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Proactivel contractingl andl risk] managementll havel becomel anll importantll part] ofll thell new
vocabularyl ofl commercialll contractll lawll booksll andll coursesll forll contractingll professionals,] for
examplelinl Finland,lduringl thel pastlfewlyears.IMorellandlmorel oftenlonel evenllstumblesl over
thel terml “contractuall riskll management”l inll suchll materiall but] veryll seldoml doesll onell findl a
definitionloflthatlterm.lllclaimlthatlthellacklofldefinition(s)loflthisltermlinlmostlofithelcurrent
literaturel dealingll withll thisll subjectll isl duell toll varyingll conceptualizationsl ofll thel underlying
interplayll betweenl contracts,ll risksll and] management.[ Therefore,ll thel goall ofll thisl papetl isll to
discussltheldifferentlconceptualizationslofithatlinterplay.lllwilllalsolpresentlmylpredictionllover
thelfutureldevelopmentliwithinlthelfieldloflcontractuallrisklmanagementlandlmylmodellforlithe
governanceloflisuchlifuture.

However,Ibeforelwelsetlonlourljourneylllwouldllikeltolhelplthelreaderslofithislpaperltolplacelthe
discussionl inll thisll paperl inll thell contextll ofll thell different] typesl ofl knowledgell concerningll the
interplaylbetweenlcontracts,Iriskslandlmanagement.I Thislcanlbeldonel throughlallvisualizationlof
thelunderlyinglmultilayeredlstructureloflknowledgellonlthisimatterlwithlthelhelploflanlillustration
ofl thell differentl layersl] of] knowledge.l Suchl knowledgell canl namelyl bell visualizedl asl] all pyramid,
wherel thel differentlllayersl support]andl guidel onellanother.l Duell tol thell practicall naturel ofl their
work,lmanyllofiithelreaderslarelmostllikelyl familiarlwithl thel pragmaticllayerslloflknowledgeloflthe
interplaylbetweenlcontracts,lIrisksland

Layersof knowledge of management.] Suchll pragmaticll layers
theinterplay between ofll knowledgell focusl onll thel practical
contracts, risks and management: knowledge,lpractices,ltoolslandlskills
ofl contracting]l professionals.

9 Accordingly,] suchll pragmaticl layers

~potential focusl onll thell questionsll of houll and

(know-how-far)

_ withll whatll toll managel thel everyday
- practice (knowhow) interplaylbetweenlcontracts,risksland

- tools (know-with-what) management.] Morell experienced
- operational models (know-what) contractingl professionall havel in
~ theory (know-why) additionll developed] knowledgel on

thel limits] andl potentiall ofll this
interplayll andl thereforell understand

howlfarlthellpracticeslandltoolslforlthelmanagementlofithislinterplaylcanlbeldriven.INevertheless,
suchlpragmaticlknowledgellcanlbelbetterlunderstood,lenhancedlandldevelopediwithlthelhelplof
almoreltheoreticallandlfundamentalllayerloflknowledgelthatlfocuslonlthellquestionlof whatlthe
interplayll betweenl contracts,l risksll andl managementl isl reallyll about] andlwhat] alternativel ways
(models)l well havell for thell governancell ofll thatl interplay.] Anll evenl morel theoreticall layerl of
knowledgelexplainslthelreasons whylthellinterplaylbetweenllcontracts,lriskslandlmanagementllis
solimportantlinl thelworldl ofl today;l explainsl whyll thisl interplayllis] conceptualizedl inlsol many
differentlwayslbylthoselwholworklwithinlthelfieldloflcontracts,Iriskslandlmanagement;landllast
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butl notll thell least,l enablesl usl toll lookll for] newll waysll of]l conceptualizing] thell interplayll between
contracts,lriskslandlmanagement.

