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As of January 1, 2002, California law
requires certain owners (and in some
cases, even lessees) of real property,
who contract directly with contractors
for works of improvement costing in
excess of specified sums, to provide
security for payment to contractors in
the form of a payment bond, letter of
credit or secured cash escrow. The
full ramifications of this new law,
A.B. 1534, codified as California Civil
Code Section 3110.5 (hereinafter
“Section 3110.5”), are not clear, but,
in addition to creating confusion over
what exactly is required of owners,
contractors, and lenders by this new
law, the effects could have a signifi-
cant impact on the costs of develop-
ing and/or financing the development
of construction projects in the State
of California. Below is a summary
and brief analysis of California Civil
Code Section 3110.5.

1. Historical/Legislative
Background on Section 3110.5  
Section 3110.5 is a response by the
construction industry to the
California Supreme Court’s 1997 deci-
sion in Wm. R. Clarke Corp. v. Safeco
Ins. Co. (15 Cal. 4th 882) in which the
Court held that “pay-if-paid” clauses
in contracts for public and private
works of improvement which provide
that the subcontractor will only be
paid the amount specified in the sub-
contract if the general contractor is
paid on his contract, are void and
unenforceable. The Construction
Employers’ Association and other

industry trade groups reacted very
negatively to this decision, because if
an owner of a construction project
defaults on its contractual obligation
to a contractor, the contractor must
still pay the subcontractors, and the
contractor’s only recourse against the
owner would be to file a lien against
the property and/or seek compensa-
tion through the legal system. These
groups argued that this process was
inadequate because it could take sev-
eral years and would harm not only
contractors, but also subcontractors,
construction workers, and suppliers
by tying up resources, while in the
meantime, a general contractor would
still have to pay all subcontractors for
work performed, regardless of
whether or not the general contractor
was ever paid by the defaulting owner,
thus making the general contractor, in
effect, a guarantor of the project vis-
à-vis subcontractors and suppliers,
instead of the property owner(s) or
their financiers. Section 3110.5 was
intended to ensure that contractors,
subcontractors, and construction
workers would be timely paid in the
event of a default by an owner.

2. General Summary of Section
3110.5
Effective January 1, 2002, except for
certain exempted owners and projects
(exemptions are laid out in detail
below), Section 3110.5 (i) requires, in
cases where a lending institution is
providing a construction loan, an
owner to provide to specified con-

tractors a certified copy of the
recorded construction mortgage or
deed of trust that discloses the
amount of the construction loan and
(ii) imposes a non-waivable require-
ment that, for each contract an
“owner” directly enters into with a
contractor, where the value of such
contract exceeds $5MM (or $1MM if
the contracting “owner” owns a lease-
hold interest) (in either case, here-
inafter, “owner”), the owner must
provide security for the owner’s obli-
gations under the contract by posting
a payment bond, letter of credit or
secured cash escrow equal to either
25% (for construction projects short-
er than 6 months) or 15% (for con-
struction projects longer than 6
months) of the total value of the
contract. If the construction contract
is not for a fixed price, the amount of
the payment bond/letter of
credit/escrow account is determined
by the guaranteed maximum price, or
if none, a good faith estimate of the
total cost of construction  If the
owner does not comply with Section
3110.5 within 10 days of receipt of
written demand from a contractor to
comply, then the contractor has the
right to discontinue work until the
owner complies with Section 3110.5.

3. Owners/Projects That Are
Subject to Section 3110.5
(a) Owners. Generally, any owner of
property who contracts for a work of
improvement for construction, alter-
ation, addition to, or repair upon,
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property, where the value of the con-
tract is either (1) more than
$5,000,000 where the owner’s interest
is a fee simple absolute interest in the
property, or (2) more than $1,000,000
where the owner’s interest is less than
a fee simple absolute interest in the
property, is subject to Section 3110.5,
unless an owner falls within an excep-
tion described in Section 3 below.
Note that, although Section 3110.5
was apparently intended to protect
general contractors, its language is
broad enough to encompass any direct
contract between the contracting
owner and a subcontractor, even if
there is already a separate payment
bond or letter of credit posted pur-
suant to Section 3110.5 for the gener-
al contractor.

(b) Projects. Generally, any kind of
private development (e.g., apartments,
industrial, retail or office, etc.), exclud-
ing single-family residences, will trig-
ger the provisions of Section 3110.5.
See Section 4 below for exceptions.

4. Exempted Owners/Projects  
The requirements of Section 3110.5
do NOT apply to:

(a) Ownership in Contractor.
Construction projects where the con-
tracting owner is the majority owner
of the contractor;

(b) Owner or Guarantor a Publicly
Traded Company. Construction
where the contracting owner is a
“qualified publicly traded company”
or a wholly owned subsidiary of a
qualified publicly traded company
(provided the obligations of the sub-
sidiary under the construction con-
tract are guaranteed by the qualified
publicly traded parent company).

