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Condominium projects present one of today’s most challenging areas of con-
struction risk management. Traditional insurance markets have all but evapo-
rated for these projects due to the frequency and severity of claims. This work-
shop provides a comprehensive summary of the problems that arise on
condominium projects and offers strategies for reducing claims arising out of
these projects. Learn the most common sources of construction defect liability,
litigation strategies, and legislative efforts to reduce construction defect litiga-
tion. Find out what is happening in traditional and nontraditional insurance
markets with regard to coverage for condominium projects. Finally, hear strat-
egies for managing these risks, including proper documentation and record
keeping, use of third-party quality assurance, buyer education, and claims
management. This workshop provides something for everyone—contractors,
owners, architects, and insurance professionals.

2
o
=
=
n
I
o
©
2

Copyright © 2005 International Risk Management www.IRMIl.com
Institute, Inc.



http://www.irmi.com
http://www.irmi.com




Managing
Condominium
Project Risks

Presented By:
Michael J. O'Neill
Exec. Vice President
ACIG Insurance Company
Dallas, TX

Managing Condominium
Project Risks

Introduction:

» Google search for “Construction Defects” yielded 1,821,0020
hits in .61 seconds.

* Top three paid advertisers on the Google “Construction
Defects” page were:

#1 Southern California Plaintiff Law Firm
#2 Construction Defects Expert Witness

#3 Northern California Plaintiff Law Firm




Know the Market

» High-end, high-rise residential is not typical construction — a
fact that has burned several commercial contractors.

Know the Market

» Owners of high-end homes have very high expectations
regarding service, availability, adaptability and the willingness
and ability to consider changes throughout the design and
construction process.




Know the Market

* They typically expect much better than “normal” finishes,
refusing to accept minor surface flaws, scratches and
imperfections.

» Work that is perfectly acceptable in someone’s office may be
totally unacceptable in a person’s home.

Know the Market

» Financial problems can and do arise when the contractor,
architect or developer do not actively account for these
heightened expectations in their:

— Staffing
— Scheduling
— Budgeting

— Project Management




The Multiplier Effect

» Multi-unit condo projects multiply these expectations and
potential problems.

* Instead of one problem home, there are many stacked on top
of and next to each other.

« Contractor will not have a contract with the unit owner but will
be a target defendant in a unit owner lawsuit.

Who is at Risk?

Project Participants and Risk Factors

A. Project Owner/Developer — often a thinly capitalized LLC
or L.P. that is collapsed after the project is completed

B. Architect/Engineers — thinly capitalized, typically with low
limits, “claims-made” coverage, exhausting limits and
major issue related to “tail coverage”
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Who is at Risk?

Project Participants and Risk Factors

C. Subcontractors — often thinly capitalized with inadequate
insurance to protect Project Owner/Developer and
Contractor. Key issues, limits, residential exclusions and
completed operations.

D. Contractor — strongly capitalized with a well-designed
insurance program. Due to the risk factors listed above,
may be the only solvent party with assets and insurance
when the claim or loss is presented.

Types of Litigation

HOMEOWNERS ASSOCIATIONS (HOA) LITIGATION

The HOA'’s “defect suit” is typically brought against the
developer, general contractor, subcontractors and design
professionals. Simply put, the smart plaintiff construction defect
lawyer today prepares his case against all parties involved in
construction, investigating claims of negligence rather than
simply concentrating on the strict liability claims against the

developer/general contractor.
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Condo Litigation

» Condo HOA officers are prompted to sue their contractors
after receiving letters from plaintiff firms specializing in
construction defect cases.

Condo Litigation

* The letters point out that the condo HOA officers have a
fiduciary duty to find and correct potential construction
defects.
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Condo Litigation

* When faced with the threat of personal liability for the officers’
failure to bring an action, HOA officers often agree to rip
apart finished units to hunt for defects.

» Sometimes the contractor is sued before any construction
defects are discovered.

Condo Litigation

» Condo construction defect cases prove profitable to the
plaintiff attorney because contractors and their insurance
companies are forced to settle out of court in a desperate
effort to save legal expenses.

» Classic case of “Divide and Conquer”.
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Types of Litigation

COVERAGE LITIGATION

A first round of coverage litigation typically may occur between
the developer/general contractor and the various insurers that
issued additional insured endorsements/certificates on behalf of
subcontractors. These endorsements were issued to the
developer/general contractor at the time of construction by the
subcontractors insurers.

Types of Litigation

COVERAGE LITIGATION (cont.)

A second round of insurance coverage litigation often involves
the claim of a developer/general contractor/subcontractor
against one of their insurers who has refused to defend.
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Legal Theories

STRICT LIABILITY

Clearly, the most difficult cause of action for a developer, and
oftentimes a general contractor, is the concept of strict liability.
Under the doctrine of strict liability, a seller engaged in the
business of selling a product in a defective condition which is
unreasonably dangerous to the user or consumer is subject to
strict liability in tort for any physical harm or property damage
caused thereby.

Legal Theories

STRICT LIABILITY

The theory of strict liability has only been extended to a
defendant developer/contractor that is a mass-producer of
residential housing units. None of the cases have specified the
number of housing units required to deem a builder a mass-
producer of residential housing for purposes of imposing strict
liability.
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Legal Theories

NEGLIGENCE

The law imposes the obligation upon the developer/general
contractor/ subcontractor to exercise the reasonable degree of
care, skill and knowledge that is ordinarily employed by such
building professionals.

Privity is not required; the builder's duty of care is extended to
all who may “foreseeably be injured by the construction defect”,
including subsequent purchasers. Developers and general
contractors are responsible for the negligence of their
subcontractors.

Legal Theories

BREACH OF CONTRACT

Homeowners can sue the owner/developer or contractor, under
theories based upon privity of contract, for breach of any
obligation set forth in the purchase and sale documentation,
and/or the escrow instructions. Typically, this is something that
goes beyond a failure of the builder to build the project in
accordance with the plans and specifications.

