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China Practice Newsletter

Holland & Knight is a U.S.-based global law firm committed to provide high-quality legal services
to our clients. We provide legal assistance to Chinese investors and companies doing business
or making investments in the United States and Latin America. We also advise and assist
multinational corporations and financial institutions, trade associations, private investors and
other clients in their China-related activities. With more than 1,400 professionals in 27 offices,
our lawyers and professionals are experienced in all of the interdisciplinary areas necessary to
guide clients through the opportunities and challenges that arise throughout the business or
investment life cycles.

We assist Chinese clients and multinational clients in their China-related activities in areas

such as international business, mergers and acquisitions, technology, healthcare, real estate,
environmental law, private equity, venture capital, financial services, taxation, intellectual property,
private wealth services, data privacy and cybersecurity, labor and employment, ESOPs,
regulatory and government affairs, and dispute resolutions.

We invite you to read our China Practice Newsletter, in which our authors discuss pertinent
Sino-American topics. We also welcome you to discuss your thoughts on this issue with our
authors listed within the document.
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A Primer on Attorney-Client Privilege: Part 3
By Charles A. Weiss

This article is the third and last of our series on attorney-client privilege. In the first article, we presented the
basic rule of attorney-client privilege as generally applied in the United States, and addressed two problems
seen commonly in the case of corporate clients. (See Holland & Knight's China Practice Newsletter: January-
February 2021.) In the second article, we examined the issue of cross-border privilege, such as how a U.S.
court applies attorney-client privilege when the communications at issue are between a non-U.S. lawyer and
his or her client. (See Holland & Knight's China Practice Newsletter: March-April 2021.)

This article addresses the common-interest doctrine. As explained below, the common-interest doctrine is an
exception to the usual rule that disclosure of an attorney-client communication to a third party waives privilege
as to that communication. The usual rule of waiver grows out of the requirement that attorney-client privilege
attaches only to communications between the lawyer and client that are "in confidence." Just as attorney-client
discussions held in the presence of a third party (i.e., a person who is not the lawyer, the client, or one of their
agents or representatives) will not be protected by privilege because they are not held "in confidence," an after-
the-fact disclosure to a third party of a privileged communication generally destroys privilege because the
communication is no longer held "in confidence."

Under the common-interest doctrine, certain categories of third parties who share a common legal interest
with the client may be parties to, or subsequently receive, attorney-client communications without destroying
or waiving the privilege. However, this doctrine is often misunderstood as providing a broader exception than
what actually exists to the default rule that disclosure of attorney-client communications to a third party waives
privilege. Because clients (and lawyers) may divulge attorney-client communications with third parties

under the mistaken belief that the common-interest doctrine applies to avoid waiver of privilege when the
circumstances mean that it does not apply, the primary theme of this article is to explain that the common-
interest doctrine is narrower than often thought.

ORIGINS IN THE "JOINT-DEFENSE" DOCTRINE APPLICABLE TO LITIGATION

It is generally held that the common-interest doctrine grew out of a rule applied in criminal cases involving
multiple defendants each represented by separate counsel. For example, in Chahoon v. Commonwealth,

62 Va. (21 Gratt.) 822 (1871), three persons charged with fraud and forgery met in a group with their separate
counsel to discuss the case and their defense. At trial, defendant Chahoon sought to compel the testimony of
the lawyer representing Sanxay as to what Sanxay had said at the meeting, in order to show that Sanxay had
changed his story, and that his allegedly inconsistent trial testimony against Chahoon should not be believed.
Sanxay's lawyer declined to answer question posed by Chahoon's lawyer on the grounds of privilege, and the
trial judge declined to order the lawyer to answer the questions.

