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Dorothy may have a negligence claim for cracks in the 
yellow brick road, but California homeowners do not.

T he California Supreme Court recently ruled in Aas v. William Lyon Company, 
00 D.O.S. 9607, that homeowners cannot sue for economic losses in construc-

tion defect cases where no property damage or personal injury has yet occurred. 
Justice Kathryn Werdegar led the 5 to 2 majority in navigating the “nebulous

and troublesome” terrain between tort and contract law, ultimately concluding
that construction defects unaccompanied by actual harm do not satisfy the re-
quirements for pursuing a negligence claim. The Court’s decision stems from two
lawsuits filed by more than 160 homeowners seeking damages for repairs of al-
leged structural defects and building code violations. Although most of the code
violations had not yet caused physical damage or injury, the homeowners sued to
recover the cost of repair and for diminution in the value of their homes. 

The Court’s opinion reviewed more than four decades of construction defect
cases before concluding that construction defects that have not ripened into prop-
erty damage—or at least into some form of out-of-pocket loss—do not give rise
to a negligence claim. How will this decision affect the construction industry, and
in particular, construction defect claims in California?

First, do not be fooled into thinking that construction defect litigation in
California will cease to exist. Plaintiffs have other available causes of action such
as breach of contract and breach of warranty for those claims that do not involve
actual personal injury or property damage. Contractors and subcontractors will
continue to have exposure under indemnity clauses in prime contracts and sub-
contracts.

While the construction industry is trumpeting this decision as a victory for
“the good guys,” the real winners may be the insurance companies. Historically,
most owners, general contractors, and subcontractors have relied on their insur-
ance companies to protect their interests in construction defect litigation. In turn,
insurance companies generally agreed to hire an attorney to defend their insureds
in construction defect lawsuits and contribute money to settle those cases, even
when coverage issues exist.

Now, with the Aas decision, the insurance industry is in a better position to
argue that there is no coverage under the liability policy unless there is evidence
of resulting property damage caused by an unplanned or unforeseen event, gen-
erally identified as an occurrence in the policy language. Because the plaintiffs are 
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now precluded from bringing a negligence
claim unless there is actual resulting prop-
erty damage, the insurance companies can
assert that they are not obligated to hire an
attorney to defend their insured because
there is no coverage under the policy.

Since the Aas decision, our experience
is that insurance companies are becoming
more aggressive and limiting their settle-
ment contributions to the costs of repairing
only what is deemed to be resulting prop-
erty damage as opposed to other aspects of
the claim, such as the defects themselves.
More importantly, we expect the insurance
companies to use the Aas decision as a ba-
sis for refusing to hire attorneys to defend
their insured, unless there are clear allega-
tions of an occurrence with resulting prop-
erty damage. So, what initially looked like
a win for the construction industry may ac-
tually be more costly in the long run.

Because of the risks to homeowners,
we expect some refinement to the Aas deci-
sion either in the courts or through the leg-
islature. As Chief Justice Ronald George
stated in his dissent, no one will agree
“that a negligently constructed home must
first collapse or be gutted by fire before a
homeowner may sue in tort.” Because the
defects referred to in the Aas decision did
not pose a direct risk of personal injury or
property damage to the homeowners,
there is a good chance that another court
will issue a different decision in a case
where the defects are more serious. Other-
wise, the legislature will likely act to pro-
tect homeowners in California.

Depending on who you are, with the
Supreme Court’s decision in Aas, remem-
ber to be careful when either building or
traveling on the yellow brick road. If you
have any questions regarding the implica-
tions of this decision, please feel free to call
our office. –JHB ❖
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session, so PLEASE reserve your place early 

by contacting Sheila Garvey at 510-832-8585 
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In an important case for all public works contractors 
in California, a subcontractor successfully sued the

California Labor Commissioner to challenge the constitu-
tionality of California Labor Code provisions authorizing
the state, without notice or hearing, to withhold money
and impose penalties for alleged prevailing wage viola-
tions.

