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Stop Notice Risks for Construction Lenders

CONSTRUCTION LENDERS FACE MYRIAD CHALLENGES in the plung-
ing economy and real estate market. The difficulties include handling
a heightened number of borrower defaults, deciding whether to con-
tinue disbursing construction loan funds in a declining market, and
determining how to weigh the risks of foreclosing and completing con-
struction on an incomplete project. While navigating these obstacles,
lenders should always evaluate their potential liability to contractors
and suppliers for bonded stop notices.

By serving a bonded stop notice claim on the lender, contractors
and suppliers can effectively lien any undisbursed construction loan
funds. The failure of a construction lender to
honor a proper stop notice can result in sub-
stantial exposure. Construction lenders that
ignore a bonded stop notice claim on a private
work of improvement! do so at their peril.

A stop notice is a written and verified state-
ment served by a claimant owed money on a
work of improvement. The statement must
identify the claimant and describe the nature
of the labor, materials, or services provided; the name of the party to
whom these were furnished; the dollar value of what was furnished;
and the amount claimed as due.? By serving a valid stop notice on a
construction lender, a stop notice claimant creates a claim or lien on
undisbursed construction funds in the hands of an owner or lender
for the benefit of the claimant. This remedy allows contractors, sub-
contractors, and materialmen to reach undisbursed construction
loan proceeds as security against nonpayment.? Once a bonded stop
notice is served, the lender must withhold from available construc-
tion funds an amount sufficient to pay the stop notice claim and may
not use that withheld amount to pay down the principal amount of
the loan or to pay interest, fees, or other costs.*

“A bonded stop notice” is defined as a stop notice given to a con-
struction lender that is accompanied by a bond in a penal sum equal
to 1.25 times the amount of the claim.® A construction lender is only
obligated to withhold funds from an owner/borrower if properly served
with a bonded stop notice. Indeed, a construction lender is not oblig-
ated to honor a stop notice that is not bonded.® The construction lender
must withhold funds pursuant to a bonded stop notice served by an
original contractor, subcontractor, or first-tier supplier.

The stop notice claimant also may demand in its stop notice that
the lender provide a copy of any payment bond.” If there is a payment
bond recorded for the project, different rules apply. When a payment
bond has been recorded, the lender is not required to withhold funds
but may do so at its option.8 This applies to all proper claimants other
than the original contractor. Similarly, an owner served with a stop
notice is not required to withhold funds when a payment bond has
been recorded but may do so at its option.? If an owner declines to
withhold funds in response to a stop notice because a payment bond
has been recorded, then the owner must furnish the claimant with a
copy of the payment bond.
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A valid stop notice can be a highly effective remedy for a claimant
seeking to obtain payment for its work. A lender that improperly dis-
burses funds subject to a stop notice is personally liable for the
amount due to the lien claimant under the contract with the owner
(but not exceeding the maximum amount of unexpended construc-
tion funds).10 Further, the stop notice remedy is independent and cumu-
lative of a claimant’s rights to a mechanic’s lien, to enforce any pay-
ment bond, and to pursue a writ of attachment.!! Thus a claimant
may avail itself of all prejudgment remedies simultaneously.

Like mechanic’s liens, stop notices are nonconsensual and do not

While certain deadlines are strictly enforced, other requirements

are liberally construed in favor of the stop notice claimant.

require prior judicial approval. Moreover, lien and stop notice rights
may not be waived by contract, reflecting a strong public policy
favoring payment for those who improve property. Similarly, no
assignment by the owner or contractor of construction loan funds—
whether made before or after service of a stop notice on a construc-
tion lender—has priority over the stop notice claimant. Assignments
cannot defeat the rights of stop notice claimants.12

