Published in PM World Today -November 2006 (Vol. VIlI, Issue 11) "Connecting the World of Project Management"

PM World Today Tips & Techniques — November, 2006

Establishing a Risk Reserve

By Daniel Galorath

A Risk Reserve is the additional amount of time, money, or personnel required to
fund mitigation activities that will take a program to successful completion. A risk
reserve may be built into the estimates by setting the probability within parametric
models. When the estimate is allocated to specific activities and elements of a
project and the associated costs are accounted for and budgeted through the work
breakdown structure, a reserve should be established to address potential problems.

The project manager should use a disciplined and comprehensive method to assess
project risk in the estimate. Estimates of the required reserve should be defined
and quantified throughout a project’s life cycle as specific risk elements that can be
used to provide adequate risk reserves.

By keeping and managing a risk reserve, an organization can fund mitigation
activities and react to risks that transition to problems. Management must
understand that the processes and costs associated with risk management are
extremely cost-effective, while the cost of mitigation can be significant. When the
cost of risk management is balanced against the cost of mitigation, both in dollars
and reputation, risk management is a bargain.

A risk reserve should be managed and always address reality. The risk officer
should offset the projected cost of mitigation by the number of risks and then
recommend a reserve to management based on these calculations. The reserve
should account for unanticipated or worst case risks and be stated as one of three
ranges: optimistic, most likely, and pessimistic. The risk reserve should include the
costs of the resources required to identify and manage critical and high risk areas
and also include all projected estimates through risk resolution. The reserve should
be a true management asset owned by the manager and it should include funds,
resources, and potential staff required to address risks and their potential effects.

Management should frequently reassess the reserve, identify resources allocated to
handle contingencies, and adjust the amount to account for mitigation costs.
Management should also frequently analyze new requirements for the reserve,
manage requirements creep, and account for potential expansion of work and its
cost and schedule impacts. The risk reserve should be reevaluated and updated as
risk assessments occur and account for such factors as:

* Time — Add to the schedule a percent above the estimated time to delivery
based on risk of delivery.

* Money — Increase budget to include potential additional staff, tools, and time
to potential project costs.
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Staff and potential staff — The personnel organization should continue to
interview for good people and establish second sources for single point staff

Resources — ldentify second sources and mitigate key resource risks.
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