For purposes of Section 3110.5,
“qualified publicly traded company”
means any company having a class of
equity securities listed for trading on
the NYSE, the American Stock
Exchange, or NASDAQ and whose
nonsubordinated debt securities are

rated as “investment grade” by Fitch,
Moodys, or S&P. If the debt rating
of a company’s unsubordinated debt
securities is downgraded below invest-
ment grade at any time prior to pay-
ment of all sums due under the con-
struction contract, the contracting
owner will no longer be exempt from
the provisions of Section 3110.5;

(c) Owner or Guarantor a
Qualified Private Company.
Construction where the contracting
owner is a “qualified private compa-
ny” or a wholly owned subsidiary of a
qualified private company (provided
the obligations of the subsidiary
under the construction contract are
guaranteed by the qualified private
parent company). For purposes of
Section 3110.5, “qualified private
company” means any company not
listed on the NYSE, the AME or
NASDAQ, that has a net worth deter-
mined in accordance with GAAP of
at least $50MM. If at any time prior
to payment in full of all sums due
under the construction contract, the
net worth of the qualified private
company drops below the $50MM
threshold, then the contracting owner
will no longer be exempt from the
provisions of Section 3110.5;

(d) Single-Family Residences.
Construction of single-family resi-
dences, including single-family resi-
dences located within a subdivision,
and specified fixed works associated
with construction of single-family
residences that require the services of
a general engineering contractor, as
defined in Section 7056 of the
Business and Professions Code;

(e) Public Works. Construction of
public works projects; and

(f) Needed Housing. Construction
of housing developments (usually
apartment buildings in areas where
there is a shortage of housing) eligi-
ble for a “density bonus” pursuant to
Section 65915 of the Government
Code.

5. Section 3110.5 is Not
Waivable By A Contractor
As a matter of public policy, the con-
tractor may not contractually waive its
rights under Section 3110.5.

6. Remedies for Non-
Compliance with Section 3110.5
If a contracting owner that is
required to post the security set forth
in Section 3110.5 does not do so,
then the contractor may make a writ-
ten demand for posting of the securi-
ty, and if the contracting owner does
not do so within 10 days, the contrac-
tor may suspend work on the project
until the payment bond/letter of
credit/cash escrow account is posted
and maintained pursuant to Section
3110.5. The statute is silent as to any
other remedies.

7. Selected Observations
Concerning Section 3110.5
Section 3110.5 raises a host of issues
which will affect owners, contractors
and other parties involved in the con-
struction process, some of which are
sure to be litigated or the subject of
legislative amendments, and others
which will be resolved by market
forces or the parties’ negotiations. In
addition, Section 3110.5 raises practi-
cal issues of cost and administration.

(a) Effect on Existing Contracts/
Projects. Section 3110.5 does not
expressly exempt from its require-
ments construction contracts entered
into prior to January 1, 2002, nor
does it expressly provide for the
retroactive application of its require-
ments to such existing contracts.
Generally, when new laws impose
new standards of conduct and reme-
dies, the basic legal principle is that,
absent a clear legislative intent to the
contrary, statutory enactments apply
prospectively. Though Section 3110.5
may not apply to contracts entered
into prior to January 1, 2002, it is not
clear if the requirements of Section
3110.5 would apply to major contract



amendments or additive change
orders.

(b) Effect on Equity Deals and
Ownership Structures. By its terms,
Section 3110.5 exempts certain high
net worth owners and developers and
their wholly-owned subsidiaries from
its requirements. However, Section
3110.5 does not exempt contracts in
cases where the owner does not meet
the net worth test but certain of the
owner’s constituents (i.e., the share-
holders of a corporation, members of
a limited liability company, or partners
in a partnership) do, nor does Section
3110.5 permit such constituents to
guaranty payment of the security
amount called for in Section 3110.5,
were such constituents willing to do
so. Thus, it is possible that an entity
with a very high net worth sharehold-
er, member or partner (i.e., the equity
player in a deal) would not qualify for
the net worth exemption. Given the
prevalence of single asset and limited
liability venture ownership entities
used in development projects, either
the ownership structure of an owner-
ship entity will have to fit into the
narrow exceptions offered by Section
3110.5, or such entity will have to
absorb the additional costs of com-
plying with Section 3110.5.

(c) When Is Security Posted?
Section 3110.5 is not clear on when
an owner is required to post the bond
or have the letter of credit issued (at
the time the contract is signed? when
work is commenced?), though Section
3110.56 does seem clear that, in the
case of an escrow account, the owner
must deposit the required funds into
escrow prior to the commencement
of the contracted-for work.

(d) What Cost/Availability of the
Security? A quick survey with sever-
al sureties reveals that many have not
formulated a bond product which
addresses Section 3110.5. Some of
these sureties have indicated that the
underwriting and security issues pre-
sented by Section 3110.5 are unique.