Stop notices differ from mechanic’s liens in that they attach to
the funds of the owner of the property, or the construction loan pro-
ceeds from a lender, rather than to the real property being im-
proved.!3 As a result, a stop notice survives a foreclosure of the prop-
erty. Thus, stop notices do not give rise to the priority issues
regarding the construction lender’s deed of trust that emerge with
mechanic’s liens.!# If several stop notices have been filed and not
enough money exists to pay them all, stop notice claimants share
pro rata in the available funds.!®

Limitations and Requirements

Statutes limit who can assert a stop notice. In general, California law
provides that all persons and entities qualified to record a mechan-
ics’ lien, with the exception of the general contractor, may serve a stop
notice on the owner. This includes materialmen, subcontractors,
first-tier suppliers, equipment lessors, licensed design professionals,
union trust funds, and those who make improvements to the site.1¢
These same classes of claimants, plus the general contractor, may serve
a stop notice on the construction lender. Only when the stop notice
is bonded is the lender required to withhold funds.
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Stop notice claimants need not wait until
their work is complete to serve a stop notice.
This is in contrast to mechanics’ lien
claimants, who must wait until their work or
the overall work of improvement is com-
plete. Nevertheless, stop notice claimants
must take numerous technical steps to ensure
that their stop notices are valid. They must
serve a proper 20-day preliminary notice in
a timely manner. Service must take place
“prior to the expiration of the period within
which [the claimant’s] claim of lien must be
recorded under [Civil Code] Section 3113,
3116, or 3117.”17 These sections calculate the
expiration of the service period as a specified
number of days after the completion of the
work of improvement or the recordation of
a notice of completion.

In most cases, owners or lenders have not
recorded or served valid notices of completion
for completed projects. When that happens,
claimants have 90 days from completion of
the project to serve a stop notice. That period
is shorter when a valid notice of completion
has been recorded and served, or when a
valid notice of cessation has been recorded.!8
Claimants must pay careful attention to these
prerequisites to perfect their stop notice rights.

If owners or lenders dispute the validity of
the stop notice, they must post a stop notice
release bond in an amount 1.25 times the
amount of the stop notice. Only upon the fil-
ing of the bond, which has the effect of pro-
viding substitute security for the claim of the
stop notice claimant, can the withheld funds
be released.!”

Similar to a mechanic’s lien claimant, a
stop notice claimant must take prompt legal
action to enforce the stop notice. An action
to enforce the stop notice may be commenced
at any time after 10 days following service of
the stop notice but no later than 90 days fol-
lowing the period in which a mechanic’s lien
could be recorded. If no action is commenced
within the prescribed period, the stop notice
ceases to be effective, and withheld funds
must be paid to the person to whom the
funds are owed. If an action is commenced,
notice must be given within five days.2’ When
multiple actions to enforce a stop notice are
filed, a motion to consolidate may be filed so
that the actions will be adjudicated together
in one proceeding.2!

A significant distinction between a
mechanic’s lien foreclosure action and a stop
notice enforcement action is the right of
bonded stop notice claimants to recover their
attorney’s fees if they are determined to be the
prevailing party.22 By statute, prevailing party
claimants also will be awarded interest at
the legal rate. Interest accrues from the date
of service of the stop notice.?3

Construction lenders facing a stop notice
claim should understand that the statutes
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governing stop notices are remedial and are
liberally construed to effect their objectives
and to promote justice. Therefore, while cer-
tain deadlines are strictly enforced (such as the
deadline for a claimant to commence legal
action to enforce a stop notice), other require-
ments are liberally construed in favor of the
claimant.2# Stop notices are designed to pro-
tect materialmen who furnish labor and mate-
rials that enhance the value of the property
and are supposed to be paid out of the con-
struction fund.?’

As one court reasoned, a lender’s senior
deed of trust usually protects the lender from
the risk of default.26 Meanwhile, a lender may
protect against the risk of nonpayment of
claimants by requiring the owner or devel-
oper to post a payment bond. Also the lender
can inspect the progress of the construction,
issue joint checks, or institute other funding
controls. The court further noted that per-
mitting a claimant to recover against the lender
for materials and labor contributed to the
property is appropriate because those contri-
butions increase the value of the property and
therefore enhance the lender’s security. In addi-
tion, the court declared that strong policy rea-
sons support requiring commercial lenders to
police the building industry—and the stop
notice remedy encourages this as well.

