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Condominium projects present one of today’s most perplexing construction risk
management challenges. In this era of rampant urban revitalization, renovation
projects have introduced new risks and new challenges for contractors and devel-
opers. This session will provide strategies for both the construction and noncon-
struction phases of a condominium project, from writing the contracts to ensuring

the quality of the work.

> Describes key risk exposures for both newly built and conversion projects.

> Outlines contractual strategies for limiting, allocating, and insuring project
risks.

> Examines high-risk defects and provides key strategies for avoiding them.
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Jeffrey D. Masters
Partner
Cox, Castle & Nicholson, LLP

Mr. Masters is a copresenter for Workshop M2, "Risk Management for Condominium Projects" on Mon-
day. He is a partner in the Litigation Department and co-chair of the Development Risk Management
Practice Group at Cox, Castle & Nicholson LLP.

He represents developers, home builders, and lenders in complex insurance coverage, construction de-
fect, and real estate litigation matters. He also has extensive experience structuring insurance and risk
management legal programs for projects of all sizes.

Mr. Masters is a frequent lecturer for real estate industry groups such as the Building Industry Associa-
tion (BIA), PCBC, the National Association of Home Builders (NAHB), Urban Land Institute, and the In-
ternational Risk Management Institute (IRMI). He is coauthor of the instructional materials for IRMI's
“Residential Construction Risk and Insurance 2006” seminar and NAHB’s educational course, “Risk Man-
agement and Insurance for Building Professionals” (2003). He authored the chapter on “Exculpation,
Indemnification and Insurance” in CEB’s commercial leasing series practice guide, Office Leasing: Draft-
ing and Negotiating the Lease. His articles and commentary on real estate insurance, liability defense,
and risk management have appeared in the Wall Street Journal, the Los Angeles Times, the Los Angeles
Business Journal, Builder and Developer, Multifamily Executive, Professional Builder, Big Builder, Cali-
fornia Real Estate Journal, The Risk Report, Contractual Risk Transfer (IRMI), and in various publica-
tions of the California Continuing Education of the Bar (CEB).

He serves as a member of the California Building Industry Association (CBIA) Construction Dispute Res-
olution Task Force. He also served as a technical consultant on Broad Form Property Damage Coverage
(Third Edition) published by IRMI and on California Liability Insurance Practice: Claims and Litigation
(California Continuing Education of the Bar).

Mr. Masters is rated AV, the highest rating available, by Martindale-Hubbell, which facilitates the peer
review process that rates lawyers. Mr. Masters is a graduate of UCLA School of Law and UCLA Anderson
Graduate School of Management.
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OVERVIEW AND SESSION
OBJECTIVES

® The condominium liability
landscape in 2006 and beyond

® Avoid, minimize, shift and insure
liabilities
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OBJECTIVES

i OVERVIEW AND SESSION

® Non-insurance risk management
strategies for developers and
contractors

® Insurance structures and strategies
for condominium projects

EXPOSURES

i LEGAL THEORIES AND LIABILITY

m Legal theories of liability
m  Strict liability
®= Negligence
® Negligence per se

Masters




LEGAL THEORIES AND LIABILITY
EXPOSURES

+

m Breach of contract
® Breach of warranty

m Express
= Implied

LEGAL THEORIES AND LIABILITY
EXPOSURES

+

® Breach of fiduciary duty

® Fraud and misrepresentation
= Damages
® Rescission

Masters




LEGAL THEORIES AND LIABILITY

i EXPOSURES

m Liability trends
m Construction defects

® Design defects

® Materials and systems
defects

® Workmanship defects

LEGAL THEORIES AND LIABILITY
i EXPOSURES

m Acoustical
= Mold and IAQ
m Nondisclosure
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LEGAL THEORIES AND LIABILITY
EXPOSURES

+

= HOA governance
m Other

= SWPP

® OSHA and safety

HOW CD LITIGATION STARTS

+

Lack of developer presence at the
project

Poor or nonexistent customer
service

Plaintiff lawyer solicitations

10
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i HOW CD LITIGATION STARTS

m HOA board’s dilemma

2 The moment of truth: who does
the HOA call?

11

HOW CD LITIGATION IS
i STRUCTURED

m Under conventional insurance
programs

® Multiple parties and claims
® Multiple actions

m Massive inefficiencies and
frictional costs

12
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AND CONTRACTORS WILL CONFRONT

i PLAINTIFF TACTICS DEVELOPERS

m Contingency fee arrangements
® Financing of experts?