The U.S. District Court in Los Angeles ruled that the
challenged provisions are unconstitutional and, on ap-
peal, a divided panel of the U.S. Court of Appeals for the
Ninth Circuit agreed. The majority judges held that the
California Labor Code provisions authorizing the state to
seize money and to impose penalties for a subcontractor’s
alleged prevailing wage violations ran afoul of the
Fourteenth Amendment’s due process clause because the
statutory scheme afforded no hearing when state officials
directed that payments be withheld.

The U.S. Supreme Court vacated the Ninth Circuit 
decision and remanded the case to the appellate court for
further consideration in light of an earlier Supreme Court
case, American Manufacturers Mutual Insurance Company v.
Sullivan (1999) 526 U.S. 40, which involved a due process
clause challenge to the withholding of payments for 
medical treatment by insurance companies under Penn-
sylvania’s workers compensation statutes.

On remand from the Supreme Court, the same Ninth
Circuit panel addressed two key issues: First, whether—
under the California statutory scheme — there is “state 
action” when a prime contractor—a private actor—with-
holds payment from its subcontractor following an order
by the state labor commissioner directing the public entity
to withhold payment. Second, whether the withholding
amounts to a deprivation of a constitutionally protected
property interest. The same majority reinstated its earlier
judgment:

G&G’s due process rights were violated…not be-
cause it was denied immediate payment, but be-
cause the California statutory scheme afforded no
hearing at all when state officials directed that

payments be withheld…Nor can there be any
doubt whether the action at issue here was com-
pelled by the State…The withholding here was
specifically directed by State officials in an envi-
ronment where the withholding party has no dis-
cretion at all. 

A strongly worded dissent argued that the prime con-
tractor’s withhold—even though authorized and encour-
aged by one statute—was not “state action” requiring due
process under the Fourteenth Amendment. The dissenting
judge also concluded that a subcontractor has “no prop-
erty interest in being paid for work that has not been
shown to satisfy the contractual condition that it be com-
pleted in accordance with prevailing wage requirements”
requiring constitutional protection.

Interestingly, California recently changed its proce-
dures in prevailing wage cases to give public works con-
tractors and their subcontractors a right to be timely heard
on the issue of whether the withholding is justified.
Nevertheless, the concerns expressed by two of the three
Ninth Circuit justices go far beyond California’s scheme
for enforcing its prevailing wage statutes. Increasingly, lo-
cal municipalities and other public agencies are resorting
to withholding contract payments and penalties as a
means of enforcing various local socio-economic policies,
for example, programs promoting local employment.
While these programs may have underlying objectives
that are laudable, the public agencies’ methods of enforc-
ing compliance often results in contractors being deprived
of earned contract proceeds for indefinite periods without
notice or an opportunity to be heard on the underlying al-
legations. There is a significant risk that if local public of-
ficials have unbridled power to seize or withhold contract
payments, power may be abused by those same officials
for illegitimate reasons, such as to gain leverage to compel
the waiver or reduction of a contractor’s meritorious
claim after work is completed. G & G Fire Sprinklers, Inc. v.
Bradshaw (9th Cir. 2000) 204 F.3d 941, cert. granted, Oct. 10,
2000, __ U.S. __ (Docket No. 00-152) –HGC ❖
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FOR PREVAILING WAGE VIOLATIONS



SAN JOSE’S MINORITY OUTREACH

PROGRAM VIOLATES PROP. 209

I N A L O N G - A W A I T E D decision, the California Supreme
Court ruled that San Jose’s “Nondiscrimination/Non-
preferential Treatment Program” unconstitutionally 
discriminates in favor of subcontractors on the basis of
race or sex by requiring bidders for most city public works
contracts to demonstrate either that they attempted to ob-
tain subcontract bids from minority-owned business en-
terprises (“MBE”) and women-owned business enter-
prises (“WBE”) or to prove the adequate use of such sub-
contractors in city projects. This case marks the first time
that California’s high court has interpreted the controver-
sial Proposition 209.