On appeal, Chahoon argued that the trial judge erred in declining to compel the testimony because privilege
did not apply. Given that others (the co-defendants and lawyers) were present at the meeting and also heard
what Sanxay had said, there was no privilege because his statement had not been made "in confidence." The
Virginia Supreme Court rejected this argument and affirmed the conviction, holding that the co-defendants'
ability to prepare an effective defense would have been impaired if they could not all freely discuss their
defense at a meeting with their respective lawyers:

The parties were jointly indicted for a conspiracy to commit a particular crime, and severally indicted for
forging and uttering the same paper. They might have employed the same counsel, or they might have
employed different counsel as they did. But whether they did the one thing or the other, the effect is the
same, as to their right of communication to each and all of the counsel, and as to the privilege of such

Copyright © 2021 Holland & Knight LLP All Rights Reserved 4
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communication. They had the same defence to make, the act of one in furtherance of the conspiracy,
being the act of all, and the counsel of each was in effect the counsel of all, though, for purposes of
convenience, he was employed and paid by his respective client. They had a right, all the accused
and their counsel, to consult together about the case and the defence, and it follows as a necessary
consequence, that all the information, derived by any of the counsel from such consultation, is
privileged, and the privilege belongs to each and all of the clients, and cannot be released without
the consent of all of them. Otherwise what would such right of consultation be worth?

Id. at 841-42.

From its origins in criminal law, this rule of nonwaiver migrated to civil litigation and under the name

"joint defense" doctrine. As the name suggest, the core application of the joint-defense doctrine is when
co-defendants represented by separate counsel put forward a common defense to a plaintiff's claims.

For example, Schmitt v. Emery, 2 N.W.2d 413 (Minn. 1942), concerned a traffic accident involving two cars
and a bus. The bus driver had given a statement to the company's attorney shortly after the accident that

the plaintiff sought to use at trial. The company's attorney objected that the statement need not be produced
because it was privileged. The trial judge tentatively agreed with the plaintiff that the statement was not
privileged, but changed his mind over the weekend. Meanwhile, the company's lawyer had given a copy of the
statement to the lawyer representing the co-defendants (the driver and owner of the second car) to discuss
with him how best to respond. The plaintiff argued that this waived privilege because the two defense lawyers
represented different clients, which meant that the statement was no longer held by the bus company's lawyer
"in confidence." The trial judge held that privilege had not been waived, and ruled that the statement need not
be given to the plaintiff.

On appeal by the plaintiff from a jury verdict in favor of the defendants, the Minnesota Supreme Court held that
the trial judge had correctly ruled that the statement was still protected by privilege notwithstanding its
provision by the bus company's lawyer to the lawyer for the other defendants:

Where an attorney furnishes a copy of a document entrusted to him by his client to an attorney who is
engaged in maintaining substantially the same cause on behalf of other parties in the same litigation,
without an express understanding that the recipient shall not communicate the contents thereof to
others, the communication is made not for the purpose of allowing unlimited publication and use, but in
confidence, for the limited and restricted purpose to assist in asserting their common claims. The copy
is given and accepted under the privilege between the attorney furnishing it and his client. For the
occasion, the recipient of the copy stands under the same restraints arising from the privileged
character of the document as the counsel who furnished it, and consequently he has no right, and
cannot be compelled, to produce or disclose its contents.

Id. at 417.

EXTENSION TO NON-LITIGATION MATTERS, AND EVOLUTION OF THE "COMMON-INTEREST"
DOCTRINE

For many years, the joint-defense doctrine was assumed to apply principally, if not exclusively, in the context
of existing or contemplated litigation. For example, the meeting among the co-defendants in the Chahoon case
was held after litigation commenced (they had already been charged), and the statement by the bus driver in
Schmitt was given in anticipation of litigation. As time went by, however, many courts extended the doctrine to
communications among counsel for separately represented parties that shared a common legal interest even
if litigation was neither ongoing nor contemplated, reasoning that rule of non-waiver made as much sense in,
e.g., commercial matters as it did in adversarial matters.