20
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Legal Theories

BREACH OF CONTRACT

When such claims are made, courts often invoke the doctrine of
substantial performance, which typically provides that the
builder be required to pay the contract price with the deduction
for the reduced market value of the home/unit, caused by the
failure of the builder to strictly comply with the plans and
specifications.

21

Legal Theories

BREACH OF EXPRESS WARRANTY

Similar to breach of contract theories, the purchase
documentation between the developer and the homeowner
often sets forth warranties regarding the condition of the
property. If there is an issue as to breach of an express
warranty, the principles of contract law apply.

22
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Legal Theories

BREACH OF IMPLIED WARRANTY

Courts have held that builders and sellers of new construction should be held
to what is implied, that the completed structure was designed and
constructed in a reasonable workmanlike manner. A builder is subject to the
theory that a home was buiilt for sale to the public to be used for a specific
purpose. Privity of contract is not always required under this particular theory
of liability.

In some states, homebuyers may waive or builders may disclaim implied

warranties. If disclaimers are involved, they are strictly construed against the
seller/developer. Typically, waivers are difficult to enforce.
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Legal Theories

FRAUD

Plaintiffs’homeowners frequently allege fraud on the grounds
that the developer intentionally misrepresented the quality of
construction in false statements and/or advertisements; that the
developer had no intention of following certain design plans and
specifications as promised; and/or that the developer has
intentionally misrepresented facts connected to the sale of the
home/project.

Fraud generally requires an intentional misrepresentation of
fact, which causes the other party to believe that
misrepresentation and act to their detriment.

24
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Legal Theories

NEGLIGENT MISREPRESENTATION

Negligent misrepresentation is an assertion of a fact which is
not true, by one who has no reasonable ground for believing it
to be true. Typically, whenever claims of fraud/intentional
misrepresentation are pled, lesser offenses such as negligent
misrepresentation may be included.

25

Legal Theories

BREACH OF FIDUCIARY OBLIGATION

A developer and its employees may be liable to the HOA for actions taken by
some or all of the members of the governing board, when the Board is
controlled by developer employees. This is generally the case during initial
construction and until the common areas have been accepted by the
association.

Typically, these causes of action are supported by a conflict-of-interest
allegation; an understating by the developer of the reserve and operating
costs; a failure to fund and maintain an adequate reserve account; failure to
enforce association covenants, conditions and restrictions.

26
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Legal Theories

DIRECTORS AND OFFICERS LIABILITY

Directors of homeowners associations have become
increasingly frequent targets of construction defect claims
based upon alleged breaches of fiduciary duty during their term
of responsibility. The standard of care is usually referred to as
the business judgment rule and shields HOA directors from
liability for mistakes in business judgments that are made in
good faith and believed to be in the best interest of the
corporation.

27

Four Categories of
Construction Defects

The trial courts have recognized that construction defects are tangible
and can typically be grouped into the following four major categories:

Design Deficiencies

Sometimes, design professionals, such as architects or engineers,
design buildings and systems, which from a performance standpoint,
do not always work as intended or specified. The motivation for the
design may be form, function, aesthetics, or cost considerations, but
the completed design could result and/or manifest into a defect.

28
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Four Categories of
Construction Defects

Material Deficiencies

The use of inferior building materials can cause significant
problems, such as windows that leak or fail to perform and
function adequately, even when properly installed.

Example: siding, windows, roofs, plumbing, HVAC

29

Four Categories of
Construction Defects

Construction Deficiencies
(Poor Quality or Substandard Workmanship)

Poor quality workmanship often manifests as water infiltration
through some portion of the building structure. Cracks in
foundations, floor slabs, walls, dry rotting of wood or other
building materials, termite or other pest infestations, electrical
and mechanical problems, plumbing leaks and back-ups, lack of
appropriate sound insulation and/or fire-resistive construction
between adjacent housing units.

30
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Four Categories of
Construction Defects

Subsurface / Geotechnical Problems

California, Colorado, and other parts of the country have a
significant amount of expansive soil conditions. As a result of
this type of terrain, there have been many problems when
housing subdivisions and/or developments are built into hills or
other sloping areas where it’s difficult to provide a solid and/or
stable foundation.

31

Four Categories of
Construction Defects

Subsurface / Geotechnical Problems (cont.)

If the subsurface conditions in these subdivisions and/or
developments are not properly compacted and prepared for
adequate drainage, problems will inevitably result, which can
include vertical and horizontal settlement (subsidence),
movement (expansion), slope failures, flooding, and in
extremely wet/rainy climates, landslides, etc. These types of
conditions typically lead to cracked foundations, floor slabs, and
other damage to a building. A worst-case scenario in some
instances could render a building uninhabitable, as well as
uninsurable.

32
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Risk Management for Condo
Projects

Long-Tail Liabilities

+ Patent Defects
— Apparent with reasonable inspection

— Statute of limitations requires claim to be submitted within x years of
project completion (usually short, e.g., 2 or 3 years)

+ Latent Defects
— Defect is not apparent by reasonable inspection

— More time is allowed to submit a claim, in some cases 10 years after
completion (CA). For comparison purposes, AZ is 8 years, WA is 6
years (confirmed by WA Supreme Court in September 2001), and FL
is 15 years.
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Statute of Repose

State Number of Years

Alaska Ten Years
Alabama Thirteen Years

Arizona Eight Years
Arkansas Five Years
California Ten Years

Colorado Six Years

34
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Statute of Repose

State

Connecticut
Delaware
Dist. of Columbia
Florida
Georgia

Hawaii

Number of Years

Seven Years
Six Years
Ten Years

Fifteen Years

Eight Years

Ten Years
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Statute of Repose

State
Idaho

lllinois
Indiana
lowa
Kansas

Kentucky

Number of Years

Six Years

Ten Years

Ten Years

Fifteen Years

Five Years

Seven Years

36
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Statute of Repose

State

Louisiana
Maine
Maryland
Massachusetts
Michigan

Minnesota

Number of Years

Five Years
Ten Years
Twenty Years
Six Years
Six Years

Ten Years
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Statute of Repose

State
Mississippi
Missouri
Montana
Nebraska

Nevada

New Hampshire

Number of Years

Six Years
Ten Years
Ten Years
Ten Years

Eight Years

Eight Years

38
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Statute of Repose

State

New Jersey
New Mexico
New York
North Carolina
North Dakota

Ohio

Number of Years

Ten Years
Ten Years
No Statute of Repose
Six Years
Ten Years

Fifteen Years
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Statute of Repose