In the November 1996 general election, the voters ap-
proved Proposition 209 which, in part, added a section to
the California Constitution prohibiting discrimination or
preferential treatment:

The state shall not discriminate against, or grant
preferential treatment to, any individual or group
on the basis of race, sex, color, ethnicity, or 
national origin in the operation of public employ-
ment, public education, or public contracting.

Before the voters passed Proposition 209, San Jose in-
stituted a program that required bidders for city construc-
tion projects to demonstrate that they did not discriminate
in the award of subcontracts by documenting their efforts
to obtain MBE and WBE subcontract bids or to list an ad-
equate number of MBE/WBE participants in their bid.
The city rejected bids that failed to document the requisite
“outreach” or “participation” efforts.

In the wake of Proposition 209, San Jose modified its
previous outreach program somewhat, but retained both
the “outreach” and “participation” components. When, in
1997, Hi-Voltage Wire Works submitted a public works
bid that failed to document either its “outreach” efforts or
the requisite MBE/WBE “participation,” the city summar-
ily rejected the Hi-Voltage bid as “non-responsive” and
found that Hi-Voltage was not a “responsible” bidder. Hi-
Voltage sued the city, asserting that its program required
preferences in favor of minorities and women in violation
of Proposition 209, and prevailed in both the Superior
Court and the Court of Appeals.

The city sought the California Supreme Court’s review,

arguing that the program’s “evidentiary presumption” is
not discriminatory or preferential because its purpose is
only to screen for discrimination and that the program
was necessary to discharge the city’s affirmative duty to
eradicate discrimination against subcontractors on public
works projects.

All seven justices disagreed with the city, holding that
the program is unconstitutional because it affords prefer-
ential treatment to minority and women subcontractors
by requiring bidding contractors to either utilize a speci-
fied percentage of minority subcontractors or to docu-
ment their efforts to include them in the bidding process.
The majority opinion, adopted by four justices, summar-
ily rejected the City’s arguments:

Because the City rejects any bid that fails to com-
ply with one or the other requirement, both of
which are race and sex based, the essential struc-
ture of the Program discriminates on an imper-
missible basis against prime contractors that nei-
ther engage in outreach nor meet the evidentiary
presumption, and it grants preferential treatment
to those that do…[¶]  The outreach component 
requires contractors to treat MBE/WBE subcon-
tractors more advantageously by providing them
notice of bidding opportunities, soliciting their
participation, and negotiating their services, none
of which they must do for non-MBE’s/WBE’s.
The fact that prime contractors are not precluded
from contacting non-MBE’s/WBE’s is irrelevant.
The relevant constitutional consideration is that
they are compelled to contact MBE’s/WBE’s,
which are thus accorded preferential treatment
within the meaning of [Proposition 209]…[¶]  The
participation component authorizes or encour-
ages what amounts to discriminatory quotas or
set-asides, or at least race- and sex-conscious 
numerical goals. . . .

Although Hi-Voltage is a significant victory for Proposition
209 proponents, the Supreme Court did not rule out other,
non-targeted outreach efforts. Writing for the majority,
Justice Janice Rogers Brown acknowledged “that outreach
may assume many forms, not all of which would be un-
lawful” but stopped short of describing what might be
considered lawful outreach efforts.

Since Proposition 209’s passage, some public owners—
most notably the City and County of San Francisco—have
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continued to defend their MBE/WBE contracting pro-
grams in the face of mounting legal challenges. Most re-
cently, one Bay Area legal journal quoted San Francisco
City Attorney Louise Renne as saying she was disap-
pointed with the Hi-Voltage decision but that her office
would study the similarities and differences between San
Francisco’s program and San Jose’s. Hi-Voltage Wire Works,
Inc. v. City of San Jose (Nov. 30, 2000) –HGC ❖