Copyright © 2021 Holland & Knight LLP All Rights Reserved 5
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The In re Regents of the University of California case, 101 F.3d 1386 (Fed. Cir. 1996), addressed when and
how the common-interest doctrine applied to communications between a patent owner (University of California
or UC) and its licensee. In that case, UC granted an option to license certain patent applications to the
pharmaceutical company Eli Lilly (Lilly). During prosecution of those applications, patent counsel for Lilly
communicated with UC, which had separate prosecution counsel. Subsequently, Lilly exercised its option,
became an exclusive licensee, and together with UC sued Genentech for infringement. The trial court held
that the communications between Lilly's patent counsel and UC in the course of prosecution were discoverable
because there was, at the time, neither litigation nor anticipated litigation. The U.S. Court of Appeals for the
Federal Circuit reversed, holding that privilege was preserved because Lilly and UC nevertheless shared

a common legal interest in obtaining valid and enforceable patents:

UC is a university seeking valid and enforceable patents to support royalty income. Lilly is an industrial
enterprise seeking valid and enforceable patents to support commercial activity. Valid and enforceable
patents on the UC inventions are in the interest of both parties.

Id. at 1390. Thus, the common-interest doctrine applied to protect privileged communications shared between
the university and licensee because they had a common legal interest in obtaining valid and enforceable
patents, even though litigation was neither in process nor contemplated at the time.

This extension of the common-interest doctrine outside the litigation context is not universally accepted.
Readers of our previous articles on attorney-client privilege know that the rules and contours of privilege
vary from state to state. So to with respect to the common-interest doctrine. For example, New York limits its
application to communications that occur in connection with pending or contemplated litigation, which means
that it usually will not apply in the context of business transactions. Delaware, by contrast, has eliminated the
litigation requirement. Given the frequency of corporate transactions governed by Delaware law that are
handled in large part by New York law firms, the question of whether the common-interest doctrine will apply
to a given matter cannot always be answered with confidence.

THE NEED FOR IDENTITY OF LEGAL INTEREST, NOT JUST BUSINESS INTEREST

Although the common-interest doctrine can apply outside the litigation context, it can be challenging to
determine if parties' truly share a common legal interest, as opposed to a common business interest. The
distinction is important, because those courts that apply the common-interest doctrine in the absence of
existing or contemplated litigation still limit its reach by requiring a commonality of legal interests. Sharing
a common business interest is not sufficient.

Potential acquisitions of a company or business unit illustrate the difference between a common legal interest
and a common business interest. For example, if company B is considering the purchase of company S, it will
engage in due diligence to determine the value of B's assets and the risks of B's potential liabilities. S may
have any combination of real property, intellectual property and customer contracts that are central to the value
of its business. S may also have exposure to environmental liabilities arising from the discharge of chemical
wastes, claims by former employees of wrongful discharge and face allegations that its products infringe a
competitor's patents.

If S shares with B the privileged legal advice that S has obtained from its counsel on these issues, does such
disclosure waive privilege because B is a third party, or does the common-interest doctrine apply to avoid
waiver? The answer lies in the distinction between a common legal interest and a common business interest.
To be sure, S and B have a common business interest in the efficient completion of due diligence and
consummation of the deal. But unless and until a deal is reached, S and B are across the table from each
other, i.e., they do not have a common legal interest.

Copyright © 2021 Holland & Knight LLP All Rights Reserved 6
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An example that follows this hypothetical can be found in Waymo LLC v. Uber Technologies, Inc., 2017 WL
2694191 (N.D. Cal. June 21, 2017). In that case, Uber and Ottomotto signed a term sheet which set forth a
process under which Uber might acquire Ottomotto. Part of the process included retaining an investigator to
investigate potential claims of misappropriation of trade secrets by an Ottomotto employee. The investigator's
report was provided to both companies, and in a subsequent lawsuit the trade-secret claimant demanded its
production. Uber's reliance on the common-interest doctrine was rejected because the interests of Uber and
Ottomotto had not been aligned at the relevant time. To the contrary, the report was created to help Uber
decide whether to acquire Ottomotto, and the two companies were adversaries in the sense that they were
on opposite sides of a potential transaction.