State

Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina

South Dakota

Number of Years

Ten Years

Ten Years

Twelve Years

Ten Years

Thirteen Years

Ten Years
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Statute of Repose

State Number of Years
Tennessee Four Years
Texas Ten Years
Utah Nine Years
Vermont Six Years
Virginia Five Years
Washington Six Years
41

Statute of Repose

State Number of Years
West Virginia Ten Years
Wisconsin Ten Years
Wyoming Ten Years

42
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Class Action Litigation

What exactly is a class action lawsuit?

A class action lawsuit is a lawsuit in which a person or business
acting as the plaintiff in a lawsuit represents a larger group of
people that have similar legal claims against a particular
defendant or group of defendants.

43

Class Action Litigation

For example, a homeowner or consumer who is injured or
whose property is injured by a defective building product may
bring a class action lawsuit against the manufacturer of the
product on behalf of himself or herself and all other
homeowners and consumers harmed by that behavior. The
person or business entity who brings the lawsuit on behalf of
the others is referred to as the "class representative." The class
representative serves in a fiduciary role to all others who are
similarly situated (i.e., the "class" of members), much like the
board of directors of an association or a corporation serves in a
fiduciary role for the benefit of its members or shareholders.

44
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Class Action Litigation

What function do class action lawsuits serve?

Class actions serve several important functions in our legal
system. Of primary importance, class actions enable a large
group of people injured by similar misconduct or a defective
product to have their claims joined together in a single lawsuit.
This is critical in situations involving hundreds or thousands of
class members, where individual damages may be so small
compared to the cost of a lawsuit that no one individual would
bring a claim because it does not make economic sense for
them to do so.

45

Class Action Litigation

A class action further serves to save time and money to our
system of judicial administration. By allowing similar claims to
be joined together in one case, a class action relieves the
extreme burden on our court system that comes from having
jury after jury seated to listen to thousands of cases, all
involving the same claims.

46
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Class Action Litigation

Who is a Class Member?

Any person or entity that meets the definition approved by the
court is automatically a member of the class in the lawsuit, but
any class member is normally always given a chance to opt out
(decline to be considered a member of the class) if he or she
wants to pursue another remedy or no remedy. However, in
order to be eligible to receive any benefit, relief or monetary
recovery that a court may eventually order as a result of the
lawsuit, class members must not opt out and they must submit
a claim to the law firm that is representing the class or to a
claims administrator approved by the court.

47

Construction Defect
Litigation

Plaintiff Law Firms
» Actively Seeking Cases

¢ Well-Financed

Public Relations

Power of the Internet

ATLA — Political Power

48
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Miller Law Firm Results

1995-2004 Record of Recovery

Confidential Largest Recovery In Riverside County
$16,200,000

Crown Valley Parkway Condominium Association
$9,500,000
41-Unit Condominium Development

Phillip Meadows Homeowners Association
$9,000,000
+200-Unit Condominium Development

Simi Valley Le Parc Homeowners Association
$7,291,252
264-Unit Condominium Development

49

Miller Law Firm Results

Confidential
$6,251,000
248-Unit Condominium Development

Club Series Of Seacliff Homeowners Association
$6,200,000
186-Unit Condominium Development

Windsong Community Association
$5,500,000
275-Unit Condominium Development

The Glen at Hillsborough Association
$5,000,000
282-Unit Condominium Development

Club Series South Of Seacliff Homeowners Association
$4,700,000
238-Unit Condominium Development

Confidential
$4,360,750

50
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Miller Law Firm Results

Century Park Place Largest Recovery in Los Angeles County
$15,220,00
416-Unit High-Rise Luxury Condominium Development

Evergreen Country Villas Homeowners Association
$9,078,250
332-Unit Development

Shadow Ridge at Oak Park Homeowners Association
$8,400,000
440-Unit Condominium Development

Bernardo Heights 12 Association of Homeowners
$7,000,000
186-Unit Condominium Development
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Miller Law Firm Results

Sycamore Glen
$6,251,000
248-Unit Condominium Development

Seco Canyon Homeowners Association
$6,243,250
283-Unit Condominium Development

Edge Water Isle North Homeowners Association
$5,568,000
224-Unit Residential Development

Rancho Mirage Country Club
$5,250,000
118-Unit Condominium Development

Vista La Cuesta Homeowners Association
$4,960,000
138-Unit Condominium Development

52
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Miller Law Firm Results

Creekwood Homeowners Association
$4,000,000
252-Unit Mission Valley Development

Allegro Villas Homeowners Association
$3,850,000
140-Unit Condominium Development

Oaks North Villas Condominium Association
$3,350,000
200-Unit Development

Palm Springs Deauville Homeowners Association
$3,200,000
168-Unit Development

The Master Series at Seacliff on the Greens Homeowners Association
$3,100,000
104-Attached Unit Development
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Miller Law Firm Results

The Terraces at Canyon Hills Homeowners Association
$3,000,000
152-Unit Condominium Development

Confidential
$2,725,000
162-Unit Condominium Development

Palacio Del Mar Homeowners
$2,400,000
Single-Family Ocean-View Homes

Rancho California Homeowners
$2,250,000
114-Single Family Homes

Playmor Bernardo Homeowners Association
$1,950,000
286-Unit Condominium Development

Spyglass Point Homeowners Association
$1,900,000
72-Unit Condominium Project 54
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Miller Law Firm Results

