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1) Introduction

a) Over-reliance on traditional risk transfer through insurance and indemnification results in the false assumption that others, typically the lower-tier subcontractors who are least capable, are properly managing and financing risk.

i) Insurance, the primary risk finance mechanism, has become less comprehensive in recent years.  

(1) Insurance policy interpretations by the courts have broadened coverage beyond what was intended by insurers at the time the policies were underwritten, resulting in significant unanticipated losses.

(2) Insurers responded by specifically excluding coverage where claims and litigation have resulted in outcomes favorable to policy holders.

b) Typically, no single party accepts or exercises full responsibility over the entire development process, from conception, through design and construction, to completion and use.

i) Contracts are often drafted in a vacuum, each separate agreement (i.e., owner-architect, owner-GC, owner-construction manager, etc.) constructed without consistent application of risk management strategy to all applicable contract provisions within the agreement, or relative to the other agreements. 

ii) By some accounts, one in every three construction projects is over budget or behind schedule, or both.  Many, if not most, of these problems can be traced back to failures in coordination and communication.  

iii) Ultimately, the project owner is responsible for management and coordination of all phases of development.

iv) As a result of this method of transferring responsibility through insurance and indemnification, and the lack of overall coordination and project management:

(1) Project delays and defects result in defensive posturing and finger-pointing that is counter-productive to the timely, efficient and effective resolution of the problem; and
(2) Losses often translate into un- or under-insured claims.

c) The alternative is the creation and implementation of a proactive and comprehensive risk management strategy.
i) A formal process must be implemented to identify the risks associated with each phase of development, from conception through completion.
ii) A plan for allocating the risks must be established and consistently implemented, tying the management and financing of each risk to the party or parties who are best situated to effectively control the risk.
iii) Insurance as a method of risk transfer is an effective part of the overall risk management strategy, but must accompanied by other methods of loss control and mitigation.
2) Risk Identification

a) Arguably the most important step in the development of any risk management effort is the identification of potential risks and the quantification of their impact on the project.  The following is a breakdown of just some of the factors that may influence the likelihood of various types of risks and the potential impacts of those risks.

i) Project Type and Size - including the occupancy or mixes of occupancies within the project and the proposed end-user of the finished product.
(1) This analysis may lead to risk allocations for parties post-construction, including property managers, unit owners and owner associations for both residential and commercial condominiums, etc.

ii) Project Site

(1) Issues related to weather (cold, rain, etc.).
(2) Environmental Concerns:
(a) Resulting from previous land use or the migration of pollutants from adjacent properties.
(b) Related to weather conditions during construction, such as mold.

(3) Project location relative to adjacent buildings, pedestrian and vehicular traffic, movement of equipment and materials to and from the site.

(4) Natural and man-made physical considerations such as geological factors, proximity to earthquake faults or exposure to wind-storms.

iii) Project Participants and Materials

(1) The experience of design, construction and management professionals, relative to the type of project.

(2) Timely availability and delivery of necessary materials and project components.
(3) Predictability of the costs associated with the design, as well as the project labor and materials.

(4) Delays in the identification, notification and resolution of design or construction problems.

iv) Project Delivery Method

(1) General contractor / subcontractor

(2) Multiple prime

(3) Construction management

(4) Design-build

(5) Various combinations or permutations based on the specifics of the project or the preferences of the parties involved

v) Political – including entitlement delays, changes leadership within municipalities or their building or entitlement departments, changes to building codes or their interpretation or application, public opposition, labor disputes, etc.

vi) Scheduling – must be realistic and flexible.

vii) Legal – determination of the enforceability of contract provisions, including indemnifications, the alignment of insurance to indemnification obligations, the insurability of punitive damages, interpretations of insurance contracts and their applicability to specific loss circumstances.

viii) Project Financing

(1) Reliability of funding sources (i.e., government funding, charitable donors, investment partners).