One surety offers a Section 3110.5
bond at a cost of 1.5% of the bond.
Assuming a payment bond costs 1.5%
of its face amount, on a $30MM con-
tract for work to be completed in 12
months, the additional cost to the
contracting owner for the bond would
be $67,500 ($30MM x 15% x 1.5%),
not including the opportunity cost to
the contracting owner of the $4.5
MM in collateral likely required for
the payment bond or the letter of
credit (or, if an escrow account, the
$4.5 MM in cash required to be put
into escrow). And in the case of a let-
ter of credit or an escrow, there
would be additional costs involved in
negotiating the letter of credit/
escrow draw provisions, and with
respect to an escrow, escrow fees, and
the cost to grant a security interest to
the contractor in such account (UCC
filings and, perhaps, an opinion letter
from legal counsel as Section 3110.5
references).

(e) Effect on Attached Residential
Development. Section 3110.5 does
not expressly exempt attached hous-
ing, e.g., condominium and townhome
projects, from its requirements.

(f) Standards for Payment/
Disbursement. Section 3110.5 does
not fully specify the criteria which
would trigger a contractor’s right to
draw down on a bond, letter of cred-
it, or escrow account. Generally,
Section 3110.5 states that the security
“shall be used only when the con-
tracting owner defaults on his or her
contractual obligations to the original
contractor.” But this begs the ques-
tion of exactly what those obligations
are, and apparently leaves the deter-
mination of those obligations to the
owner and contractor. Naturally, an
owner will want to carefully negotiate
such obligations and limit a contrac-
tor’s rights as much as possible. In
addition, an owner may want to revis-
it the pros and cons of using expedit-
ed, alternative dispute resolution
(“ADR”) procedures in light of the

fact that delays in resolution will gen-
erally keep the security required by
Section 3110.5 (and thus the owner’s
capital or collateral) tied up until the
applicable dispute is resolved.

(i) Bonds. As to criteria for 
payment on a bond, Section 
3110.5 only states that the bond 
shall “be payable upon default by 
the contracting owner of any 
undisputed amount under the 
contract that has been due and 
payable for more than 30 days.”
[emphasis added]. It would
appear that owners and bonding
companies would have a mutual
interest in crafting a bond that
literally satisfies the requirements
of Section 3110.5 but doesn’t go
any further.

(ii) Letters of Credit. Section 
3110.5 states that the letter of
credit shall inure to the benefit of
the contractor, but goes on to 
state that, so long as the amount 
of the letter of credit required by 
Section 3110.5 complies with 
Section 3110.5 and the letter of
credit is in effect until the 
owner’s obligations to contractor 
are satisfied, the “other terms of
the letter of credit shall be 
determined by agreement 
between the contracting owner,
the original contractor and the 
issuer of the letter of credit.” As 
with the payment bond, the 
parties are left to craft the 
standards which would entitle a 
contractor to draw down on the 
letter of credit.

(iii) Escrow Accounts. The 
same issue arises with escrow 
accounts. Section 3110.5 only 
states that the escrow holder shall 
disburse funds “only upon the 
joint authorization of the 
contracting owner and the 
original contractor, or in 
accordance with an order of any
court.”



(g) Lender Response/Cooperation.
The effect Section 3110.5 will have on
the terms of a construction loan and
the relationship between a lender,
owner/borrower and the surety, letter
of credit issuer or escrow holder, is
not clear. In many ways, the security
provided by Section 3110.5 is inde-
pendent of the sources of funds an
owner would use to pay for work per-
formed under a contract. But from a
practical standpoint, in the case of a
construction loan, a lender’s involve-
ment to some extent with the selec-
tion and management of the security
would seem a foregone conclusion in
light of the fact that most owners do
not have the resources to pay for the
Section 3110.5 security independent
of a lender’s funding, directly or indi-
rectly. This issue is particularly high-
lighted in the case of an escrow
account, where the owner is required

to grant the contractor a “perfected,
first-priority security interest” in the
escrow account. How many lenders
will be willing to lend 25% of the
amount of a contract and take a sec-
ond lien position on such sums?  

8. Conclusion
Overall, it seems clear that Section
3110.5 will have broad implications
for the feasibility and costs of devel-
oping and financing real property
projects in California. While many
large companies and public projects
will qualify for one of the exemp-
tions, leaving much of the weight of
Section 3110.5 to fall on small and
mid-size property owners, many ven-
ture entities with well-heeled con-
stituents will also be subject to
Section 3100.5. While the ultimate
effects of Section 3110.5 remain to
be seen, it is safe to say that an affect-

ed owner should focus on the issues
posed by Section 3110.5 as early as pos-
sible in the process in order to mini-
mize critical path time delays and the
costs of compliance with Section
3110.5, including consulting with the
owner’s existing or prospective
lender(s) and sureties, and negotiating
favorable payment and dispute resolu-
tion standards and procedures with
existing or prospective contractors.
In addition, parties considering the
formation of a venture entity which
will own and develop property may
want to consider the pros and cons of
the entity structure in light of Section
3110.5.

For additional information about Section
3110.5, please contact oçÄÉêíhÉ~åÉ at
(213) 683-6341 or via email at
robertkeane@paulhastings.com, or gçÜå
páãçåáë at (714) 668-6236 or via email
at johnsimonis@paulhastings.com.
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