Avey (Sunnymeadii) Homeowners Association
$1,853,491.71

65 Single Homes

Confidential

$4,450,000

188-Unit Condominium Development

Montelena, At Aliso Viejo Homeowners Association
$4,200,000
126-Unit Development

Hacienda De La Playa Homeowners Association
$4,000,000
99-Unit Development

Floramar Homeowners Association
$3,360,000
112-Unit Development

55

Miller Law Firm Results

Vintage Townhomes
$3,209,750
140-Unit Condominium Development

Villa Balboa Homeowners Association
$3,145,000
162-Unit Gated Community

Canyon Shores Condominium Owners Association
$3,000,000
189-Unit Development

El Niguel Heights Homeowners
$2,750,000
8 Single-Family Homes

Candelero Maintenance Association
$2,400,000
130-Unit Development

56
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Miller Law Firm Results

Concord Place-Cerritos Homeowners Association
$2,300,000
155-Unit Development

Country Park Villas Homeowners Association
$1,975,000
200-Unit Condominium Development

Regent Terrace Homeowners Association
$1,900,000
127-Unit Condominium Development

High Country West Homeowners
$1,600,000
139 Single-Family Homes

La Jolla Mesa Estates Homeowners Association
$1,500,000
Condominium Project

Lavern Homeowners
$1,500,000
Condominium Project
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Miller Law Firm Results

Rolling Hills Homeowners
$1,300,000
6 Single-Family Homes

Villas E Bonita Homeowners Association
$1,340,000
110-Unit Condominium Project

Terrace Greens li Homeowners Association
$1,280,000
134-Unit Development

San Vincente Villas li Homeowners Association
$1,200,000
122-Unit Project

Palm Desert Park Village
$1,882,000
11-Four-Plexes

58
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Miller Law Firm Results

Villa Antigua Homeowners Association
$1,751,000
202-Unit Condominium Project

Fairway Oaks Community Association
$1,550,000
72-Unit Condominium Development

Orange Tree Condominium Owners Association
$1,500,000
121-Unit Condominium Project

Vista Del Rio Condominium Association
$1,261,000
64-Unit Condominium Project

Hyde Park Villas Condominium Association
$1,112,000
84-Unit Condominium Conversion

Lavern Homeowners (Second Group)
$1,000,000
25 Single-Family Homes 59

Common Construction
Defects

Most common types of construction defects:

Type of Defect % of Suits
Plumbing, Drainage, Other Leaks 21%
Building Structure 19%
Infrastructure 17%
Roof Leaks & Defects 12%
Internal Systems 10%
Other 21%

Source: California Department of Real Estate

60
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Common Construction
Defects

Asphalt

The most common roadway resurfacing methods in H.O.A. developments
are asphalt or concrete systems. Both types of systems will develop defects
if designed or installed incorrectly.

Common Types:

» AC Paving (Asphaltic Concrete Paving): Typically black or dark brown in
color.

* PCC (Portland Cement Paving): Similar to sidewalks and driveways but
made of higher strength materials and installed in thicker sections.

« Stamped Concrete: Usually decorative, sometimes different color.

61

Common Construction
Defects

Common Problems:

* Improper design: Asphalt/concrete mixture not per
specifications.

* Installation deficiencies: Varying in thickness.
» Asphalt overheated before installation.

» Asphalt too cold before installation.

» Concrete too dry/wet before installation.

» Lack of steel reinforcement. 62

37



Common Construction
Defects

Possible Damage:

» Cracks and alligatoring leading to water intrusion to
subgrade.

» Subsidence.
» Vertical displacement.
« Washboard surface.

» System failure.

63

Common Construction
Defects

Balcony / Deck Failure

A common design characteristic of H.O.A. developments is the
inclusion of balconies or decks, and, if needed, exterior stair
systems to access aboveground dwellings. Improper design,
manufacturing, or installation could result in a construction
defect and damage. Unventilated areas with water intrusion
causes dry-rot, fungus, and mold. These may result in failure to
the interior structural framing and exposure of plywood decking
that may cause failure of the deck membrane.

64
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Common Construction
Defects

Common Types:
* Tongue and groove wood plank deck (fully adhered system).
» Wood framed deck with elastomeric type coatings.

* Lightweight concrete decks.

65

Common Construction
Defects

Common Problems:
* Improper flashing.

» Improper deck to sliding glass door or front door threshold
transfer.

* Improper deck to wall transition.
* Improper drainage or slope to drain.
* Improper deck finishing (coatings).

* Improper installation of deck scupper drains. 66
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Common Construction
Defects

Possible Damage:
* Dry-rot.

» Deck/structural failure.

Interior leaks.

» Stucco staining/cracking.

Wood destroying organisms.

e Surface cracks.

67

Common Construction
Defects

Why Some Crawlspaces Can Haunt You

Common Problems:

» Lack of cross-ventilation.

+ Insufficient ventilation openings in surrounding walls.

* Inadequate clearance between earth and wood components.
«  Water entry into crawlspace.

» Lack of code-required access to crawlspace.

+ Exterior grade slopes toward the building.

68
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Common Construction
Defects

Resultant Damage:

Mildew, mold and high ambient moisture due to lack of
ventilation.

Wood rot and structural damage.
Ponding against building.
Water through foundation wall.

Water in crawlspace.

69

Common Construction
Defects

Why Some Fireplaces Can Be Unsafe

Common Problems:

Use of "mix and match" components.

Unsealed gas pipe penetrations.

Insufficient clearances between fireplaces and combustible materials.
Missing or incomplete installation of firestops between floors.

Use of non-approved decorative chimney terminations.

Insufficient chimney height.

70
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Common Construction
Defects

Potential Damage:

* Fire hazard.

+ Voiding of manufacturer's guarantees.
* Embers may escape into framed areas.
* |nadequate fire protection.

* Smoke may enter living spaces.
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Common Construction
Defects

Why Some Floors and Ceilings Sag

Common Terms:

» Uniform Load: Force evenly distributed over a relatively large area (i.e.,
a waterbed).

» Concentrated (Point) Load: Force localized over a relatively small area
(i.e., a load-bearing post or a woman's spike-heel shoe).

» Dead Load: Weight of permanent components such as roofs, walls, floor,
etc.