13

AND CONTRACTORS WILL CONFRONT

i PLAINTIFF TACTICS DEVELOPERS

® No contact with the HOA
m No access for inspections or testing

® No repairs by the developer or
contractor

14
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ANTICIPATE HOA CLAIMS AND
i PROACTIVELY MANAGE LIABILITY RISKS

® Need for comprehensive, integrated
approach

m Need to execute well: the
implementation gap

15

MANAGEMENT LEGAL PROGRAM?

i WHY IMPLEMENT A RISK

m Litigation threat - need to play smart
defense

m Large SIRs

® Insurers expect a formal risk
management program - the New
Underwriting

16
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i LAND ACQUISITION

Entitlements Review

= Are entitlements in order to
accomplish the developer’s
business objectives?

= Does the entitlements review reveal
matters which should be disclosed
to consumers?

17

i LAND ACQUISITION

Create internal procedures to effect
adequate disclosures

Geotechnical conditions

Environmental conditions

Adjacent parcels and contiguous
conditions

Sources of noise, odor, dust

18
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ALTER EGO RISKS

i ENTITY STRUCTURING AND

Use of single purpose entities (SPEs)

19

ENTITY STRUCTURING AND
i ALTER EGO RISKS

Attacks on the protection of the entity

= Alter ego (aka piercing the
corporate veil)

= Enterprise liability

= Parent-subsidiary relationships

20
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ALTER EGO RISKS

i ENTITY STRUCTURING AND

Practical tips for minimizing alter
ego risks

= Adequate capitalization

= Observe formalities

Separate bank accounts, letterhead,
contracting procedures

Meetings, minutes, resolutions

21

ENTITY STRUCTURING AND
i ALTER EGO RISKS

= Intercompany relationships
= Use of employees
= Loans
=« Intercompany services
=« Transfers of assets

= Adequate insurance

22

15
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CONSTRUCTION CONTRACTS

‘ RISK TRANSFER IN DESIGN AND

Objectives:

1. Maximize risk transfer to design
professionals and contractors,
consistent with market conditions

2. Integrate with other construction
documents and project documents

3. Comply with requirements of the CGL
insurance program

23

CONSTRUCTION CONTRACTS

i RISK TRANSFER IN DESIGN AND

Indemnity provisions

= Permissible scope (watch state law
restrictions and anti-indemnity laws)

= Use a savings clause: “to the fullest
extent permitted by law, . . .”

= Broadly define the indemnified matters

= “Arising out of” the other party’s
services or work

24
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CONSTRUCTION CONTRACTS

‘ RISK TRANSFER IN DESIGN AND

Insurance requirements
= Types
= Limits

= Waivers of subrogation

25

RISK TRANSFER IN DESIGN AND
CONSTRUCTION CONTRACTS

+

Performance standards

26

17

Masters




RISK TRANSFER IN DESIGN AND
CONSTRUCTION CONTRACTS

Compliance with laws

= Include compliance with NOR
statutes

27

RISK TRANSFER IN DESIGN AND
CONSTRUCTION CONTRACTS

Special issues concerning design
professional contracts

= Diluted standard of care/performance standard

= Limitation of liability (caution: impairment of
developer’s CGL insurer’s rights of subrogation?)

= Limit indemnification to coverage under
the professional liability policy

= Reverse indemnity in favor of design professional
(caution: not an insured contract under developer’s
CGL policy)

28
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CONSTRUCTION CONTRACTS

‘ RISK TRANSFER IN DESIGN AND

= “Endeavor to” or “best efforts” to comply
with laws

= No waiver of subrogation from design
professional’s PL insurer

= No extended PL coverage after completion
of services/project

29

CONSTRUCTION CONTRACTS

i RISK TRANSFER IN DESIGN AND

= Possible approaches:

=« Bodily injury and property damage
coverage for design professionals
under developer’s CGL

= Project specific professional liability
insurance programs

= Owner’s protective professional
indemnity policy (OPPI)

30

19
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RISK TRANSFER IN DESIGN AND
i CONSTRUCTION CONTRACTS

= Requirement of correction of
defective services or work

31

CONSTRUCTION CONTRACTS

i RISK TRANSFER IN DESIGN AND

= Warranty and customer service
obligations

32
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CONSTRUCTION CONTRACTS

‘ RISK TRANSFER IN DESIGN AND

= Alternative dispute resolution (ADR)
provisions

33

RISK TRANSFER IN DESIGN AND
CONSTRUCTION CONTRACTS

+

= Practical tips on contract
administration

= Train personnel on certificates of
insurance, AlEs

= Develop a list of contract provisions which
may not be modified without senior
management approval

= Develop an internal manual with pre-
approved fallback positions on indemnity,
insurance and other risk transfer provisions

34
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i QUALITY CONTROL PROGRAMS

Why Are QC Programs Important?