The difference between this situation and the facts of the Regents case discussed above is primarily one of
timing. If a deal has been completed, it is more likely for the parties to have a common legal interest, e.g., the
relationship between a patent owner and its licensee in Regents. If a deal is pending or still in the process of
due diligence, as in the Uber case, it is more likely that the parties lack a common legal interest and at best
have only a common business interest, which is insufficient to trigger the common-interest doctrine.

CONCLUSION AND TAKEAWAYS

As can be seen from the above discussion, the protections afforded by the common-interest doctrine are less
robust than is believed by many lawyers, especially outside the litigation context. Accordingly, counsel should
take great care in sharing (or advising their clients to share) privileged information in the transactional context
based on a belief that privilege will be protected by the common-interest doctrine.

At the same time, the waiver of privilege may be a reasonable price to pay for the benefit of disclosure.

For example, if a company needs to convince a potential counterparty that its products do not infringe a
competitor's patent, it can be reasonable to share an opinion provided to the company by its patent counsel
that explains why this is the case. The assumption must be that sharing the opinion is a waiver of privilege,
but if the opinion is well-crafted, convincing and favorable, there may be little of no downside if privilege for
the opinion is waived to help consummate a profitable business deal.

This is the last of our planned article concerning attorney-client privilege. Please feel free to contact the author

with ideas and suggestions for topics concerning privilege that may be of general interest for possible inclusion
in future editions of Holland & Knight's China Practice Newsletter.

Copyright © 2021 Holland & Knight LLP All Rights Reserved 7
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Session Replay Technology Puts Websites in Crosshairs
of New Wave of Class Action Lawsuits Under State Wiretap Laws

By Ashley L. Shively and William F. Farley

Plaintiffs' class action lawyers routinely seek out new liability theories to apply to existing statutes. One of the
latest trends is the use of state anti-wiretap laws as a vehicle to sue retailers and software developers for the
use of ubiquitous cookies, pixels and other website software that track and monitor user activity online.

WHAT THE LAWS SAY

Early wiretap cases dealt primarily with businesses' undisclosed recording or monitoring of customer service
telephone calls. These new cases, by contrast, are brought under electronic interception provisions of

state wiretap laws. The California Invasion of Privacy Act (CIPA), California Penal Code 88 630 et seq.,

for example, imposes liability on "[a]ny person who ... willfully and without the consent of all parties to the
communication, or in any unauthorized manner, reads, or attempts to read, or to learn the contents or meaning
of any message, report, or communication while the same is in transit or passing over any wire, line, or cable,
or is being sent from, or received at any place within [California]..." Cal. Penal Code § 631(a). Likewise,

the Florida Security of Communications Act (FSCA) prohibits any person from intentionally intercepting, or
endeavoring to intercept, any wire, oral or electronic communication, or disclosing or using the contents of
such communications without the consent of all parties. Fla. Stat. § 934.03(1); 934.03(2)(d).

HOW THE LAW IS BEING APPLIED TO NEW TECHNOLOGIES

Businesses that maintain a significant online presence or process a large number of retail transactions online
are increasingly implementing third-party analytics tools to evaluate the efficiency and performance of their
sites. The software enables retailers to better understand visitors' use of their websites and troubleshoot issues
that prevent successful transactions. In other cases, the software serves a compliance function; for instance, to
reduce risk and prove consent under the Telephone Consumer Protection Act (TCPA). Plaintiffs have reframed
the use of this technology as a privacy violation by retailers and developers.

More than 50 putative class action suits have been filed since fall 2020 in California and Florida based on
retailers' alleged use of software that captures customers' keystrokes, scrolling, mouse movements and clicks
on websites in real time, thus allegedly creating a recording of users' browsing history as well as personal and
financial information entered (but perhaps not submitted) on website forms. Plaintiffs claim that businesses'
use of such software constitutes an interception and impermissible disclosure to a third party (i.e., the software
developer) in violation of state laws. Other digital wiretap cases pending around the country involve (at least
arguably) less intrusive and more commonplace website activity tools, such as the use of third-party cookies
that track the pages visited or search terms entered on a business' site. These cases all represent a risk to a
vast number of companies currently using such tools on their websites.