AN UPDATE ON ARBITRATION CLAUSES

IN EMPLOYMENT CONTRACTS

T W O R E C E N T C A S E S dealing with arbitration provisions
in written employment agreements will be of interest to
all employers. The first, Martinez v. Scott Specialty Gases
(2000) 83 Cal.App.4th 1236, held that an employee’s re-
fusal to acknowledge receipt of and agree to an arbitration
clause in an employee handbook did not release him from
his acceptance and acknowledgment of an earlier version
of the handbook. In the second case, Armendariz v.
Foundation Health Psychcare Services, Inc. (2000) 24 Cal.4th

83, the California Supreme Court held that an arbitration
clause in an employment agreement was contrary to pub-
lic policy and unlawful. 

In Martinez, the employee acknowledged an arbitra-
tion agreement in a 1997 employee handbook. The em-
ployer issued a new handbook in 1998. The cover letter
stated that the new handbook was an “update,” while the
acknowledgment and receipt provided that it “super-
ceded” earlier handbooks. The employee refused to sign
the acknowledgment of the second handbook and, after
his termination, argued that he was not bound by the arbi-
tration agreement. The court found that it was illogical to
find that the second handbook truly superceded the ear-
lier handbook and was not effective until signed because
that resulted in a hiatus during which no policies were in
effect, including those pertaining to benefits. The court
found the employee was still bound by his original agree-
ment to arbitrate.

Although this case resulted in the court upholding the
employee handbook’s terms, it points out a potential peril
when the policies are updated or changed. Rather than
stating that an entire new handbook “supercedes” a prior
one, an employer should probably simply note specific
changes in policy and when they are effective.

At least one case has held that an employee who 

continued his employment after being told of a change in
the terms accepted the new terms despite his refusal to ac-
knowledge them in writing. DiGiacinto v. Ameriko-Omserv
Corp. (1997) 59 Cal.App.4th 629. That case rests in part on
the fact that the new terms were clear. As a result, the
court was willing to view the change as an offer of em-
ployment on modified terms that the employee accepted.

In Armendariz, the California Supreme Court found a
mandatory arbitration provision unlawful on several
grounds.

First, the agreement covered statutory claims relating
to sexual harassment or discrimination under the fair em-
ployment statutes, but required that the employee waive
certain statutory remedies by limiting recovery to lost
wages. Second, the fact that the arbitration clause required
the employee, but not the employer, to arbitrate disputes
was unconscionable.

In reaching its decision, the court also examined the
potential right to discovery under the agreement and the
potential cost to the employee. In Armendariz, the court
found that the agreement, by incorporating certain provi-
sions of the Code of Civil Procedure, provided for ade-
quate discovery. It avoided the cost issue by interpreting
the clause as requiring the employer to pay costs unique
to arbitration, such as the arbitrator’s fees.

The Supreme Court went to lengths to point out that
it did not intend to refute the state’s long-standing policy
favoring arbitration. Rather, it intended to clarify that
when an agreement to arbitrate is a condition of employ-
ment, it must be fair:

Given the lack of choice and the potential disad-
vantages that even a fair arbitration system can
harbor for employees, we must be particularly at-
tuned to claims that employers with superior bar-
gaining power have imposed one-sided, substan-
tively unconscionable terms as part of an arbi-
tration agreement. Armendariz, supra, page 115.

Armendariz sets forth a list of factors to be considered
in determining if an arbitration provision in an employ-
ment agreement is enforceable. If you have such a clause
or are considering adding one, you should contact us to
make sure that your contract addresses the court’s con-
cerns. –TJM ❖
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AN INTRODUCTION TO THE

CALIFORNIA FAMILY RIGHTS ACT

M O S T E M P L O Y E R S A R E A W A R E of the California
Family Rights Act and its precursor at the federal level,
but many are not aware that the Act imposes certain oblig-
ations of investigation and presumed knowledge on em-
ployers in addition to the statute’s express requirements.

