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COOPERATIVES AND CONDOMINIUMS

Protecting Board Members
From Personal Liability

ew York case law affords co-op and

condominium board members, in their

capacity as such, broad protection from

personal liability, including the liberal

application of the business judgment
rule! and stringent requirements for the imposition
of tort liability.? In addition, statutes can protect
board members from liability. However, statutory
protection is not automatic; it must be included
as part of the co-op or condominium’s governing
documents. Similarly, insurance coverage can offer
protection, but it must be purchased and its terms
complied with.

This column discusses statutes, cases and
insurance that protect board members from
liability for their actions in the course of board
service, updates previous articles dealing with
board liability and insurance® and analyzes recent
legislation and case law. This column also makes
recommendations to boards and managers as to
how to avail themselves of statutes and insurance
that can protect board members.

Indemnification

Business Corporation Law (BCL) §§721-723
permit co-ops, most of which are organized
under the BCL, to indemnify board members or
officers who, by reason of board service, are sued
in a civil or criminal proceeding.* The New York
Condominium Act permits condominiums to do
likewise.?

Board members and officers should be
indemnified against judgments, fines, amounts
paid in settlement and reasonable expenses,
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including attorney’s fees, if they acted in good
faith, for a purpose they reasonably believed to
be in the co-op or condominium’s best interests
and, in criminal proceedings, had no reasonable
cause to believe their conduct was unlawful.
Indemnification provisions should also require
the co-op or condominium to advance defense
costs.

Indemnification provisions are typically found in

While co-ops and condominiums
cannot prevent board members and
officers from being sued, they can take
steps to maximize their protection
from personal liability.

by-laws, but may also be in a co-op’s certificate of
incorporation. If the provision is in the certificate,
BCL §803 requires that amendments normally
be authorized by both a majority of the board
and shareholders.% Further, under BCL §725(d),
amending by-laws regarding indemnification of
directors or officers requires written notice to
shareholders specifying the action taken.’

Eliminating Personal Liability

BCL §402(b) permits co-ops to include in
their certificates of incorporation a provision
eliminating personal liability of directors to the
co-op and its shareholders for damages for breach
of a duty owed to them.® Recent case law confirms
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that courts will enforce such a provision. In Glazer
v. Grossman,’ the Appellate Division, Second
Department, unanimously affirmed summary
dismissal of breach of fiduciary duty claims
against directors for settling claims against the
corporation’s former consultants, holding that
the directors were shielded from liability by
the exculpation included in the corporation’s
certificate of incorporation.

Therefore, for co-ops, if a certificate of
incorporation does not exculpate directors from
personal liability, it can and should be amended to
do so. For condominiums, the act permits bylaws
to provide for such exculpation.!’ If no exculpatory
provision is included, the by-laws can be amended.
However, this generally requires a two-thirds vote
of unit owners, in interest, which may be difficult
to accomplish.

Retention of Experts

BCL §717(a)(2) permits co-op board members to
rely on the advice of professionals or persons whom
they believe have expertise in the matter at issue
in performing their corporate duties. Directors
are free of personal liability for actions taken in
reliance on such advice.!! The Court of Appeals
in Levandusky v. One Fifth Avenue Apartments
Corp., expressly held that BCL §717 also applies
to condominium boards.!? Importantly, even if
the advice relied on is ultimately determined to
have been incorrect, exculpation from personal
liability is unaffected.!

Agreements

Neither the BCL nor the act prohibits exculpation
of board members and officers from liability for
agreements made by the co-op or condominium.
Where clear exculpatory language eliminating
personal liability is included in such agreements,
courts should dismiss contract claims asserted
against board members or officers.!
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For example, in alteration agreements between
apartment owners and co-ops or condominiums,
eliminating personal liability of directors and
officers should be enforceable. Courts consistently
enforce provisions in such agreements exculpating
co-op and condominium entities from liability.!®
Therefore, there should be no judicial hesitancy
to enforce provisions exculpating board members
and officers.

Provisions by which apartment owners
indemnify co-ops or condominiums and their
board members and officers, including for legal
fees, in connection with work that is the subject
of the agreement are typically included in such
agreements. However, statute and recent case law
teach that careful drafting is required in order to
render these provisions enforceable.

General Obligations Law §5-321 prohibits
exculpation of liability by a lessor in agreements
relating to operation of the building.!® While it
is not clear from the statute that apartment
alteration agreements are subject to its provisions,
a 2010 decision by the Appellate Division, Second
Department, held that enforceable indemnification
provisions in leases and alteration agreements
protecting the co-op (i.e., the lessor), must
expressly exclude indemnification for lessor’s
negligence.!”

Further, in Gotham Partners, L.P. v. High Riv.
Ltd. Partnership, the Appellate Division, First
Department, held that a broad indemnification
provision in an agreement which includes legal
fees must explicitly and clearly state its intention
to cover an award of fees resulting from a claim
between the parties, not only fee awards resulting
from claims by third parties.!®

D&O Insurance

Directors’ and Officers’ Liability Insurance (D&O
insurance) is critical in protecting boards, their
members and officers and co-op and condominium
entities from liability for defense costs and damage
or liability awards for claims related to board
service.