1. A risk management best practice
- avoid “designed in” defects and
errors during construction

2. Likely required by the developer’s
CGL insurance program

35

+

QUALITY CONTROL PROGRAMS

QC during the design phase

Objectives:

Maximize constructability of the plans,
consistency, code compliance and
appropriate product, material and
systems selections

36
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i QUALITY CONTROL PROGRAMS

= Develop procedures for peer review
of plans and specifications

= Establish criteria for selecting and
managing peer review consultants,
including methods for managing
the paper trail

37

i QUALITY CONTROL PROGRAMS

QC during construction operations

Objectives:

= Inspect a statistically relevant sample of
units and common area construction and
document correct as-built conditions

38
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i QUALITY CONTROL PROGRAMS

= Establish criteria for selecting and
managing QC consultants

39

i QUALITY CONTROL PROGRAMS

= Developer/contractor decision points:
= Which components should be inspected?
= When to inspect (stages of construction)?
= Appropriate sample size

= Procedures for identifying defects and
for obtaining and documenting
corrections

= Some or all of these components may be
dictated by the developer’s CGL insurance
program

40
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i QUALITY CONTROL PROGRAMS

= Role of superintendents; obtaining
contractor and subcontractor buy-in

= Training of subcontractors

41

i QUALITY CONTROL PROGRAMS

= Consider risk-specific QC initiatives
= Windows
= Roofs

= Other building envelope issues
(moisture intrusion)

=« Acoustical issues
=« Other issues, rated by litigation claims
potential

42
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i QUALITY CONTROL PROGRAMS

= Red flags:
= Value engineering

= Design-build trades (may be outside
coverage of developer’s CGL due to
professional services exclusion)

43

CONSUMER SALES AGREEMENTS

i PROTECTIVE PROVISIONS IN

Dispute resolution

= Contractual right of notice of

defects, access, inspection, testing
and repair

Masters 26




PROTECTIVE PROVISIONS IN
i CONSUMER SALES AGREEMENTS

Dispute resolution

= ADR
« Mediation
« Waiver of jury trial
« Binding arbitration
= Judicial reference

= Can the developer bind subsequent
purchasers?

45

CONSUMER SALES AGREEMENTS

i PROTECTIVE PROVISIONS IN

= Maintenance obligations and
education

= Integration clause (no
representations)

= As-is sales?

46
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IN CC&Rs

i PROTECTIVE PROVISIONS

Dispute resolution
= Contractual right of notice of

defects, access, inspection, testing,
repair

47

IN CC&Rs

i PROTECTIVE PROVISIONS

Dispute resolution

= ADR

48
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PROTECTIVE PROVISIONS
IN CC&Rs

Dispute resolution
= Pre-litigation requirements

= Written notice and disclosure to homeowners
of nature of dispute, anticipated costs,
prospects for success

= Opinion from independent counsel
= Special meeting of homeowners

= Majority or supermajority vote required to
authorize litigation

= Reserve funds may not be used for litigation (HOA
must specially assess)

49

PROTECTIVE PROVISIONS
IN CC&Rs

= Mandatory common area inspection
and maintenance requirements

= Periodic reserve studies

= Developer right to receive notices,
disclosures, minutes, inspection
reports and to attend meetings

50
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PROTECTIVE PROVISIONS
IN CC&Rs

+

= Disclosures

51

PROTECTIVE PROVISIONS
IN CC&Rs

+

= HOA insurance requirements

General liability
Property

=« Waiver of subrogation against

the developer

« EQ, flood, windstorm?

D&O

Crime

52
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30




IN CC&Rs

i PROTECTIVE PROVISIONS

= Project reconfiguration rights

53

i DISCLOSURES

Powerful but underutilized risk
management tool

54

31
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i DISCLOSURES

Scope of disclosures

= Project disclosures
= Contiguous area disclosures

= Urban living disclosures

55

i DISCLOSURES

= Drafting an effective disclosure
statement

= What is material to the consumer?
(think broadly)

« Don’t editorialize

= Don’t bury the disclosures

=« Finish strong (e.g., refer to maintenance
obligations)

56
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i DISCLOSURES

= Review marketing materials with
the objective of minimizing
actionable representations

57

i DISCLOSURES

= Brochures and advertising
= Models
= Topo boards and tables

= Websites

58

33
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i DISCLOSURES

Training and management of
salespeople

E&O insurance for salespeople?

