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Solid investment
Asia’s demand for infrastructure is growing, as is
the need to manage many related risks factors

T

he rise of Asia as an economic powerhouse has seen an
explosion in the continent’s appetite
for infrastructure. The Asian Development Bank (ADB) estimates that about
US$750bn worth of new infrastructure
investment will be needed each year
until at least 2020 to meet the cost
of building power plants, roads and
water systems, as well as information,
communication and telecommunication networks in the region.
Every day across Asia, 20,000 new
dwellings, 250km of new roads and
six million additional litres of potable
water are needed to maintain the
region’s growth rate, according to the
ADB. So it is no surprise that many
large, complex and technically
demanding projects are being carried
out across the region in a variety of
sectors. There are energy, transportation and mining projects, as well as
power and utilities projects in electricity, gas, telecommunications,
water and even nuclear power generation. Then, there are social infrastructure projects in defence,
education, healthcare, prisons, social
housing and waste management.
They all enter the realms of engineering, finance, politics and public
policy and require the effective
management of a multitude of risks.
These risks can be controlled in
several ways – they can be assumed,
laid off, priced, refused, shared and/
or insured against – but it is essential
that they are accurately assessed at
the outset of a project. Infrastructure
projects requiring extensive capital
investment are often high profile,
high value and politically important,
demanding stability of long-term
financial performance throughout
their lifecycle. The opportunity to
manage risk efficiently decreases as
the project lifecycle advances (see
box overleaf ), although a complicating feature of the planning and

design phase is the complexity of collaboration between multiple stakeholders. Nevertheless, it is imperative
that risks be addressed early in the
project lifecycle and appropriate risk
management strategies be discussed,
consulted and applied as each risk
is identified before any agreements
are signed.

Types of risk

Some of the major risks that are applicable to large projects include completion and delay risk, environmental
risk, industry sector risk, natural
hazard risks, performance and technology risks, property damage and/or
liability arising out of construction,
and supply chain risk. There are also
more general risks such as lack of a
structured risk management framework or transparency in key decision
processes, as well as legal, regulatory
and contractual risks.
Political risk analysis is arguably
the most vital part of investment due
diligence and planning, owing to
legal, political and regulatory uncertainty in areas such as foreign-ownership restrictions, capital controls and
partnership terms. Infrastructure
projects are particularly vulnerable to
these risks, which can appear with
little warning at any point along the
lengthy planning and construction
timeline of a project. If these risks are
not adequately managed, the result
can be costly, unproductive delays
– even project abandonment.
Indeed, political risk has been “a
hot topic in Asia of late”, as interim
chief executive officer of Lockton
Companies Singapore Peter Jackson
explains. “Incidents affecting commercial operations in Thailand, Vietnam and Myanmar, and the South
China Sea tensions, have all hit the
press. Companies are becoming more
aware of regional political risk, the
need for sound crisis management and
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related insurance coverage. But experienced Asian operators also know
this has been part of the general commercial landscape for decades. After
all, the emerging economies in SouthEast and East Asia do not bring profit
without a certain risk profile.”
Jackson points out that large-scale
infrastructure projects are increasingly becoming cross-border in
nature. “Chinese, Middle Eastern and
European investors are now taking an
active role in major projects, such as
the Sarawak Corridor of Renewable
Energy,” he says. “The money involved
is staggering – some US$30bn for that
project alone. Businesses want their
investments protected. Regional disputes and social and political volatility are, of course, areas for concern.
There is a lot at stake.”
As a result, Jackson says, political risk insurance, once seen as
“nice to have”, is now becoming a
“must-have”.
“It’s hard to relocate a hydro dam
if things start to go wrong,” Jackson adds. “No one enjoys having to
explain to a board of directors how
and why your factory or aluminium
smelter just got nationalised.” The
involvement of international businesses in regional projects is also
driving a change in corporate culture
throughout Asia. The extra-territorial
reach of the US judicial system, for
example, is having a profound effect
on corruption, money laundering
and corporate governance.