Althoughl knowledgel ofll alll thesell differentl layersl willl enhancel outl understandingl ofl thell true
naturel ofl thell interplayll betweenl contracts,] risks] andl management,] peoplell working] withll the
pragmaticlperspectivesltolsuchlinterplayldolnotineedltolmasterlallllayersloflknowledge,le.g.lthe
theoreticallfoundationslofltheirlwork.ITheylshouldlhoweverlbelfamiliarlwithlthe whyland whatl
questionslinlorderltolbetterlunderstandlthe withlwhatland howlquestions,landlinlorderltol fully
realizel thel potentiallinl thell interplay.] Similarly,] thosel wholworkllwithll thel theoreticall layersl of
knowledgell needll toll bell familiarl withl the withlwhatland howlquestionsl inll orderl tol bell ablell to
developladequateltheoreticallexplanationslandimodelsloflthislcontractinglphenomena.lOnlithe
otherlhand,l thel theoreticall knowledgel mightl providell al shortcutl tol creativel solutionsl forl the
governancel ofll thell interplayll betweenl contracts,] risksl and] managementl sincell all theoretical
approachltolthellissuelintendsltolidentifylthelunderlyinglmechanismsloflthelinterplay,lbelowlthe
casuisticlsurfaceloflpracticesiwithinlthelfieldlofltheloflcontracts,Iriskslandlmanagement.

Aslthellillustrationlloflthel pyramidloflknowledgel onlithellinterplayllbetweenll contracts,lrisksland
managementlsuggests,Ithislpaperlwilllmainlylfocuslonltheltwolelementaryllayersloflknowledge,
theltheoreticallknowledgelbasedllonlithe whyland whatlquestions.IThelmorellpragmaticllayerslof
knowledgell arel thel subject] ofl majorityl ofl thel existingll contractingl literature.l Thell mutual
understandingl betweenl thesel theoreticall andll pragmaticll approachesl isl thel basisl forl the
understanding] ofl thell underlying] potentiall inll thel interplayll betweenl contracts,] risksl and
management.] Suchll all potentiall canll namelyl bel fullyll realized withll thel helpll ofll an adequately
multilayeredlknowledgeloflthelinterplay.lInlthislpaper,lliwilllshowlonelpossibleldirectionlforlthe
developmentloflsuchlalmutuallunderstanding,lwhichlhopefullylwillthelplthelreadersltoldevelop
theitlownllunderstandingloflthellinterplaylbetweenlicontracts,lriskslandllmanagement.

Nevertheless,Itherellislyetlanotherllayerlofl knowledgel thatl [lhavel placedllat] thelveryltoploflithe
pyramid.[ Thisl layerl isll quitel essentiall forl all successfulll applicationl ofl thell knowledgell onl the
interplayllbetweenlicontracts,lriskslandlmanagementlbutlitthasllesslitoldolwithlpurelknowledgellor
skills.l Withoutl thisll layer,] thell knowledgell onll thell interplayl willl lackl thel cuttingll edgell thatl is
neededlinlthelsuccessfullimplementationloflsuchlknowledgellinlithellgovernanceloflthelcontracts,
riskslandlmanagementloflanlorganization./However [llwilllletlthelcontentloflthisllayerlpuzzlelthe
mindloflthelreaderlandiwilllnotlreveallitluntillthelverylendllofithislpaper.

1 Contractslandlrisks?

Thelfactl thatl contractslandl riskslarell intertwinedll isl hardl toll escape.l Thell inescapablell truthl of
decisionll makingl inll today’sll worldll isll thatl itl isl alll aboutll risks] andl risk] management.l This
perspectivel ofll thel humanl decisionmakingl hasll beenl all subjectll ofl all substantiall amount] of
literaturelwithinl thellsociallscienceslbutl hasl onlyl tolallsmalll degreelbeenlreflectedlinl thellegal
literature.'l Thisl culturall differencel isl mainlyl duel tol differencesl inl language,l lawl andll lawyers
havelnotlbeenlfamiliarlwithlithelriskllterminologylandlhaveloftenlcommunicatedlthelsamelltype
oflreasoningl throughl thell conceptsl ofl prevention:I preventionll ofllaccidents,] conflicts,[ litigation

11Seell Keskitalo,l Petri, Froml Assumptionsll tol Riskl Management,] Kauppakaari,] Helsinkil 2000,0 chapterll IL,] forl a
discussionl onll thell evolutionll ofl al riskll orientedl conceptionl ofll thel phenomenal ofl changingl circumstancesl within
conractllaw.
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etc.] Thell essentiall pointll thereforel isll toll realizell thatl riskll managementl asl all particularll typel of
reasoningllis] hardlyl totallyl newl toll lawl althoughl lawyersl arel lessl familiarlwithl thel terminology
andlmethodologylthatllieslbehindlthelrisklmanagementldiscipline.