The purpose of a stop notice is to provide
materialmen with protections when they
extend their resources in return for a future
payment from a construction fund. Most
often smaller companies are the ones who
file stop notices—companies that have pro-
vided labor or materials to a project without
the resources to litigate. When balancing the
protection of claimants expending their labor
and materials against owners or lenders receiv-
ing the benefit of those goods and services, the
equity scale usually tips in favor of claimants.

Because the stop notice remedy is so highly
effective for stop notice claimants, construc-
tion lenders have made several attempts over
the years to structure a construction loan
that effectively circumvents it. In light of the
policies in support of the remedy, lenders
have not met with much success in trying to
defend against stop notices. For example, in
a case involving a borrower/owner that
assigned to the lender the loan fund under an
agreement to make specified progress pay-
ments to the contractor, the lender could not
defeat a stop notice claim by asserting a right
to retain the assigned fund as security for
repayment of the loan.?”

Courts have held that a stop notice will
reach an undisbursed loan fund even fol-
lowing a default by the borrower terminating
the borrower’s right to obtain further dis-
bursements from the loan fund.?8 According
to these courts, if a lender could eviscerate the
purpose of the stop notice statutes by simply

not creating a separate construction fund,
then every set of construction loan docu-
ments in California would do the same, and
bonded stop notices would become ineffective.
This result would be contrary to the purpose
of stop notices as defined by California courts.
To permit lenders to do otherwise would
allow them, upon foreclosure of a property,
to have the benefits of the provided materi-
als and labor without payment—and deprive
lien claimants of any effective remedy.

Stop notice priority extends to all loan
funds that remain subject to disbursement—
even those that may not be due under the
lender/borrower construction agreement
because disbursement conditions have not
been satisfied. This priority is unchanged
even if the borrower is in default.2? As a con-
sequence, a lender may not properly defeat a
stop notice by insisting that no undisbursed
funds exist because the borrower is in default
and the lender is therefore not obligated to
disburse those funds. Private agreements
between lenders and borrowers may not serve
as a defense to a stop notice claim.

In a seminal decision, Familian Corpora-
tion v. Imperial Bank,0 the court refused to
allow a lender to preallocate construction
loan funds to an interest reserve and thereby
effectively subordinate perfected stop notice
claims to the interest reserve. The court held
that the lender may not pay itself fees, points,
and interest in preference to stop notice
claimants at the inception of the loan, thus
reducing the loan fund and achieving prior-
ity over liens or stop notice claimants. This
practice violates the antiassignment edict of
the stop notice statutes.3! Lenders also are
judicially prohibited from attempting to
achieve priority by 1) applying the loan bal-
ance to reduce the amount due under the
construction note, and 2) depositing unex-
pended construction loan funds into a general
fund or separate escrow account.’2

Construction Funds and Lender Liability

Conflicts sometimes arise over what consti-
tutes a construction fund. In part this con-
troversy stems from the fact that the California
Civil Code does not currently contain a pro-
vision specifically defining a “construction
fund” for purposes of stop notice claimants.
However, former Code of Civil Procedure
Section 1190.1(h)—the predecessor to Civil
Code Section 3166—defines “construction
fund” as the amount either “furnished or to
be furnished by the owner or lender...as a fund
from which to pay construction costs” or
“arising out of a construction or building
loan.”33 Civil Code Section 3087 defines a
“construction lender” as any mortgagee lend-
ing funds to pay for the cost of the work of
improvements on a property or a “party hold-
ing funds furnished or to be furnished by the



owner or lender or any other person as a
fund from which to pay construction costs.”