‘There is a far greater
need for commercial
transparency’
Peter Jackson,
Lockton Companies Singapore

Jackson says: “Senior management
and company boards have now found
themselves liable for the way business
is conducted. There is a far greater
need for commercial transparency
and best-practice procurement and
pitching than ever before with associated directors’ and officers’ insurance to protect board members from

litigation brought on by volatility of
new markets and new risks.”
As countries seek to repair, replace
or build infrastructure, they are
increasingly looking to the private
sector to help finance the significant
investment required. Banks, consultants, developers, infrastructure funds
and other players are involved in this
mix, and project bankability is the
name of the game. This depends on
a number of factors, including construction risk, contractual risk, currency risk, economic risk, operating
risk, regulatory risk and revenue risk.
Furthermore, the dislocation
between infrastructure demand in Asia
and funding challenges from commercial banks has created an opportunity
for a number of government-backed
development, export-import and multilateral financial institutions to take
lead financing roles.

Sponsor challenges

Head of Marsh Asia-Pacific Martin
South says that the emergence of new
players in project financing in recent
years has created challenges for
project sponsors. “Development
banks, state-backed infrastructure
funds and other public entities are
entering the picture, increasingly as a
lead partner rather than merely
a loan syndicate participant or
guarantor,” South says.
“In addition to a shifting lending
environment, the risk landscape has
also changed with political risks, such
as expropriation, nationalisation and
sovereign non-payment now topping the agenda given the long-term
nature of infrastructure projects.
Now project sponsors must go to
great lengths to differentiate their
approach to risk management and
provide comfort around the project’s
bankability. Asia is in desperate need
of infrastructure investment. It’s
now a question of refining an engagement strategy to access funding from
these new players in the mix.”
Infrastructure project lenders and
investors are heavily reliant on project
completion and successful operation
to facilitate loan repayments. This
equates to a high degree of unpredictability around future risks, especially

in the region’s emerging markets. The
risk of non-completion is seen to be
stronger in these markets than other
jurisdictions owing to uncertainties
created by evolving political and sovereign risk environments.
Regional director of Aon’s construction, power and infrastructure
specialty practice in North Asia Brian
DeBruin believes another huge risk
factor stems from the method of pricing contracts. “Prices, particularly for
fixed-price contracts, are not necessarily subject to modifications solely
because of changes in costs,” he says.
“This puts most of the price risk onto
the contractor. However, with the
shortage of workers stressing project
budgets, contractors are increasingly bidding jobs requiring a fixed
price with larger contingencies. Project sponsors are increasingly seeing
that a way to mitigate this is to utilise
target cost contracting where possible
to incentivise contractors to bring in
projects within cost budgets.”
As DeBruin explains, the scope of
work and design might not be completely clear in a complex project.
“In a fixed-price contract, this can be
extremely costly to both the contractor and the sponsors,” he says. “Target
cost contracting aids these situations
because it requires the stakeholders
to make the best estimate of project
costs, but then have a sharing mechanism, so if you go over the target,
you’re then sharing in that pain. On
the other side, there is an equal incentive to keep under the target so each
party may benefit from the savings.”
Environmental sustainability is
becoming an increasingly important
part of major project management,
DeBruin points out. “It is already a
big part of projects in developed markets and it is stressed in other markets
where I see foreign participants from
developed markets going,” he says.
“But this is mostly because they are
used to their home country requirements, so they have a higher awareness. In terms of actually utilising
insurance to fund these potential
environmental liabilities, we haven’t
really seen too much of it because this
type of litigation is not prevalent in a
lot of areas in Asia.”

However, as Lockton’s Peter Jackson cautions, “companies in this business that make mistakes can expect
considerable financial and reputational damage and increased regulatory oversight”.
The impact of climate change
on infrastructure assets is another
related risk that, if not mitigated, can
leave major developments exposed
to increased long-term physical risks.
The Marsh report Sustainable Infrastructure – Weathering The Storms,
advises that the sustainability of infrastructure assets should be assessed
at the project inception stage and
throughout the asset’s lifecycle.
However, many investors have
yet to build climate change into their
risk models, and the report suggests
that they undertake wider climate
change risk due diligence and more
effectively manage force majeure
risks in a long-term economically
sustainable form between the public
and private sectors.
Marsh’s regional director and Asia
infrastructure practice leader Ian
Brown adds that the sheer demand
for infrastructure in the short term
too easily shifts focus away from the
longer-term risks such as changing
environmental conditions and climate change. However, he adds, as
investors continue to look to Asia for
infrastructure investment opportunities, “climate change should – and
will – move up the priority list”.