At least 15 states require consent from all parties when a communication is recorded or intercepted, including
California, Connecticut, Delaware, Florida, lllinois, Maryland, Massachusetts, Michigan, Montana, Nevada,
New Hampshire, Oregon, Pennsylvania, Vermont and Washington. The laws protect residents of the state,
regardless of where the business or, its servers, are located. Penalties can range from $1,000 to $50,000

per violation. In the context of user website activity, potential risk therefore can quickly climb to hundreds

of millions of dollars.
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HOW ARE COURTS REACTING?

These cases turn on a variety of evolving legal issues that seem easy to apply in the context of traditional
eavesdropping but awkward, if not bizarre, in the context of the internet. These issues include 1) whether clicks
and the like are "communications," 2) whether the party exception to eavesdropping claims (the notion that
parties to a communication cannot eavesdrop on it) applies here and to what extent and 3) whether the statute
covers the technology at issue.

WHAT CAN A BUSINESS DO?

Most of the cases filed so far are still in the early stages. Nevertheless there are many lessons from call
recording and other consumer class action trends that businesses can apply in this new context to protect
against electronic wiretap claims and defend themselves in the event that a lawsuit is filed. For example,
before implementing session replay and similar tools, businesses should substantively review and, if
appropriate, negotiate vendor contracts, with particular attention to data usage restrictions on the vendor,
limitations of liability, insurance coverage and contractual indemnification. Companies may also need to
augment website privacy policies to provide more substantive disclosures about how user information is
collected and shared with service providers. In addition, businesses may consider whether any update is
needed to website terms of use, particularly arbitration, class waiver, limitation of liability, choice of law and
venue provisions, which serve important roles in limiting exposure to class litigation and damages.

Legal disclosures are only useful if they are enforceable, and businesses should proactively assess whether
their website terms of use and privacy policies are communicated in a sufficiently conspicuous way to create
the best case for enforceability. Where practicable, it is generally beneficial to obtain express consent from
website visitors; for instance, by requiring users to check a box agreeing to the terms and privacy policy as
part of the email sign-up or checkout process. Business will also typically inform users about material changes
to practices and policies; this is often done via email or a banner / pop-up on the website and in the app.

If facing a lawsuit under state wiretap statutes, businesses should first look to any available indemnity rights
under the contract with the software vendor as well as potential insurance coverage under cyber liability or
other policies. It is also important to quickly identify and enforce arbitration and/or choice of law and venue
provisions against the consumer; delay risks potentially waiving those protections. Other available defenses
may include:

B showing that the plaintiff implicitly consented to the collection and disclosure by providing the information as part of the
transaction or expressly consented under the applicable website terms and privacy policy. At least one court has
found that a user's consent to the privacy policy — which disclosed website monitoring — obtained during the checkout
process applied retroactively to all of the user's preceding activity on the site.

B demonstrating that the website activity at issue was not a protected communication. Some state wiretap laws protect
only "confidential" communications from interception. In these states, a business may argue that a user's shopping or
other online activity does not qualify for protection.

B establishing that the business was a party to the communication and thus cannot be liable as the alleged
"eavesdropper."

B proving that the technology at issue is not a "device" within scope of the relevant state statute.

WE CAN HELP

Holland & Knight's Data Strategy, Security & Privacy Team has decades of experience defending lawsuits
involving the loss, theft or misuse of personal information. If you have any questions regarding best practices
for handling customer information or defending data privacy litigation, contact the authors or Holland &
Knight's Data Strategy, Security & Privacy Team.

1 What constitutes a violation varies by state.
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Supreme Court Changes Gears on Specific Personal Jurisdiction
WHEN DOES A CLAIM RELATE TO A DEFENDANT'S CONTACTS IN THE FORUM?