* Live Load: Loads superimposed by use and occupancy such as people,
furniture, etc.

72
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Common Construction
Defects

Common Problems:

* Improper design does not account for all load the floor must
support.

» Improper construction that increases span of framing or
decreases size of framing members.

» User applies more load than anticipated for type of
occupancy.

» Structural weakening by wood rot due to water intrusion and
ponding.

73

Common Construction
Defects

Potential Damage:

» Ponding of water on exterior surfaces such as balconies or
roofs.

» Cracking of finishes such as stucco or gypsum board.
+ Walking surface excessively sloped and springy.

» Squeaking floors.

74

43




Common Construction
Defects

Noise Intrusion

Industry standards have been set to prevent noise intrusion.
Many times developers advertise the use of soundproofing
materials that surpass the normal industry standards. However,
when corners are cut and the materials are not used or are
improperly installed, the homeowners suffer and their privacy is
compromised.

75

Common Construction
Defects

Commonly Heard Noises:

* Footsteps: can be heard from above, or cause floor to shake or vibrate.
» Television, Radio, or Voices: audible from above.

» Tub and Toilet: draining that can be heard from above inside the wall.

* Use of the toilet can be heard.

» Voices: heard in the bathroom from above or below.

» Valve and Service Water Noise: faucets are heard when turned on or off, water
hammer or humming noises, or pipes shaking.

» Doors and Windows Must be Kept Closed: traffic can be heard.
* Use of Washer & Dryer: audible from within the unit.
» Vibration: audible from roof mounted A/C units.

76
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Common Construction
Defects

Reasons for Noise Intrusion:

* Improper design.

* Plumbing line in direct contact with interior wall framing.
* Tubs and showers resting directly on sub flooring.

* Improperly mounted A/C units.

» Improperly attached sub-flooring to ceiling rafters.

» Improper glazing of exterior sliding glass doors and windows.

7

Common Construction
Defects

Roof Leaks

The following is a list of the common roof systems that are
installed at homeowner association developments. Each system
contains similar components: felt underlayment, plywood
sheeting, sheet metal flashing, etc. Improper manufacture or
installation of one or more of the roof system components could
lead to a construction defect and damage.

78
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Common Construction
Defects

Common Roof Types:

+ Clay Tile (sometimes called Spanish or Italian tile): Made from red clay,
concrete or both.

» Asphalt Composition Shingle: Made or formed from an asphaltic,
aggregate and fiber mixture.

» Flat Concrete Tile: Formed concrete typically flat and uniform in shape.

+ Built-Up (BUR): Two or more layers of roofing material covering the same
roof area, cemented together on the job.

* Wood Shake: Usually made from wedged shaped pieces of cedar.

79

Common Construction
Defects

Common Problems:

» Improper and incomplete sheet metal flashing.
» Missing or short cut roof underlayment felts.

* Improper use of materials.

* Improper slope to drain.

» Lack of gutters.

* Roof leaks.

« Gutters separating, improperly installed, or missing.

80
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Common Construction
Defects

Possible Damage:

« Stains and/or destruction of walls, ceilings, or floors.
*  Wet Insulation.

+ Mold.

* Fungus.

*  Wood destroying organisms.

* Dryrot.

 Structural failure.

» Defective or broken tiles/shingles.

81

Common Construction
Defects

Why Some Tile Installations Fail In Showers

Common Problems:

» Tile installed over water-resistant gypsum board (green board) instead of a mortar
setting bed or cementitious backer board.

» Note: The Ceramic Tile Institute has questioned using green board as a tile
substrate in wet areas such as tub/shower enclosures.

» Edge of green board above tub or shower pan lip is cut edge instead of the
wrapped factor edge.

» Joints and penetrations are not sealed with a coat of ceramic tile mastic prior to
tile installation.

» Insufficient gap (less than 1/4 inch) between the base of green board and the tub
or shower pan.

» Lack of flexible sealant joint at the tile-to-tub or shower pan juncture.
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Common Construction
Defects

Potential Damage:

* Water intrusion resulting in:
— Tiles popping off,
— Tile and grout cracking,

— Dry rot, structural damage, and framing movement.
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Common Construction
Defects

Soil Subsidence

Most H.O.A. developments have had some type of soil work
done, either the soil is removed (cut) or soil is added (fill) to
balance for the grading. If this process is not properly monitored
and tested for compaction, it will fail with consequential land
subsidence.
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Common Construction
Defects

Common Soil Types:

L]

Expansive.
Silt.

Clay.

Caliche.
Diatomaceous.

Rock.
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Common Construction
Defects

Common Problems:

Improperly compacted soils.

Contaminants remaining in soils (usually organic types of
build up, i.e., lumber).

Materials.
Settlement.

Improper design.
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Common Construction
Defects

Possible Damage:

» Cracks in stucco.

* Cracks in drywall.

» Cracks in tile floors.

» Cracks in concrete flatwork.

» Cracks in slabs and garage flooring.

* Interior distress to cabinets and countertops.
+ Cracks in windows.

» Doors that are difficult to open.

87

Common Construction
Defects

Why Some Shear Walls Fail

Shear Failure:
* Improper soleplate anchorage.

* Improper nailing of shear element (i.e. plywood, gypsum
board, stucco).

» Tearing of shear element.
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Common Construction
Defects

Drag Failure:
* Missing/inadequate top plate straps.
+ Insufficient top plate splice.

* Undersized top plate.
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Common Construction
Defects

Potential Damage:

+ Cracked finishes.

» Water intrusion.

* Ruptured plumbing and gas lines.

+ Partial or total collapse of framing.
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Common Construction
Defects

Why Some Below-Grade Walls Fail

Common Problems:

» Grade slopes toward building.

* Inadequate waterproof membrane.

* No protection board.

* No extension of waterproof membrane above grade or over footing.
* No foundation drain.

* No gravel or filter fabric around drain.

* No waterproof membrane under slab.
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Common Construction
Defects

Potential Damage:
» Efflorescence and water stains on walls.
» Ponding against building and on basement floors.