Cyber threats

Another aspect of large-scale project
risk relates to cyber security. Technological systems are crucial to any
project, Jackson says, but “for many
companies this is a non-core part of
operational security”.
“Cyber insurance coverage is also
often neglected, but this is going to
change rapidly,” he predicts. “Already
in Singapore we are seeing increasing
regulation and enforcement around a
company’s obligation to protect their
systems. It will only take one successful
attack on a major infrastructure asset
to completely change the landscape.
Companies that are not covered or
that are seen to be grossly unprepared,
can expect to be held accountable

for any damages and costs that flow
throughout the supply chain.”
An experienced Asia-based project manager, who prefers to remain
anonymous owing to his ongoing
role in several large regional projects, cautions that another oftenignored challenge to large projects
in Asia is “a basic and fundamental
lack of understanding of what risk
is” in many organisations. “Risk

is not considered to be ‘real’,” he
laments. “It’s a bureaucratic requirement of some clients who themselves
do not have the necessary competence or commitment to implement
effective risk management.”
This means that the questionable quality of data going in to risk
registers and databases is resulting
in reporting that is “vague, general,
repetitive, inaccurate or just wrong”,

Main risks during a
project’s lifecycle
Development/concept phase
l Poor scoping documents and lack of stakeholder input to project
objectives
l Insufficient time or budget allocated to feasibility studies
l Inadequate site investigations resulting in uncontrolled cost growth
l Insufficient information in predesign packages
Planning and design phase
l Insufficient information to quantify the risk and calculate risk/
reward
l Inability to systematically identify high-risk bids during the
procurement process, and inclusion of legal and technical risks in the
vendor selection
l Procurement strategy not in line with risk transfer in insurance
contracts
l The use of unproven technology and/or suppliers
Construction and execution phase
l Design
l Environmental
l Financial—cost and revenue
l Technology
l Procurement—materials and services
l Health and safety
l Political and economic
l Construction and installation
Operational/maintenance phase
l Industry sector risk
l Crisis management and reputation risk
l Macroeconomic risks
l Revenue and market demand risk
l Country and political risk
l Property damage and/or liability exposures arising out of operations
l Supply risk – commodity risk
l Natural hazard risk
l Refinancing risk
l Tail risk (handback/exit strategies, decommissioning)
Source: Marsh’s Global Infrastructure Practice
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Parametric insurance to
cover nat cat claims
The main parametric insurance products cover the impact
of natural catastrophes and the weather on property and
income risks. The ability to cover income risks is particularly
interesting as indexes based on objective third-party data
allow you to cover cashflow volatility without covering
the risk of entrepreneurial decision-making, which is not
insurable. Payouts are triggered by parameters such as wind
speed, agricultural yield and the intensity of earthquakes.
Swiss Re is a pioneer in this area. In 1997, Swiss Re
arranged the first significant earthquake cat bond (known
as Parametric Re) for Japan’s Tokio Marine. Since then, the
selection of triggers and covered event types has expanded
considerably. Seismic triggers such as magnitude or shaking
intensities are often used for earthquake risks, particularly to
cover losses arising from business interruption or business
continuity expenses. The advantage is a very swift claims
settlement process, as once the seismic trigger is confirmed
the payout is initiated immediately. The development of
parametric products is further fostered by insurance industry
initiatives such as PERILS (www.perils.org), which gathers loss
data and supports the development of indexes to cover a
broad range of property risks. Further, product expansion has
resulted in coverage for property risk triggered by indexes
tracking storm and flood risks.
Parametric insurance also offers effective solutions
for income risks. For example, agricultural production is
significantly affected by adverse weather, with implications
on the income of farmers and agri-businesses. In the wake
of a poor harvest, farmers and other stakeholders in the
agricultural value chain may default on their debt services
and jeopardise access to credit. Through insurance and other
risk instruments, they are able to transfer part of this risk.
Effective financial risk management enables them to access
credit and focus on managing their farm or agri-business.
Insurance can also be used to cover the cashflow
volatility of wind farms. Many wind farms have experienced
fluctuations in wind resources. For example, in the winters
of 2007 and 2011, northern China experienced a shortage of
wind resources and many wind farms failed to achieve their
operating targets. As a result, demand for coverage against
lack of wind increased fast.
China’s first wind-power parametric insurance product
was created recently by Swiss Re in partnership with Alltrust
Insurance for a firm in Hebei Province. The policy stipulates
that the insurer is liable for compensation payouts for up
to RMB3m should any adverse wind conditions cause the
level of electricity generation to fall below an agreed trigger
point within the 12-month period after 1 January 2014.
Swiss Re Corporate Solutions offers various parametric
products, including for the agriculture, energy and other
weather-exposed industries. To learn more see: www.swissre.
com/corporate_solutions/solutions/parametric_products.
Fred Kleiterp, managing director Asia
Pacific, Swiss Re Corporate Solutions
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he says. He adds that failure to recognise that the sheer complexity of large
projects is a fundamental driver of
risk is rife. “Whether this is driven by
sheer optimism or lack of experience,
it is hard to tell,” he says. “Of overriding importance for any improvement
is the need for awareness and training
and the necessary changes in management and culture to support the
management of risk.”
Training is a large component of
another pressing challenge to the
success of large projects in Asia –
human capital risk. There is an acute
shortage of contract workers and
skilled engineers in the region owing
to the number of large projects being
undertaken. Aon’s DeBruin says: “In
Hong Kong alone, large construction
projects in progress range from the
Hong Kong-Zhuhai-Macau Bridge,
the Central-Wanchai Bypass along
the Victoria Harbour waterfront,
multiple MTR [Mass Transit Railway,
the rapid transit railway system in
Hong Kong] projects, the midfield
terminal development project at the
airport, and the expansion of Hong
Kong Disneyland.”
DeBruin explains that as these
and other projects compete for workers, the cost of labour drives up the
prices of all projects. Furthermore,
a shortage of workers can lead to a
lengthening of a project’s estimated
timeline or otherwise cause delays.