By Rebecca M. Plasencia and Nicole S. Alvarez

HIGHLIGHTS

B The U.S. Supreme Court in Ford Motor Co. v. Montana Eighth Jud. Dist. Ct. held that when a company
"serves a market for a product in a state and that product causes injury in the state to one of its residents,"
the state's courts have specific personal jurisdiction to hear the case.

B The main legal issue was whether state courts have specific personal jurisdiction over a corporate
defendant that has purposefully availed itself of doing business in a forum state but has not directly caused
the plaintiff's injuries in that state through its forum conduct.

B Before Ford Motor Co., plaintiffs had not prevailed in a personal jurisdiction case before the Supreme Court
since the 1980s.

The U.S. Supreme Court on March 25, 2021, ruled in an 8-0 decision that the connection between the
plaintiffs' claims and Ford Motor Co.'s activities in the forum states supported the exercise of specific
jurisdiction over Ford." The plaintiffs were injured by the defendant Ford's cars, and they subsequently sued

in Montana and Minnesota state courts. Ford moved to dismiss both product liability lawsuits, asserting that
personal jurisdiction did not exist where the company's conduct in the forum state had not caused the plaintiffs'
injuries.? Importantly, the vehicles at issue had not been designed, manufactured nor sold to the plaintiffs in
Montana and Minnesota, the forum states. Thus, argued Ford, its activities in those states did not give rise to
the plaintiffs' claims.®

SUPREME COURT DECISION

The Supreme Court rejected what it dubbed Ford's "causation-only approach” to specific personal jurisdiction.”
Instead, Justice Elena Kagan in her majority opinion stated that none of the Court's precedents required

"a strict causal relationship between the defendant's in-state activity and the litigation" for specific personal
jurisdiction.®

Previously, the Supreme Court had ruled in Bristol-Myers Squibb Co. v. Superior Court of California that there
must be a connection between the plaintiffs' claims and the defendant's activities in the forum state to support
specific personal jurisdiction.® Specifically, the Court (and thus all courts) must determine whether the claims
"arise out of or relate to the defendant's contacts with the forum."” If so, then the Fourteenth Amendment's Due
Process Clause is satisfied as exercising jurisdiction over the defendant is fair.

The defendant Ford argued that a causal link was required to exercise specific jurisdiction in accordance with
the Court's decision in Bristol-Myers. However, the majority opinion explained that Ford's interpretation of
Bristol-Myers was too narrow.® In arguing that a causal link was required for the exercise of specific personal
jurisdiction, the Court noted that Ford was ignoring the second half of the phrase "arise out of or relate to the
defendant's contacts with the forum" and that Bristol-Myers did not require a causal link between the
defendant's contacts with the forum and the cause of action.’

Although the Court did not adopt Ford's narrow view of Bristol-Myers, the Court noted that Bristol-Myers still
effectively shuts the door on forum-shopping plaintiffs. Indeed, in that case, the litigants were not residents of
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nor had sustained injuries in the forum state. The Court in Ford Motor Co. distinguished that example from the
instant case where the facts were completely distinguishable. In contrast to the plaintiffs in Bristol-Myers, the
plaintiffs in Ford Motor Co. were residents of the forum states, used the allegedly defective products in the
forum states, and suffered injuries when those products malfunctioned in the forum states.® "In sum, each

of the plaintiffs brought suit in the most natural State."**

Important to the Court's analysis was Ford's admission that it had engaged in substantial business in both
forum states, including advertising by billboard, TV, radio, print ads and direct mail, maintaining 36 dealerships
in Montana and 84 in Minnesota, and distributing replacement parts to its own dealers and independent

auto shops throughout both states.'? Given the substantial amount of contacts that Ford has within the forum
states, including selling replacement parts and providing facilities for the maintenance and repair of older Ford
vehicles such as the ones involved in the accidents at issue in the case, it is clear that the plaintiffs’ causes of
action "relate to" Ford's contacts with the forum.