* Moisture migration through slabs.
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Common Construction
Defects

The Five Basic Elements For Waterproofing Below-Grade
Walls:

» Waterproof membrane

¢ Protection board

Gravel fill

¢ Foundation drain

Filter fabric
93

Common Construction
Defects

Why Some Retaining Walls Fail

Common Problems:
« No drain installed.
< Drain installed, but no outlet for water.

» Drain installed without proper gravel and filter fabric - leading
to clogging.

* Drain installed too high - allowing water pressure to build up

below the drain.
94
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Common Construction
Defects

Potential Damage:
» Excessive/unsightly leaning (rotation).
» Collapse.

» Excessive wall cracking.

Soil/pavement buckling in front of wall.

Soil subsidence behind wall.
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Common Construction
Defects

Proper Solutions:

* Install continuous drain pipe embedded in gravel and
wrapped in filter cloth.

» Drain pipe should be installed below the finish floor/grade
and above the bottom of the footing.
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Common Construction
Defects

Windows

The size and style of windows installed at many homeowner
association developments is usually varied and unique to the
particular development. Windows are commonly manufactured
using aluminum steel or wood as the frame material. Windows
typically come with single glazed (one piece of glass per frame)
or double glazed (two pieces of glass per frame with a sealed
air space between the glass).
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Common Construction
Defects

Common Window Types:

» Horizontal or vertical sliding window with an adjacent fixed or
non-moving window.

» Sliding glass doors.
* Fixed window (a window designed not to open).

* Greenhouse or bay window.
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Common Construction
Defects

Common Problems:
* Improper installation of windows at the sliding glass door.

* Improper installation of flashing paper or sheet metal
flashings.

* Improper use of materials.

* |nadequate waterproofing at balconies and decks with sliding
glass door transitions.

» Water leaks through product corners.
99

Common Construction
Defects

Possible Damage:

» Staining of walls, windowsills, or floors.

* Mold or fungus visible on window frame, sill, or adjacent wall.
» Trapped moisture between panes on double-glazed windows.
+ Water leaks into non-ventilated areas adjacent to windows.

* Mildew, fungus, and dry rot.
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Common Construction
Defects

Possible Damage:
+ Structural failure.

+ Sliding windows or sliding glass doors that are difficult to
open and close.

» Windows that, when closed, allow air drafts into building.
» Cracked stucco.
» Gaps between stucco and window frames.

* Fogging between glass in double glazed windows.

101

Risk Management for
Condo Projects

+ Legislative Efforts at the State Level

— Intended to improve the standards and procedures for
early disposition of construction defect claims

— Outlines pre-litigation procedures

— Notice and opportunity to repair laws
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Notice and Opportunity to
Repair Laws

STATE ENACTMENT
Alaska 2003
Arizona 2002
California 2002
Colorado 2003
Florida 2003
Georgia 2004
Hawaii 2004
Idaho 2003
Indiana 2003
Kansas 2003
Kentucky 2003
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Notice and Opportunity to
Repair Laws

STATE ENACTMENT

Louisiana 1986
Michigan 1980
Mississippi 2004
Missouri 2005
Montana 2003
Nevada 1995
New Hampshire 2005
North Dakota 2005
Ohio 2004

Oregon 2003
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Notice and Opportunity to
Repair Laws

STATE ENACTMENT
South Carolina 2003
Tennessee 2004
Texas 1989
Vermont 2005
Virginia 1979
Washington 2002
West Virginia 2003
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States Actively Considering
Legislation

Alabama

Arkansas

lowa

Maine

Maryland

Massachusetts

Minnesota
Oklahoma
Pennsylvania
South Dakota
Wisconsin
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Residential Project Insurance
Issues

Traditional Insurance Market

* GL/Umbrella only wrap-up
» Limited number of carriers
* Builder Beware - Exclusions/Terms

— Exclude mold

Exclude subsidence

Exclude EIFS

Burning Limits (defense inside the limits)
Tail coverage to the statute of repose

* Nature of SIRs/Deductible

— Per claim
— Per occurrence
— Per unit

107

Residential Controlled
Insurance Programs - Objective

To educate general contractors on the risk management and
insurance issues for residential projects. This will include a
review of the pros and cons of a controlled insurance program,
along with a defined risk management process.
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Risk Transfer lllustration

Owner
(Prime Contact)
]
B| Indemnity | Insurance/Al
(]
[
- — General
5 (Subcontract)
3
< S
- ) .
3 Indemnity | Insurance/Al
2
GL Insurer
——| Subcontractor | (respond to demand for coverage)

$$$

I&s

= workers comp $
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Risk Financing lllustration

Owner
(Prime Contact)
g
B| Indemnity | Insurance/Al 0‘%
2
= General
3 (Subcontract) \\
; TA
©
- : — Al
Indemnity | Insurance/Al |- _| Responds
to demand

~-| for coverage

Subcontractor

$58)

= workers comp $
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CG 20 10 11 85 - “Liability
Arising out of Your Work”

* One hurdle — “Your Work”
* Includes completed operations

» Broadest form around — was widely used and is still quoted
as a requirement

111

CG 20 10 10 01 - “Liability
Arising out of Your Ongoing
Operations”

* One hurdle - “Your Ongoing Operations”
* No completed operations

* Widely provided
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CG 20 10 07 04

» Caused in whole or part by your acts or omission or the acts
or omission of others acting on your behalf.