(2) Requirements of commercial lenders.

b) Proper identification requires the input of individuals knowledgeable in all applicable areas including design, construction, legal, finance, public/government relations, and insurance/risk management. Once identified, risks can be dealt with appropriately.

i) Risk avoidance, where possible.

ii) Allocation of risks to the party or parties best suited to manage and finance them.

(1) Effective risk transfer through proper contract terms and conditions.

(a) The adoption of appropriate loss control and safety policies and procedures.

(i) On-site control of risks.

(ii) Standards and protocols to be implemented by all project participants;

(iii) Duties in the event of an emergency or loss.

(b) Procurement of adequate insurance, applicable to some or all of the project participants.

(i) Identification of appropriate types of coverage and limits.

(ii) Determination of appropriate deductibles or retentions, based on the ability of the responsible party to finance.

(2) Appropriate efforts at the time of a loss to mitigate the potential impact on project timelines, finances, insurance coverage and public image.

3) Risk Allocation

a) The three fundamental principles of risk allocation have been described as follows
:
i) No party to the engineering-construction process should be expected to assume risk disproportionately greater (when considered in terms of probability and magnitude of potential loss) than that party’s reasonable opportunity to profit from the transaction.

ii) With respect to any project, it is the owner who bears the residual risk; that is, the consequences of the failure of any risk transfer device to function as intended.  Examples are the insolvency of the contractor, the denial of coverage by its insurers, and the enforceability of contractual risk transfer efforts.

iii) Subject to (a.) above, risk should generally be borne by the party best able to control the particular risk or to insure against it.

b) Effective risk allocation, and therefore effective risk transfer, is dependent on the proper identification of duty, liability, and the ability to discharge that duty.

i) Any construction of contract provisions that looses sight of this alignment may ultimately defeat the intended purpose.
c) The risk allocation strategy must be implemented consistently:

(1) Among the various parties, including the owner, designers, general contractor(s), subcontractors, and material vendors and suppliers; and
(2) Within the various provisions of the contracts including, but not limited to:

(i) Indemnification provisions;
(ii) Limitation of liability and exculpatory clauses;

(iii) Insurance and surety bond requirements;

(iv) Waivers of subrogation;

(v) Security, safety and loss control requirements; and

(vi) Liquidated damages provisions.

4) Loss Control and Mitigation as a Compliment to Indemnification and Insurance

a) Compelling reasons for broad risk management strategy beyond insurance and indemnification:
i) Threat of litigation – the benefit of developing your defense at the same time you develop your building or project.

ii) Limitations of insurance coverage
(1) Policy exclusions, limits, sublimits, deductibles or retentions, availability to subcontractors.

(a) Faulty workmanship – faulty work itself is not covered by commercial general liability completed operations coverage, but resulting damage may be covered.
(b) Mold – excluded by CGL policies.  Coverage is available through specific an environmental policies such as a project specific environmental liability policy or a contractors pollution liability policy. 

(c) Design error – excluded by CGL policy.  Coverage must be obtained via professional liability (errors & omissions) policies:

(i) issued on behalf of each design firms;

(ii) a project specific policy, typically purchased by the owner, issued on behalf of all designers providing services to the project.
iii) Insurance underwriters reward those implementing formal, proven, effective loss control techniques.

b) Effective Loss Control Techniques

i) Entity structure – LLC’s, LP’s, SPE’s – how much protection do they offer?

ii) Peer Review

(1) Plans and specifications

(2) Materials and systems

(3) Construction

(a) Grading

iii) Construction Quality Control

(1) Establish robust QC program, utilizing third party consultant to develop and monitor, if necessary

(2) Now-required for many OCIP/CCIP programs

iv) Residential Development Considerations

(1) Purchase and sale agreements

(a) Alternative dispute resolution

(b) Right to repair provisions; inspection rights, etc.

(c) Clear and definitive inspection and maintenance requirements

(d) Express warranties

(2) HOA and unit owner relations
(a) Turnover procedures

(i) Maintenance manuals

(ii) Premises walk-throughs

(b) Customer service protocols

(i) Warranty repair procedures

(ii) Special procedures for high-risk issues

(iii) Litigation prevention claim handling
(3) Record retention
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