TAKEAWAYS AND CONSIDERATIONS

This decision further clarifies the law on specific personal jurisdiction and the requirement that a claim "arise
out of or relate to a defendant's contacts with the forum" as established in Bristol-Myers. To establish specific
personal jurisdiction, a plaintiff must allege either that 1) the cause of action arises out of some action or
contact by the defendant in the forum state, or 2) that the cause of action relates to the defendant's contacts
with the forum state, which, as Bristol-Myers and Ford Motor Co. make clear, cannot be an illusory connection.
Rather, the defendant must have engaged in certain contacts in the forum state that truly have some relation
to the cause of action, such as serving a market in the forum state for the defective product.

For practitioners in the product liability context, the recent Supreme Court decision is significant because the
specific products involved in the cause of action do not need to have been designed, manufactured or sold
within the forum state in order for a state court to exercise jurisdiction. For general commercial litigators,
Ford Motor Co. is instructive as it clarifies that there is no requirement for a direct causal link between the
defendant's contacts in the forum state and the cause of action; it is sufficient that the cause of action relates
to the defendant's forum activities such that it appears that the plaintiff is suing in "the most natural State."

At first glance, it appears that the Supreme Court removed another potential obstacle to jurisdiction, and the
result may be that fewer lawsuits are dismissed for lack of personal jurisdiction. On the other hand, defense
attorneys can argue that the Court in Ford Motor Co. still sets a high bar to maintaining specific personal
jurisdiction, requiring a sufficient amount of contacts with the forum state to create more than an illusory
connection to the cause of action; the plaintiffs' claim must still relate to the defendant's contacts in the forum.

1592 U.S. __ , No. 19-368, 2021 WL 1132515, at *1 (U.S. March 25, 2021).
21d. at *3 (emphasis added).

31d. at *5.

41d.

°1d.

6137 S. Ct. 1773, 1776 (2017).

71d. at 1780 (quoting Daimler AG v. Bauman, 571 U.S. 117, 127 (2014)).
8 No. 19-368, 2021 WL 1132515, at *8.

91d. at *4.

101d. at *8.

Hd.

21d. at *6.
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Environmental Due Diligence Checklist for Construction Lenders

By Dianne R. Phillips

Environmental due diligence is a familiar part of underwriting for most lenders, but it takes on added
importance when construction loans are implicated, especially if the project involves demolition or renovation
of structures. Unanticipated construction costs, delays and/or environmental enforcement arising from
noncompliance have the potential to negatively impact a borrower's project development and loan repayment.
This checklist identifies topics for consideration by construction lenders.

PHASE | ENVIRONMENTAL SITE ASSESSMENT

The most common environmental due diligence report requested by lenders is a Phase | Environmental Site
Assessment report prepared pursuant to American Society for Testing and Materials (ASTM and now known
as ASTM International) Standard Practice for Environmental Assessments: Phase | Environmental Site
Assessment Process, E1527-13 (known as a Phase | or ESA). A properly prepared and timely Phase | can
be used to satisfy the U.S. Environmental Protection Agency's (EPA) "All Appropriate Inquiry” rule, 40 C.F.R.
Part 312, positioning a property owner (borrower) to claim eligibility under the Landowner Liability Protections
enacted as part of the 2002 Small Business Liability Relief and Brownfields Revitalization Act, the "Brownfields
Amendments" to Comprehensive Environmental Response, Compensation, and Liability Act (CERCLA).
Although lenders typically avoid direct CERCLA liability through application of the lender liability protections,
underwriting due diligence evaluating the borrower's potential risk is critical. Accordingly, since at least 2005
when the "All Appropriate Inquiry"” rule was first promulgated in response to the Brownfields Amendments,
lenders have typically required a timely and proper Phase | as part of its underwriting process. Where the
Phase | identifies the borrower as "user" most lenders also request a reliance letter.