Among other things, the Act expressly requires em-
ployers to give notice of the Act’s benefits to employees,
provide up to 12 weeks of unpaid leave to employees who
qualify, refrain from disciplining employees who take
covered leave, reinstate employees to the same or an
equivalent job, and continue the employee’s health care
during covered leave.

It is logical, therefore, that courts have held that in a
civil action a plaintiff must plead and prove that he or she
was an entitled employee, that the plaintiff or a family
member had a “serious medical condition,” and that he or
she properly notified the employer of the need for leave.

What may not be as logical are the obligations of in-
vestigation and presumed knowledge that the courts have
imposed.

BASIC DEFINITIONS
The Act includes several defined terms that 
don’t necessarily comport with everyday usage:

Qualified Employees
To be a qualified employee, a plaintiff must have worked
for the employer for at least 1,250 hours during the preced-
ing year, have worked for the employer for at least one
year and the company must employ fifty or more people
within 75 miles of the employee’s job site. Thus, the Act
doesn’t apply to part-time employees or to small companies.

Serious Medical Condition
The phrase “serious medical condition” encompasses ill-
ness or injuries that result in certain periods of incapacity.
Thus, an illness, injury, impairment, or physical or mental
condition involving a period of incapacity due to in-
patient care, a period of incapacity resulting in an absence
of more than 3 days plus continuing medical treatment or
supervision, or continuing treatment for a chronic condi-
tion that if not treated, would result in a period of inca-
pacity of more than three days, all qualify as “serious
medical conditions.”

In addition to taking leave for him or herself, the em-
ployee is entitled to take leave to “care” for a family mem-
ber. When an employee takes leave to care for a family
member, “care” includes physical and psychological care.

The Employer’s Notice Requirement
The Act requires that specific information be posted for
employees. As a general rule, an employee cannot seek 
relief because an employer fails to meet the Act’s posting
requirements. Under some circumstances, however, the
failure to post can constitute an interference with the em-
ployee’s rights. Also, an employer who fails to post cannot
take adverse action against an employee for failing to give
advance notice of his or her intent to seek protection un-
der the Act.

In addition to the posting requirement, when an em-
ployee gives adequate notice of the need for leave 
under the Act, the employer must give additional written
notice of the employee’s rights and obligations under 
the Act. 

The Employee’s Notice Requirement
This is the most problematic aspect of the Act for employ-
ers, because the courts have held that an employee need
not specifically refer to the Act to be entitled to its protec-
tion. This requires employers to take a proactive approach.

In general, the Act requires 30-day notice of the em-
ployee’s intent to take covered leave, unless the treatment
requires leave to be in less than 30 days, in which case,
“the employee shall provide such notice as soon as is prac-
ticable.”  No specific form of notice is required and there
is no reference to a specific form of notice for unforesee-
able leave. The notice must be “sufficient” to make the
employer “aware” that the employee needs qualifying
leave and of the anticipated timing and duration. These
are very subjective terms.

The Act puts the burden on the employer to designate
the leave as qualifying and to question the employee if the
latter doesn’t provide enough information for the em-
ployer to make the determination. The employee request-
ing leave does not have to specifically assert or even men-
tion the Act.

For example, at least one court held that, where an
employer knows that an employee has an ill family mem-
ber and is notified that the employee’s absence is related
to the family member, the burden is on the employer to
determine if the employee qualifies for protection under
the Act by ascertaining the nature of the illness and
whether the employee’s participation was necessary. If  

Continued on next page 
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Our next issue will feature… 
things we did not get to in this issue!

Disclaimer
News in Brief is a Bell, Rosenberg & Hughes LLP publi-
cation. It is provided to clients of the firm and others in-
terested in the subject matter for information purposes
only. It is not intended as legal advice. Readers should
not act upon information contained in this publication
without professional legal counsel. In addition, the
California Supreme Court recently adopted a rule which
requires attorneys to identify any unsolicited communi-
cations as “advertising.” If this News in Brief is consid-
ered advertising, then it is herewith identified as such.
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March 21 (see page 2)