» Ongoing operations only

* New, more restrictive endorsement
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Residential Controlled

Insurance Programs -
Project Owner and Contractor Liability
Insurance Issues

A. Underwriters are narrowing and in some cases excluding
coverage for residential projects

B. Definition of residential — “all single or multi family housing
properties including apartments, custom single family
homes, tract housing, condominiums, town houses, military
housing, school dormitories, retirement communities and
nursing homes”
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Residential Controlled

Insurance Programs -
Project Owner and Contractor Liability
Insurance Issues

C. Additional insured coverage that does not protect
Contractor for completed operations claims

D. Completed operations issues — statute of repose

1. California 10 years
2. lowa 15 years

3. Florida 15 years

E. EIFS exclusion

115

Residential Controlled

Insurance Programs -
Project Owner and Contractor Liability
Insurance Issues

F. Lack of “per-project aggregates”

G. Limited number of insurance companies willing to
underwrite condo projects

H. Availability and pricing of design professional liability
coverage

I.  Obtaining adequate umbrella coverage including completed
operations to cover the statute of repose.
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Residential Controlled
Insurance Programs - Pros

1. Reduce insurance costs through
a. Project-wide buying power
b. Improved loss experience
c. Elimination of redundant coverages and premiums

d. Reduced litigation between insurance carriers

17

Residential Controlled
Insurance Programs - Pros

2. Lower expense factors

3. Improved insurance coverages and uniform policy limits
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Residential Controlled
Insurance Programs - Pros

4.

Superior claims management

a. Uniform and coordinated claims handling

b. Aggressive claim settlement

c. Thorough investigation and supervision of claims
d. Resist questionable claims

e. Common defense — avoids “legal blackmail”

f.  Can contribute to superior customer relationships
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Residential Controlled
Insurance Programs - Pros

5.

Utilizes the general contractor’s relationship and experience
with quality subcontractors
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Residential Controlled
Insurance Programs - Cons

1. Complicated

2. Extended period of involvement after completion of project,
the “tail”

3. Administrative intense
4. Substantial risk
5. Volatile costs

6. Unexpected cancellation from markets
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Residential Controlled

Insurance Programs - Lines of
Coverage

1. General liability — with extended completed operations up to
the statute of repose

2. Umbrella liability — with extended completed operations up
to the statute of repose

3. Workers compensation
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Residential Controlled

Insurance Programs
Lines of Coverage

4. Builders risk
5. Professional liability (optional)

6. Pollution liability (optional)

123

Residential Controlled
Insurance Programs

Sponsors

1. Project Owner
2. Contractor
3. Joint venture between Project Owner and Contractor

4. Joint venture between Contractor and another Contractor
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Condo Projects
High and Low Hazard States

Tier One (high) — Arizona, California, Colorado, Florida,
Georgia, Hawaii, Nevada, North Carolina,
Oregon, South Carolina and Washington

Tier Two (low) — All not listed above

125

Residential Controlled

Insurance Programs -
Program Structure - General Liability

Due to this class of construction, the umbrella
underwriters will require these underlying limits

1. Limits
= $2,000,000 per occurrence
= $4,000,000 general aggregate

= $4,000,000 completed operations aggregate
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Residential Controlled

Insurance Programs -
Risk Retention

1. Low hazard states - $250,000 on a layered basis

2. High hazard states - $500,000 on a layered basis
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Residential Controlled Insurance [
Programs - Risk Retention -

Layered Approach
$1,500,000
Xs
$500,000
$1,750,000
Xs
$250,000
$500,000
$250,000 Retention
Retention
Low-Hazard High-Hazard
States States
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Residential Controlled

Insurance Programs -
Risk Retention

3. Optional approach - quota share at %2 or 5 of the primary
limit

4. Project owner/developer participation

5. Due to the tail, results will not be known for many years

129

Residential Controlled

Insurance Programs
Risk Retention — Quota Share

$2,000,000

33-1/3 Participation | 33-1/3 Participation | 33-1/3 Participation

Insurer Contractor Project Owner
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Residential Controlled

Insurance Programs -
Premium Credits From Subcontractors

—

Inadequate coverage
2. Deductible credits
3. Umbrella credits difficult to obtain

4. Professional and pollution liability credits difficult to obtain
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Subcontractor Selection

* Prequalification Questionnaire
» Evaluation of Key Indicators
- EMR
— OSHA Citation History
— Loss Rates
— Liability Losses

* Interview with Site Management
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Subcontractor Management

» Key Considerations
— Pre-Mobilization Conference
— Site-Specific Safety Plan
— On-Site Safety Presence (Corporate)

— Monthly Safety Reviews with Management

133

Project Safety Culture

» Success is dependent on influencing subcontractor’s safety
culture

* No longer “their” program vs. “our” program
» Broad dissemination of safety statistics
» Safety lunches to celebrate successes

* Involvement in meetings, audits, accident/incident reviews
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Safety Orientation and
Training

All employees go through orientation

Weekly safety meetings with consistent topics

Monthly job-wide safety meetings

* Hazard awareness training

135

» Educate supervisors as to their responsibility to enforce the
site policies

» Review unsafe acts/conditions at weekly meetings
» Develop written notices that apply to all site employees
» Hold supervisors and employees accountable for compliance

* Recognize/reward good performance
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Residential Controlled

Insurance Programs
Administration

1. Intense activity
2. Experienced service providers
3. Web-based administration system

4. Financial Reporting Model
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Residential Controlled
Insurance Programs

Need for Differences in Conditions (DIC)

Open
Market
Coverage

138
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Residential Controlled

Insurance Programs -
Tail Coverage

Exposure until the
Statute of Repose
3 years

Extended
Completed Operations
5 years
Course of
Construction
2 years
Timeline
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Risk Mitigation Factors