Labour loyalty

In territories that have many projects
in progress – China is a good example
– there is not only a shortage of workers to contend with, but also high
worker turnover. DeBruin says: “We
see workers seeking out better
options from their point of view; they
are able to be selective,” he says. “On
one project I am working on, more
than 60% of the workers didn’t come
back to the project after a public holiday; that’s 3,600 of 6,000 workers.
“On another project where the
safety measures are stringent – it’s a foreign direct investment, so the foreign
firm wants to meet international
labour standards – we had four out of
five workers, after the safety briefing
not show up the next day. The rationale
we found was that they could just pick
up and move on down the street and
work every day of the month, get lots of

overtime, not have to wear personal
protective equipment and so on.”
Although discussions are always
taking place between project managers and their teams relating to matters
of insurance, insurance-related discussions don’t often make their way
to construction teams. Furthermore,
insurance is often looked upon as an
enterprise risk management issue and
so seen more as a corporate issue not
relevant to projects. However, it is of
the utmost importance that corporates involved with large projects avail
themselves of innovative, project-specific insurance solutions.

Insurance

In the paper Construction and Infrastructure Projects – Risk Management
Through Insurance, produced by
international law firm Allens, partner
John Baartz and special counsel Nick
Longley argue that in the event of a
major loss, insurance might be the
only viable means of repaying financiers or ensuring that the project gets
back on track. “However paradoxically, rarely does insurance receive the
attention it deserves, either within the
overall context of the deal or in the
detail of the interrelationship between
the drafting of the construction and
franchise agreements and the insurance wording,” they write.
They go on to explain that insurance is not the only means by which
risks associated with construction
and infrastructure projects may be
addressed, but it is one of the principal means by which parties to major
projects treat risk.
Of course, not every risk can be
insured against, insured against adequately or insured for a price that is
acceptable. However, many can, and
insurance commonly required in
construction and infrastructure projects include cover for contract works,
industrial special risk, professional
indemnity, workers’ compensation,
marine cargo or transit, terrorism,
construction, erection and builder’s
all risk, operational, asset protection,
revenue protection, construction
phase, delay in start-up, public and
products liability, political risk, structured credit insurance, third-party
liability, contractors’ plant and equipment, project finance non-payment
insurance. Sean Mooney