Nevertheless,] thel relationshipl betweenl contractsl] andl risksl canll bell approachedl froml quite
differentldirections.lDependinglonlthelchosenlapproachltolcontractslandlrisks,lthelrelationship
betweenl themlwilllbell viewedl quitel differently.l Ifl onell choosesl tolapproachl contractslandlthe
contractingl activityll ofll businessesl andl otherll organizationsl froml thell perspectivell of legall risks,
contractslwilllmostllikelylbelviewedlaslsourcesloflriskslsincelcontractslinllsuchlanlapproachlare
easilylunderstoodlaslprimarilyllegallinstruments.[ Thisllperceptionloflcontractslaslsourcesloflrisks
isll sharedll byl thell morell analyticll perspectivell of liabilityl risks] sincell contracts] createll contractual
relationshipslloadediwithlrightslandlliabilities.lOnlthelotherlhand,liflonelchoosesltolapproach
contractslfromlthelconceptlof contractlrisks,lthelfocuslshiftsltowardslthelldetailsloflcontractslin
orderltoldeallwithlthelriskslthatltheselcontractslarelembeddedlwith.]Finally,liflonelapproaches
contractslfromlthel perspectivellof businesslriskslandlseesll thell contractinglactivitylaslyetlanother
branchloflithelorganizationsllactivities,Jcontractslarelnollongerlconceptualizedlmerelylaslsources
ofllriskslbutlalsolaslitoolslforlthelmanagementloflnotlonlylcontract,lliabilitylofllegallrisksIbutlalso
businesslrisks.

Contractslcanlbeltoolslforlrisklmanagementlandlthatlappliesltolallltypesloficontracts:Ibusinessl
tolbusinessll contract] (B2B),l businessltolgovernment] contracts] (B2G),] businessltolconsumer
contractsl(B2C),lconsumerltolconsumerlcontractsl(C2C),lasllwelllaslgovernmentltolgovernment
contractl(G2G).IHowever,lthislrisklmanagementlaspectloflcontractingllisimostlappealingltolthe
firstl twoll groups] of] contracts] duel tol thel importancell ofl contractuall regulationl ofl the
relationshipslbetweenlthelpartieslinltheseltwoltypesloflcontracts./Itlislalmostineedlessltolsaylthat
notl alll contractsl arell toolsll forl riskl management;l only good contractsl fulfill thatll rolel while bad
contractslarelinlfactIriskslaslsuch.IThelinterplaylbetweenlcontractslandlriskslhaslinlotherlwords
toldolwithlthelartlandldisciplinellof goodlcontracting./Butlwhatlislgoodlcontractinglandlwhatllare
goodlcontracts!l Inllorderl tol answerl thesel questionsllonelshouldll takellal detourlandldiscussl the
rolelloflcontractslinldifferentlformsloflbusinessimanagement.

2 Contractslandlmanagement?

Whatllisllthenlthelrelationshiplbetweenlcontractslandlmanagement!IWhatllislmanagement?IDue
tolthelnoveltyloflthelconceptlofimanagementlinlalcontractllawlsettinglwelneedltollclearloutlits
various definitions,] asll welll asll thell definitionsll ofll otherl relatedl] conceptsl suchll asl control,
compliance,Jadministrationlandlgovernancelandltheirlrelationshipltolcontracts.

