisions do not apply to a nonresidential CID.

The Stakeholder Group recommends that the operating rule provisions
remain inapplicable to nonresidential CIDs. “Operating Rules affect the way of
life in a residential association and it is reasonable to impose restrictions on rule
changes. Similar factors do not exist in nonresidential CIDs and these sections
add unnecessary burdens to the rule creation process in nonresidential CIDs.”
Exhibit p. 9.

Section 1378. Architectural Review Procedures

Existing Section 1378 provides general procedural requirements for
“architectural review” by an association (i.e., association review of a proposed
change to a separate interest that requires association approval). Under Section
1373(a)(4), that provision does not apply to a nonresidential CID.

The Stakeholder Group recommends that Section 1378 remain inapplicable to
nonresidential CIDs. “Control of architectural changes can be a vital aspect of a
commercial development. Each development needs the flexibility to fashion
controls that work best for that development.” Exhibit p. 11.
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CONCLUSION

The staff appreciates the input of stakeholders on the issues discussed here. It
is extremely valuable to have input from practitioners, who can help to assess the
practical consequences of the matters being discussed.

Respectfully submitted,

Steve Cohen
Staff Counsel