Boards are typically composed of unpaid
volunteers who are exposed to claims of
mismanagement, misrepresentation, misuse of
funds, improper allocation of resources, conflicts
of interest, breach of fiduciary duty or wrongful
termination. To encourage qualified people to
serve on boards, co-ops and condominiums should
purchase D&O insurance so that board members
and officers do not put their personal assets at
risk for a liability related to board service. While
indemnification may accomplish the same goal,
in the event of a lawsuit indemnification requires
the co-op or condominium to fund payment of

defense costs or a judgment out of the entity’s
assets. The typical co-op or condominium may
not have budgeted funds for this purpose and
may therefore be required to either borrow money
(which is difficult for condominiums) or assess
apartment owners, including the board members
or officers being sued.

Therefore, a prudent way to protect board
members as well as the financial interests of all
apartment owners is purchasing D&O insurance.
Co-ops can purchase D&O insurance for the entity
and its board members.!” Condominiums can
purchase such insurance under their reserved
powers to manage and operate the building.?
Boards should also consider purchasing an
umbrella policy to supplement D&O insurance.
Litigation expenses and judgments can be costly,
and layering, through the use of an umbrella
policy, is a prudent economic way to enlarge
coverage limits at a relatively low cost. It is
also good practice to use an insurance broker

D&O insurance should be as broad as
possible and cover past, current and
future board members, the board as
an entity, persons who serve on board
committees, and the entity itself.

knowledgeable as to the structure of co-ops and
condominiums and how to efficiently maximize
D&O insurance coverage.

D&O insurance should be as broad as possible
and cover past, current and future board members,
the board as an entity, persons who serve on
board committees, and the entity itself. It is also
common for property management agreements to
require that managers be included as additional
insureds on D&O insurance. Coverage should
include litigation defense costs. Indeed, perhaps
one of the most valuable components of D&O
insurance is the duty-to-defend provision. If any
claim made against the insured “arguably arise[s]
from covered events,” the carrier is “required to
defend the entire action.”?! Once the duty-to-
defend is established, the carrier either assigns
counsel or proffers a list to the insured to chose
from.?? Choice of counsel is important because
co-op and condominium claims raise distinct
and unique issues. As such, it is imperative for
assigned counsel to have a thorough knowledge
of this area of law.

A carrier may defend a claim but reserve the
right to disclaim liability by a “Reservation of
Rights” or “Disclaimer” letter. However, where
defense counsel’s duty to the insured requires that
liability be defeated on any ground and the duty to

the carrier requires that liability be defeated only
upon grounds that would not render the carrier
liable, a conflict of interest arises and the insured is
entitled to independent counsel whose reasonable
fees must be paid by the carrier.??

Exclusions limit the protections of D&O
insurance. A common exclusion is for claims
based on property damage.?* If the D&O carrier
invokes such an exclusion, directors may still
be indemnified by the entity, if the governing
documents so provide. Other typical exclusions
include libel, slander, invasion of privacy and
environmental pollution. However, these claims
may be covered by the entity’s general liability
insurance. Further, claims based on contracts with
third parties are generally excluded, unless the
insured would have been liable in the absence of
a contract. Proprietary lease disputes and related
breach of duty claims are generally covered by
D&O insurance.

A sine qua non of D&O insurance is timely
notification of a claim to the carrier. A typical
policy requires notice when the “first notice
of claim” occurs. However, the term “claim” is
not clearly defined. One appellate court defined
a claim as “an assertion of legally cognizable
damage, which is capable of being defended and
settled.”” More recently, another appellate court
held that a letter that did not demand payment
nor advise that legal action was forthcoming did
not constitute a notice of claim.?

Notwithstanding these ambiguities, prompt
notification to the carrier must be given. In 520
East 86th Street Inc. v. Firemen'’s Insurance Co. of
Washington, D.C.,*" notification to the insurance
agent who procured the policy, instead of to the
carrier, was deemed an omission that, absent a
reasonable excuse, discharged the carrier from
its duty to defend and indemnify. In 2008, New
York enacted legislation prohibiting carriers from
denying coverage due to late notice, unless the
delay “materially impairs” the insurer’s ability to
defend the claim.?® However, this statute does
not apply to claims-made policies. Because D&O
insurance is generally written on a claims-made
basis, this legislation will not benefit most co-ops
and condominiums.

Therefore, strict compliance with notice
provisions remains essential. When in doubt, it
is prudent to submit notice of a potential claim to
the carrier in order to preserve rights under the
policy, even if the claim appears to be baseless
or covered by another insurance policy.

New York law prohibits, as against public
policy, insurance and indemnification from
covering personal liability of board members for
willful and intentional acts and punitive damage
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awards.? In addition, neither indemnification
nor D&O insurance can protect board members
from personal liability for criminal acts, including
criminal sanctions that are penalties for non-
compliance with housing-related laws that apply
to co-ops and condominiums.*

Recommendations

While co-ops and condominiums cannot prevent
board members and officers from being sued,
they can take steps to maximize their protection
from personal liability. Boards should review their
articles of incorporation and by-laws. If they do
not contain an exculpation from personal liability
and broad indemnification to the fullest extent
permitted by law for board members and officers,
they should be amended to so provide in the
manner required by applicable law. D&O insurance,
broad in coverage and adequate in amount, should
be purchased, premium payments timely made
and notice of claim given to carriers at the earliest
point possible. While neither statutes nor D&O
insurance can fully protect board members from
personal liability, they represent the best effort
that co-ops and condominiums can make.
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