ASBESTOS

A visual survey for suspect asbestos-containing materials (ACM), followed by sampling by a licensed
contractor for buildings subject to renovation or demolition activities, and an Asbestos Operations and
Maintenance Plan prepared for any structures with suspect or confirmed ACM that may remain post-
development. Disturbance of ACM during renovation or demolition requires special handling, permitting,
disposal, inspection and monitoring under state and federal law. Both owners (borrowers) and contractors
can be liable for noncompliance under applicable circumstances.

LEAD-BASED PAINT

A lead-based paint (LPB) survey, followed by sampling if appropriate, for buildings constructed prior to 1979,
and consideration of a Lead-Based Paint Maintenance/Abatement Plan for any structures with suspect or
identified lead-based paint materials depending upon construction plans. Disturbance of LBP during demolition
or renovation may require special handling, permitting, disposal, inspection and monitoring under state and
federal law depending on the specifics of the project. Both owners (borrowers) and contractors can be liable
for noncompliance under applicable circumstances.

HAZARDOUS BUILDING MATERIALS

Where demolition or renovation is anticipated, a survey to identify all potentially hazardous building materials
(mercury switches, hydraulic equipment, fluorescent lights, PCB-containing equipment, etc.) that may require
special handling during demolition, including universal waste and hazardous waste requirements. Although
typically a contractor requirement, owners can be liable in certain circumstances.
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RADON

Radon testing for 1) projects located in a U.S. EPA-designated Radon Zone 1 (average radon levels above

4 pico curies per liter or pCi/L, the EPA recommended action level), and 2) where properties have subsurface
occupied structures in Radon Zone 2 (average radon levels between 2pCi/L and 4pCi/L). Although radon
mitigation systems can be installed, anticipating these design requirements during due diligence is typically
preferred.

WETLANDS

Evaluation of the presence or absence of wetlands for areas subject to new development. Depending upon
the project, federal, state or local permitting may be required to address wetlands. Both owners (borrowers)
and contractors can be liable for noncompliance under applicable circumstances.

ARCHEOLOGICAL SURVEY

An Archeological Survey conducted by a qualified surveyor for new construction projects in areas of known
concern. Depending upon the project, federal, state or local permitting may be required to address discovery
of artifacts or other impacts. Both owners (borrowers) and contractors can be liable for noncompliance under
applicable circumstances.

ENDANGERED SPECIES SURVEY

An Endangered Species Survey conducted by a qualified surveyor for new construction projects in areas of
known concern. Depending upon the project, federal or state permitting may be required to address areas of
protected habitat and species (both plant and animal). Both owners (borrowers) and contractors can be liable
for noncompliance under applicable circumstances.

MOLD

Documentation issued by a qualified person of a visual-based opinion on the presence or absence of mold
for properties undergoing rehabilitation. Depending on the project, historic mold contamination and/or ongoing
concerns may impact development, especially housing projects.

STORMWATER MANAGEMENT

Construction sites often require stormwater permits and development of a Stormwater Pollution Prevention
Plan (SWPPP) under federal or state law. Although typically a contractor requirement, owners can be liable
in certain circumstances.

U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT (HUD)

For projects involving HUD (loans or grants), HUD environmental due diligence requirements including
compliance with the HUD Multifamily Accelerated Processing (MAP) Guide and HUD Environmental Review
Online System (HERQOS).

CONCLUSION AND TAKEAWAYS

Although each construction loan and project will have project-specific requirements, keeping these categories
in mind will aid in underwriting due diligence.
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About This Newsletter
B RAHAT

Information contained in this newsletter is for the general education and knowledge of our readers. It is not
designed to be, and should not be used as, the sole source of information when analyzing and resolving a
legal problem. Moreover, the laws of each jurisdiction are different and are constantly changing. If you have
specific questions regarding a particular fact situation, we urge you to consult competent legal counsel. Holland
& Knight lawyers are available to make presentations on a wide variety of China-related issues.
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