59

i WARRANTIES

Express warranties

= To homeowners
= To HOA

60
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i WARRANTIES

Another powerful but underutilized
risk management tool

= Legal and practical consequences

= Opportunity for disclosure and
education

= Reinforce ADR structure

= Set and manage homeowner and HOA
expectations

61

i WARRANTIES

Warranty as the road map for
performing customer service

= Performance standards
= Qualitative
= Quantitative

62
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i WARRANTIES

Stand-alone dispute resolution
provisions
= Notice, access, inspection, testing,
repair

= Mediation followed by binding
arbitration or judicial reference

63

i WARRANTIES

Duration of the warranty

= One-year warranties increasingly
are outdated

= Relationship of the express
warranty to statutes of limitations
and statutes of repose

64
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i WARRANTIES

Transferability to subsequent
purchasers

Binding on subsequent purchasers?

Waiver of implied warranties

65

TURNOVER OF COMMON AREA

i HOA RELATIONS AND

HOA budget

= Sleeper source of risk

= Breach of fiduciary duty by developer

= Could undermine maintenance defense

66

37
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HOA RELATIONS AND
i TURNOVER OF COMMON AREA

HOA budget

= Need for qualified budget preparer

= Compliance with state guidelines/
regulations may only be minimums

= Budget needs to reflect the reality
of the project

67

TURNOVER OF COMMON AREA

i HOA RELATIONS AND

Developer presence at the project

= Advisory membership on HOA
board?

= Developer liaisons to the HOA

68
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HOA RELATIONS AND
i TURNOVER OF COMMON AREA

Training of homeowner board
members

69

TURNOVER OF COMMON AREA

i HOA RELATIONS AND

Selection of HOA property
management company

Selection of HOA counsel

70

39
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HOA RELATIONS AND
i TURNOVER OF COMMON AREA

Protocols for turnover of common area

= Include in CC&Rs
= Walk-through procedures
= Final pre-turnover inspection reports

= Photo or video documentation of
condition of common area

71

TURNOVER OF COMMON AREA

i HOA RELATIONS AND

Protocols for turnover of common area
= Acknowledgment of condition of

common area and acceptance by HOA
= Board resolution

= Opportunity for further disclosure
and education

72
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HOA RELATIONS AND
i TURNOVER OF COMMON AREA

= Reminder to developers: obtain
release of subdivision bonds

73

i MAINTENANCE MANUALS

For both homeowners and HOA

Treat manuals seriously - legal and
practical consequences

74

41
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i MAINTENANCE MANUALS

= Who should prepare?
= How should manuals be prepared?

= Further opportunity for disclosure
and education of homeowners and
HOA

75

CUSTOMER SERVICE PROGRAM

i DESIGN AND IMPLEMENT

Why customer service is critical:

= Personifies the developer

= Sets and manages customer
expectations

= Market research function

76
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DESIGN AND IMPLEMENT
i CUSTOMER SERVICE PROGRAM

Why customer service is critical:
= Reinforce and test QC efforts

= Radar function and litigation
avoidance

77

CUSTOMER SERVICE PROGRAM

i DESIGN AND IMPLEMENT

When does the customer service
process begin and end?

78

43
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DESIGN AND IMPLEMENT
CUSTOMER SERVICE PROGRAM

Documentation - practical tips

Get it in writing
Make your record
Be objective (don’t editorialize or speculate)

Be precise about dates (possible tolling of
statutes of limitations)

Develop a customer service database
and tracking system

79

DESIGN AND IMPLEMENT
CUSTOMER SERVICE PROGRAM

+

Develop protocols for high-risk claims
= Water intrusion

= Mold

= Acoustical

80
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DESIGN AND IMPLEMENT
i CUSTOMER SERVICE PROGRAM

Train customer service
representatives on maintenance
manuals and warranties

81

CUSTOMER SERVICE PROGRAM

i DESIGN AND IMPLEMENT

Warning signs and red flags

= Internal reporting criteria: when should
customer service representatives involve
senior management?

82
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DESIGN AND IMPLEMENT
i CUSTOMER SERVICE PROGRAM

When does a customer service
request become a pre-claim or
pre-litigation situation?

83

i RECORD RETENTION POLICIES

Effective record retention allows
developers and contractors to:

= ldentify potentially responsible
parties

= ldentify potential witnhesses

= Compile contracts and insurance
information from other parties

84
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i RECORD RETENTION POLICIES

Effective record retention:
= Marshal direct insurance resources

= Retrieve QC inspection records to
demonstrate correct as-built conditions

= Help establish defenses, such as statutes
of limitations and comparative fault

85

STRATEGIES FOR AVOIDING
CONSTRUCTION DEFECT LITIGATION

Pre-claim and pre-litigation triage

Objective:

Prevent litigation by early identification
of claims and aggressive response
tactics

86
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CONSTRUCTION DEFECT LITIGATION

‘ STRATEGIES FOR AVOIDING

Factors affecting the developer’s
approach

= Company risk management philosophy/
level of risk aversion

= Subcontractor availability and cooperation

= Insurance resources available to the
developer and others

87

CONSTRUCTION DEFECT LITIGATION

i STRATEGIES FOR AVOIDING

Factors affecting the developer’s
approach

= Nature of the claims
= Publicity and reputation risk

= Is the developer about to set a bad
precedent?