140

Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Pre-Construction

a. capabilities and experience of the project team, including developer and
architect,

b. sufficiency of initial developer funding (and also update funding
information during course of construction as appropriate if costs
increase),

c. architect’s professional liability insurance, including term, limits,
deductibles and carrier, including if possible obtain a copy of such
professional liability policy, and

d. nature and extent of any state statutes providing condo unit buyers with
direct warranty rights, including applicable statute of limitations and
statute of repose.
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Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Contract Documents (Sales Agreement)

a. condominium homeowners association (“‘HOA”) and/or condo unit
buyers will obtain and maintain satisfactory property insurance on
completed condo units and will provide waiver of subrogation to
developer, architect and contractors for any losses and damage
covered by such property insurance,

b. mandatory arbitration language for any claims against the developer,
architect and/or contractors,

c.  super majority approval (e.g., 2/3 of all unit buyers) is required for the
HOA to pursue any arbitration or litigation,

d. HOA is given authority to pursue and resolve all claims on behalf of
condo unit buyers and condo unit buyers will be bound by such

resolution approved by super majority approval, 42

Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Contract Documents (Sales Agreement) (continued)

e. specific terms and limitations of any condo unit buyer and/or HOA
warranties including establishing adequate warranty reserves in the
HOA budget,

f.  waiver of consequential damages against developer, architect and
contractors, and

g. HOA will enter into satisfactory maintenance contracts for major
systems (including elevators, stairs, roof, structure, waterproofing,
HVAC and plumbing systems), and will fund the costs of such
maintenance contracts as part of the HOA operating budget.
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Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Project Plan

a. site specific safety plans,

b.  appropriate project specific moisture risk control planning in accordance
with the Moisture Risk Control Program,

c. use of quality management programs that focus on high risk condo
claim areas (major systems including elevators, stairs, roof, structure,
waterproofing, HVAC and plumbing systems, water penetration and
leaks),

d. review of project specified materials to confirm use of environmentally
safe materials (e.g., cabinetry, carpet, insulation, etc.),
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Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Project Plan (continued)

e. planned buy-out strategy and monitoring,

f.  timely project scheduling updates and monitoring, and

g. timely change order management including timely receipt of
evidence of developer funding for increased costs.
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Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Testing and Quality Control

a.

prior to construction start or early in construction phase, to perform peer
review of design including major systems including elevators, stairs,
roof, structure, waterproofing, HYAC and plumbing systems,

during course of construction, to perform appropriate tests to document
the quality of various items (e.g., indoor air quality, etc.), and

during course of construction and as part of final punch list review, to

perform appropriate independent inspections to identify any typical
condo claim deficiency items and to document resolution of same.
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Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Special Risks

a.

qualified subcontractors are selected and underwritten
using Subguard approach, with particular emphasis on
subcontractors performing work related to high risk condo
claim areas (major systems including elevator, stair and
HVAC systems, water penetration and leaks, roof,
structure),
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Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Special Risks (continued)

b.

subcontracts and purchase orders pass down all statutory
warranty obligations to subcontractors and suppliers under
state specific subcontractor/supplier warranty clauses, and
under form of written warranty documents required to be
provided.
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Residential Controlled

Insurance Programs -
Risk Mitigation Factors

Plans and Drawings

a.

During course of construction, the project engineer(s) shall continually
scrub plans and specifications for inclusions, exclusions and conflicting
information, to provide a final set of as-built Contract Documents that
clearly describe what was constructed (details, materials, equipment,
specifications for installations), including requiring reviews of as-builts
by appropriate subcontractors and receiving written responses with any
comments and edits.

Following substantial completion of construction, the construction

manager shall confirm that the final as-built drawings and specifications
have been filed of record.

149

81




Residential Risk
Management Process

150

Residential Controlled

Insurance Programs -
Residential Risk Management Process

A. Due diligence on the project owner/developer and the
architects/engineers

B. Identify and agree upon the risk mitigation steps to be used

C. Discuss the insurance program options with the project
owner/developer

D. Determine viable options to pursue
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Residential Controlled

Insurance Programs -
Residential Risk Management Process

E. Develop underwriting information
1. Owner
2. Project description, including cost and payroll
3. Location

4. Number of stories
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Residential Controlled

Insurance Programs -
Residential Risk Management Process

5. Number of units
6. Type of construction
7. Project duration
8. Self-performed trades

9. Subcontracted trades
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Residential Controlled

Insurance Programs -
Residential Risk Management Process

F. Develop RFP and submit to markets

G. Develop an “apples to apples” comparison format to include
1. Insurance coverages
2. Pricing

3. Services
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Residential Controlled

Insurance Programs -
Residential Risk Management Process

H. Decision from project owner/developer on risk participation,
if applicable

I.  Prepare comparison and select the market and program to
be implemented

1. What lines of coverage
2. What limits of liability

3. Which markets
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Residential Controlled

Insurance Programs -
Residential Risk Management Process

J.  Conduct subcontractor orientation meetings
1. Explain the program
2. Buy-in

K. Professional implementation and administration of the
program

L. Quarterly financial review meetings
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Construction Quality
Assurance

* Review Quality Built's Seven Deadly Sins.
* |ssue quality standards and procedures and follow them.

» Hire third-party inspectors, such as Quality Built,
www.qualitybuilt.com.

* Give every employee the ability to stop the job to correct a
problem.

» Tie compensation to customer satisfaction.
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Documentation and
Archiving of Records

« With the statutes of repose stretching out over several years,
it is vitally important to be able to locate and use project
documents in the event of a loss.
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Documentation and
Archiving of Records

» Consider using a Document Management program that
captures all project documents in a digital format.

» Key word search capabilities.
» Data Builder has developed a system for use by contactors,

www.databuilder.com
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Risk Management for
Condo Projects

Customer Care Saves the Day

Happy customers don’t sue you.

Defects are never “out of warranty”.

Communicate candidly, frequently and respectfully.
Take decisive comprehensive action promptly.

Always make sure to “close the loop.”
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Risk Management for
Condo Projects

Claims Handling Tips

Respond in writing to all threats of litigation.

Have established procedures and forms for quick reference/use by your
team.

Have pre-approved vendors standing by (lawyers, experts, remediation
contractors).

Treat mold claims as emergency service items (address in 24-48 hours).
Communicate early and frequently with your insurance carriers.
Keep trade contractors in the loop.
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Residential Controlled
Insurance Programs

Summary

* Poor loss experience and lack of competition has created a
less-competitive insurance market for condo projects

* Potential for substantial savings where high-end project is
built by a quality construction team
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Residential Controlled
Insurance Programs

Summary

* Condo CIPs allow the Project Owner and Contractor to pre-
fund losses on a prospective premium arrangement rather
than paying these funds to subcontractors or insurance
companies who may not be around when it comes time to
pay a claim

*  Example of how cooperation between the Project Owner
and Contractor can result in a quality residential project at
lower costs
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