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Risk Management

Thereisincreased scrutiny by managers over how money is spent. Contractor s must
be awar e of the constant mar ket changing demands both locally and regionally.

These complex interrelationships are solved through,

(1) communications, and

(2) through computations.

Evervthing is connected, and risk is anticipating that connection.

“Risk isthe potential variance from expected returns’ isa pithy definition from Dr.
Harry Markowitz, Nobel Prize for Economics.




The pragmatic assessment of risk by a contractor isvital to stay in business.
Cartoon from Rose, Walker LLP, Trial Attorneys, American Way, February 1, 2008.



Theincreased lossesincurred in construction by ownersand contractors have
exposed both of them to the increased expedient of resolving most construction
disputesthrough arbitration, mediation or litigation.

In the recent past, ownersran risk-free projectsfor themselves by dumping all the
responsibilities on the contractor. Ownersused exculpatory clausesfor everythingin
the project that had any remote possibility of risk (such as, underground conditions,
substandard designs, flawed specifications, wild price increases for materials, etc).
The contractor used to accept therisk in exchange for a reimbursement for taking
that risk.

Today, knowledgeable contractorsare no longer willingto take all theriskswhile
being limited to a guaranteed fixed price. Now they are aware that they can recover
losses that are theresult of an unfair contract condition.

Therole of the RPR (RE) isdelicate: they are entrusted to protect the owner and the
A/E from risk of claim losses. However, it isa basic principlethat (1) all risks
rightfully belongs to the owner, unless he transfer them to others through fair
compensation,

and, (2) risk can only be transferred to a firm that has the knowledge to assume that
risk and control or minimize it.




Thelogic flowchart
for
risk decisions.




Risk Management.

Managing risk means the minimizing and the sharing of risks. It does not mean
passing them off to somebody else. So that in essence, managing risk means,

1. Minimizing therisk, regardless of whoserisk it is; and
2. Equitably sharing of risks amonq the various project participants.

During the Pre-Construction Conference all the parties present must discussthe
assignment of risk to all of the participants. Theseincluderisk responsibility,
assumption of risk and the allocation of risk. Each party must decide;

1. What levelsof risk arerealistic to assume?

2. Who can best assume each risk?

3. What levelsand kinds of risksare properly and most economically
passed on toinsurance carriers?

Risk isproportional to the unknown future. Everybody that livesan ordinary life
Isinvolved in managing risk. For example, when you came to school today, you
assumed all therisks of the round-trip, such astraffic accidents, getting
salmonella from your favorite fast food store, etc.



Definition of Risk.

Risk isthe variation in the possible outcomes that exist in nature in a given situation.

Risk isa property of an entire probability distribution.
Thereisa separate probability for each outcome.

Both risk and probability have both objective and subjective inter pretations. A
contractor may have made false assumptions of therisk based on faulty data (this
ISa subjective case). | ncorrect estimates come from decisions made on false
premises. Risk manager s must constantly improve their assumptions by gathering
good data (increasethe objective case). Even with perfect data, risk decisonsare
difficult.

Uncertainty isthe person’s conscious awareness of the doubt of his (or her) ability
to predict which of the many possible outcomes of each risk.



Categories of Risksin Construction.

Risk isalwayspresent in life, but in construction it isat a much higher level. The
principal categoriesare:

1. Construction-related risks;

2. The physical risks of subsurface conditions,
3. Contractual risks;

4. Legal risks;

5. Performancerisks,

6. Economic risks;

7. Publicrisks;

8. Political risks.

It ishard to quantify each risk by assigning a percentage expectancy. The range of
risk isalso in question. One extreme solution (popular with owners) isthat the
contractor isgiven all therisks. Thistrandatesinto a very expensive construction,
because in essence, the contractor isacting astheinsurer of the owner.

Theother extremeisfor the owner toretain all therisks (with a good team of
engineers), which resultsin lower bid prices, because the owner isin essence, self-
insured.



3. Contractual Risk.

The common structure of contractual provisions legally allocates the construction
risksto the owner, designers and contractor.

1. All risksarerightfully those of the owner unless and until contractually
transferred to (or assumed by the contractor, or an insurance underwriter, in
exchangefor afair compensation.

2. The principal guidelinein determining whether arisk should be sotransferred is
whether the receiving party has both the competence to assess therisk fairly and the
expertise necessary to control or to minimize it. An additional guidelineisthe

deter mination of whether the shift of therisk from the owner to another party will
result in a savings to the owner and the public.

The construction Specifications (General Conditions) aretheinstrument for
specifying therisk allocation for the construction phase, and the Agreement
specifiesit for the design phase.



Exculpatory Clauses of Contractual Risk.

An exculpatory clause isone that attemptsto shift arisk from one party to another.

Contractorsmust read the contract very carefully to detect exculpatory clauses,
because these represent consider able hidden costs.

For example, a very common method of an exculpatory clause that shiftsthe A/E’s
errorsand omissionsto the contractor by using thislanguage:

“If the Contractor, in the cour se of thework, becomes aware of any claimed errors
or omissionsin the General Documents, it shall immediately notify the Engineer. The
Engineer will then promptly review the matter and if an error or omission isfound,
the Engineer will advise the Contractor accordingly. After discovery of an error or
omission by the Contractor, any related work performed by the Contractor shall be
doneat itsown risk unless otherwise authorized in writing by the Engineer”.

| n essence, the Owner saysthat any work done by the Contractor from faulty
drawingsor specificationswill not be paid!



Hereisanother example of an exculpatory clause,

“The Contractor shall give noticesrequired by law and shall comply with all laws,
ordinances, rules, and regulations pertaining to the conduct of thework. The
Contractor shall beliablefor all violations of the law in connection with work
provided by the Contractor”.

In essence, what the above clause really meansisthat the Contractor will be held
liablefor violations of the law, even though these violations were the result of building
the project in accordance with the plans and specifications that were prepared with
elements that violated the law. The Contractor istherefore held liablefor the errors of
thedesignersin not following thelocal or applicable lawsin the drawings and
gpecifications. Thisexculpatory clause shiftsthe design risk from the designersto the
Contractor.
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