The plain language of the Civil Code and
its predecessor in the Code of Civil Procedure
broadly treat a construction fund as any
amount of money designated to be used to pay
construction costs. In both Civil Code Section
3087 and former Code of Civil Procedure
Section 1190.1(h), the only requirement for
establishing a construction fund is that an
amount must be designated as “a fund from
which to pay construction costs.” Therefore,
a construction loan agreement that specifies the
loan proceeds as the money for paying con-
struction costs would qualify as a construction
fund for the purposes of stop notices.

The amount retained by the lender in
response to a bonded stop notice should not
be used to pay down the principal amount
of the loan or to pay interest, fees, or other
costs owed to the lender. A lender that fails
to properly withhold undisbursed loan pro-
ceeds following a bonded stop notice is per-
sonally liable for the amount due to the lien
claimant. Nevertheless, the lender will not be
liable for more than the amount of the undis-
bursed loan proceeds at the time the bonded
stop notice was served.

Following Familian

The Familian decision should guide lenders in
their response to bonded stop notices.?* In
Familian, a construction lender received
bonded stop notices that far exceeded the
undisbursed loan balance. Meanwhile, the
lender had paid itself interest and fees from
a reserve account specifically set up to pay
interest on the loan and other fees owed to the
lender as those amounts accrued. The
claimant contested the right of the lender to
pay itself from the reserve account before
the stop notice was served, and the court
agreed with the claimant.

According to the Familian court, the prac-
tice of payment from an interest reserve con-
stitutes a statutorily prohibited assignment
under Civil Code Section 3166. The court
held that the lender may not pay itself fees and
interest in preference to stop notice claimants.
To do otherwise would permit the lender a
double recovery by allowing it to capture
fees and interest as well as the enhanced
value of its property. That enhanced value is
created by the construction work performed
by the claimants.

The effect of the Familian decision is
huge, because it can lead to lenders being
required to disgorge amounts they have paid
to themselves in earned interest and expenses.
It also follows under Familian that con-
struction lenders with fully disbursed loans
remain at risk.

In addition, when a construction loan is
sold, a preexisting bonded stop notice claim
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is not defeated by the transfer. The original
construction lender served with the bonded
stop notice remains obligated. Therefore,
construction lenders should procure appro-
priate indemnities or take other actions to
safeguard against this risk when selling a
loan subject to a bonded stop notice.

Some have questioned the rationale of
the Familian decision and consider it poorly
reasoned. For example, in Steiny v. Real
Estate, Inc., another appellate court disagreed
with Familian3’ and ruled that a lender was
entitled to keep payments made to itself from
the loan fund to the extent those amounts
were earned prior to service of the stop notice.
However, the Steiny case was decertified from
publication. Familian, warts and all, remains
existing law and must be heeded by lenders.

Lenders seeking to defend against a stop
notice claim should first evaluate whether
the prerequisites for a stop notice have been
met, such as verifying that the claimant
obtained the appropriate bond, gave a proper
and timely 20-day preliminary notice, and
timely served the stop notice. They should fur-
ther ascertain that the claimant is among the
categories of claimants that possess stop
notice rights. Moreover, in the appropriate cir-
cumstances, lenders should discern if the
claimant was properly licensed. Also, a lender
should work with the borrower to determine

the merits of the amount claimed to be due
and attempt to compel the borrower to
resolve the dispute with the claimant. A lender
should consider demanding that the prop-
erty owner secure a stop notice release bond
if a legitimate dispute exists.

Ultimately, owner/borrowers and lenders
share a strong incentive to keep stop notices
from interfering with timely project comple-
tion. An incomplete and delayed project
increases construction costs and undermines
the value of a lender’s security. In addition, if
a lawsuit is filed to enforce the stop notice and
is accompanied by a mechanic’s lien foreclo-
sure action, the lender should consider whether
to tender the lawsuit to the title insurer. Finally,
lenders may need to consider whether to file
an interpleader action, in which they may be
entitled to recover their attorney’s fees.
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