88
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CONSTRUCTION DEFECT LITIGATION

‘ STRATEGIES FOR AVOIDING

Guidelines for managing
investigations and responses

= Assemble internal and external teams,
with accountability

= Engage consultants

= Use attorney-client privilege and attorney
work product to protect communications

89

CONSTRUCTION DEFECT LITIGATION

i STRATEGIES FOR AVOIDING

Guidelines for managing investigations
and responses

= Manage external communications

= Direct communications with homeowners
and HOA

= Responses to plaintiff lawyer solicitations
= Damage control - community, media
= Use of outside PR consultants

= Notify subcontractors and other
potentially responsible parties

90
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STRATEGIES FOR AVOIDING
CONSTRUCTION DEFECT LITIGATION

Tactical issues

= Notify the developer’s direct
insurers?

= Give claimants a tolling
agreement?

= Continue customer service during
the crisis?

91

CONSTRUCTION DEFECT LITIGATION

i STRATEGIES FOR AVOIDING

Tactical issues

= What is the developer’s exit
strategy?

= Pay money, perform work or have work
done by others?

= Settlement agreements and releases
=« Confidentiality

92

Masters 50




INSURANCE PROGRAMS

i IMPLEMENTING EFFECTIVE

m Insurance Structures
m OCIPs and CCIPs
= Project specific or rolling?

93

i INSURANCE PROGRAMS

= What coverages to include

General liability

Excess liability

Workers’ comp

Builder’s risk

Contractor’s pollution liability
Professional liability

94
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i INSURANCE PROGRAMS

® The application process
m The New Underwriting revisited
m Creating an effective submission
= What is the underwriter looking for?

95

+

INSURANCE PROGRAMS

= Practical tips
1. Start early
2. Use specialized resources
3. Tell your risk management story

96

Masters

52




INSURANCE PROGRAMS

4. Beware nonstandard forms and
endorsements

5. Recognize different coverage structures
(occurrence vs. claims made vs. close of
escrow)

6. Avoid nonconcurrency

97

INSURANCE PROGRAMS

7. Understand coverage restrictions and
their impact on your operations

8. Assess lender, investor and municipality
requirements

9. Enlist the contractor and design
professionals early

10. Be prepared to make fast decisions

98
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i INSURANCE PROGRAMS

m Selected Coverage Issues
=  Exclusion J(2)
=  Exclusions K, L, M(1)
m  Extended PCO coverage

929

i INSURANCE PROGRAMS

m Earth movement exclusions
m Cancellation
m PD to the project during COC

100
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i INSURANCE PROGRAMS

EIFS exclusions
Cross-suits exclusions
SIR endorsement

Professional services exclusions

101

i INSURANCE PROGRAMS

m Selected OCIP Administration
Issues

m  OCIP exhibit to GC agreement
and subcontracts

m  Key issues to address

102
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i CONDOMINIUM CONVERSIONS

m Contractual Provisions As Between
Seller and Converter
m Seller’s objectives
m Converter’s objectives

103

i CONDOMINIUM CONVERSIONS

Contractual risk transfer provisions

1
2
3.
4. Indemnity

. As-is
. Seller reps and warranties

Release of seller

104
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CONDOMINIUM CONVERSIONS

5. Insurance

a. Whose GL program - seller’s or
converter’s?

b. Essential to analyze the coverages
c. Cancellation and default risks
d. SIR fund

CONDOMINIUM CONVERSIONS

6. Sellers increasingly require risk transfer
protection against conversion by
downstream buyers

106
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i CONDOMINIUM CONVERSIONS

m Converter’s Due Diligence
® Includes physical inspection
m Focus on potential CD issues

® Focus on matters which may require
disclosure

m California Civil Code § 1134
requirements

107

i CONDOMINIUM CONVERSIONS

m Selected Coverage Issues

1. Coverage for original work:
exclusions and ambiguities

2. Exclusion J(2) and “your work”
3. PCO extension

108
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i CONDOMINIUM CONVERSIONS

m Coverage for original GC and
subcontractors

m Coverage for new GC and
subcontractors

109
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