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Pricing Risk in (and Out of)
Construction Projects

BY WALEAD ATIVEH

isk identification, pric- Two of the most common

ing and management approaches to pricing risk are on

arc inherent parts of the an activity-by-activity basis, or as

construction industry, yet an overall percentage or lump sum

there is often confusion addition to the estimate. Pricing

on what risk is and then is usually governed by the estimat-
inconsistency on how risk is priced ing team’s perception of various
and managed. project or activity risks, and then

by management's dual desires of
avoiding a loss on a project and
avoiding pricing themselves out
of bid contention b)‘ Jdding oo
much risk contingency.

Too often, management changes
the markup or contingencies
within a proposal based on an



CONSTRUCTIONEXECUTIVE | MaY 2018

o
=

SPECIAL SECTION:
CONTRACTORS' GUIDE TO THE EOTTOM LINE

Example of a Risk Register

Risk Potential Mitigation Likeliness to Docur Mitigation Detall Total Risk
Description Impact Expasure
Add Duality Manage at
55 Bid Execution
Major
Matartals Risk $30,000
Material subjact | 3% incraase b £ X The project schadule dossn't | 30,000
to escalation in maxtarial; prowicks for maianial relaass
due to notbaing | matenal valsad umtil kaar, but tha risk i
ordered wmtil at §1 milkon = manageable. Can camy
late in project $30,000 rigk a parfion of the exposura
schedule. and manage at contract
exacution by seeking sarly
material relaazs.
How Risk Dollars Are Allocated in a Risk Register
Total Risk EXposung Risk In Bass Estimate Risk In Contingency Total Risk Carriad REsK Uncoverad
£30,000 g0 £15,000 £15,000 §15,000

intuition or a method that varies
depending on the proposal process
and the pcup|: invalved. Further,
this variation often overlooked
during the bid turnover phase
when the estimate team hands off
the bid to the post-award team.
The pnsl:—awa.rd team is left to

put in place its own methods for
mitigating risks that may not have
been identified during the pro-
posal stage.

Without a consistent method,
traceability of the risk carried within
an estimate can be misallocared
during the conversion to a project
budget. This failure to trace the
risk from the estimate through the
turnover and startup phase of 2
praject can lead to confusion, and
worse yet, a failure by the project

team to mitigate a risk identified at

the estimate stage.

Risk Assessment

A consistent risk management
process begins with a risk assess-
ment. Many contractors consider
how risk}' a project is before
expending the resources to esti-
mate and price it. In this scenario,
many contractors perform a formal
stape-gate process. Factors that can
be considered include the dient’s
reputation, the resources available
to both estimate the work and per-
form the work, as well as the size
and locarion of the project.

Once a contractor has decided
that the risk profile is acceptable
for bidding. a detailed risk assess-
ment can be performed. This risk

assessment is often contained in a
risk register, which is created carly
in the project estimate stage and is
shared with project stakeholders.
It also serves as a document that
can be transmitted to the projece
management team.

It is helpful to have a pre- deter-
mined set of criteria to help manage
the risks identified. The informa-
tion in a risk register also includes
severity of the risk, ]:lcussib|c miti-
gations and a quantification of the
risk. Possible cateporics in a risk
register include:

# client/owner issues;
* CONITAct TErms;

* insurance;

* bid documents;

* peotechnical;

* environmental;



* performance;
schedule impact;
labor;
quantirics;
major materials;
cnginccn:::l equipment;
subcontractor performance;
and
* peneral project risk

Mot all these risks will apply.
and contractors should select the
appropriate categorics based on the
work to be performed. It is ideal to
build a risk register in a spreadsheet
format in order to easily convey the

information to project stakeholders.

Analysis of Risks Identified
When analyzing an identified
risk, consider the potential
impact, how likely it is to occur
and possible mitigations. The
potential impact should quan-
tify in time and money what the
extent of the risk is.

For cxample, an estimator has
identified a material order valued at
%1 million thar cannot be released
early and is subject to price vola-
tility or escalation. That escalation
can be as much as 3% ($30,000)
over the life of the project. The
possible escalation would be iden-
tified as a delta to the estimate for
that item, and then quantified as a
potential impact.

Then the estimator would assess
how likely that is to ocour. It is
ideal to have a scale thar ranks the
likeliness of the risk occurring as
low, medium or high {or a similar
numeric scale).

Risk Mitigation Plan

After identifying the risk, quan-
tifying the impact and assessing
the likelihood of it nccurring, a

‘ Risk is about uncertainty.

By putting a structure around
the uncertainty, risks can be effectively
managed and project goals can

be reached.

mitigation plan can be developed.
Typically, mitigation plans fall
into at least one of the following
three categories: add money to
the estimate, qualify the bid or
manage at execution.

The possible mitigation and the
derail for it should be conrained
within the risk register for com-
munication and traceability.

The risk register should be
reviewed with management at the
bid review stage, and an agreed-to
amount to be carried within the
bid should be identified. It is
passible to cither embed the risk
within the estimate cost of the
actual estimate activity, or treat it
as a contingency item. However, it
is important to identify the risk in
the repister, as well as the location
of any monies allocated to cover
that risk to avoid possible duplica-
tion in both the estimate acrivity
and in the contingency.

The risk exposure of 330,000
is carried over from the poten-
tial impact. In this example, the
estimator has chosen not to carry
any money in the base estimate
and to allocate half of the expo-
sure in a contingency bucket.

The estimator chose to carry only
half of the exposure as it likely
can be mitigated by managing it

at execution, and then carrying a

smaller amount in contingency for
the project. Therefore, the total
risk exposure is $30,000, and half
of that is uncovered.

Identifying uncovered risk is
vital from a pricing perspective. If
there is too much uncovered risk,
then the proficabilicy of a proj-
ect is at risk {and in a doomsday
scenario could become a losing
project). However, if all risk is cov-

ered (no uncovered risk), then the
project could be bid too high.

Review and Monitor Risk

The project risk register should be
continually reviewed during the
life of the project and updated by
the project team. Risk is about
uncertainty. By putting a structure
around the uncertainty, risks can
be effectively managed and project
goals can be reached.

Further, as the risks occur, the
risk register provides an agreed-
upon thought process and plan.
This climinates guesswork—
minimizing risks and providing
opportunitics to capture addi-

tional proft. [#€

Wialead Atiyel is associate
director of Maxim Consulting
Group, Englewood, Colorade.
For more information, visit
maximoensulting.com.
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