2.10  Contractslandlcontrol

Welstartlwithlithelrelationshiplbetweenlcontractslandlcontrol.l Thelconceptlof controllhaslbeen
onlthelforegroundloflilcontractllegallivocabularylofiINordicllawyerslleverlsincelthelintroductionllof
thelnewl typel ofl liabilityl throughl thel enactmentl ofl thel “new”Salel ofl Goodsl Actslinl Finland,
NorwaylandlSwedenlduringlthel 1980’slandlearlyll 1990’slwhilelkeepinglthelliabilitylruleloflithe
Art.]790oflthelUNICoventionllonlthelInternationallSalelofl Goodsl(CISG)laslitheirlmodel.I This
newl typel ofl liabilityl hasllaterl onll beenl describedll asll thelsol calledl “controll liability”linl Nordic
legallliterature.lltlislpreciselylthelchoiceloflthelterml“controllliability”lthatlshowslthelproblems
thatllawyerslhavelinlconceptualizinglmanagement.] Thelsolcalled] “controllliability”lhasinamely
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onlyllittleltoldollwithlactuallcontrol,lwhichlnormallylisllinkedltolthel possibilityl oflusingllpower
tolsortl thingsllout.l Inlfact,l thislnewl typel oflliabilityl isl morellappropriatelyl conceptualizedlasla
particularltypelof risklmanagementlliabilitylaslIlhavellarguedlinlmylbook FromlAssumptionsltolRisk
Management.”lConsideringl thel fact] thatl thelwordingloflthosel provisionslspecificallylpointslout
liabilitylevenl forlcertainltypesloflimpedimentslbeyondlcontrol, litlislinl factl quitel peculiarlthat
thel terml “controll liability”l wasl chosenl tol describell this] newl rulell ofl liabilityl andl evenl more
peculiarl thatlthel termlhasllaterl onlbecomel thellacceptedivocabularyllofllawyers] throughoutlthe
northernll Nordicl countries.] Thell conceptl ofl controll offersll all veryll narrowl approachl toll the
conceptualizationlofithelroleloflcontractslinlthelmanagementloflorganizations.

2.20  Contractslandlcompliance

Anotherl modernl conceptll isll thatll of compliance.] Compliancell refersl toll thell alignmentl ofl the
organizationsl activities] accordingll toll thel legall regulationl] ofll suchll activities.] Compliancel has
becomelanlincreasinglylimportantlpartloflithelmanagementloflorganizationslparticularlylinlthose
countriesl wherel thell legalll orderl givesl positivel incentivesl forl suchll proactivel alignment.] For
example,] accordingll toll thel Organizationalll Sentencingll Guidelinesl ofll thel U.S.] Sentencing
Commission,Jintroducedlinl199 1landllastlamendedlinINovemberl2004,ldramaticallyllesslsevere
fineslforlbreachesllagainstl theirlllegall dutiesll arel imposedlagainstl thosel U.S.] organizationslthat
havel effective* compliancell programs.’] Thell definitionl ofl thel conceptll of]l compliancell resembles
therebyl thell concept] ofll duell diligence,] bothl conceptsl underliningl thell importancel ofl diligent
conductl] ofll thell personsl responsiblell forll organization’sl activities.] Althoughl thell designll and
managementl ofll thell compliancel programl ofl anll organizationl hasl strongl resemblancel withl the
conceptl ofl management,l] thell conceptl ofl compliancell asl suchl hasll littlel resemblancel withll the
conceptlofimanagement.lButlthelconceptloflcomplianceldoesinotlonlylreferltolcompliancelwith
legislation,litll canllalsollreferl tol compliancelwithl contractuallobligationsli.e. contractlcompliance.
Contractll compliancell offersll all slightlyll broaderll approachl thanll thell conceptll ofll controll toll the
conceptualizationl] of] thell interplayll betweenl contracts,] risksl andll managementl butfl isl farll too
narrowlinlorderltolrealizelthelpotentiallroleloflcontractslinlthelmanagementloflorganizations.

Keskitalo,IPetri, FromlAssumptionsltolRiskIManagement,IKauppakaari,lHelsinkil2000,lpp.12330269.

IThislapplies] tol impedimentsl whichl themselvesl orl theirl consequencesl -Jalthoughl beingl beyondl controll ofl the
partylinlbreachlorlhis/herslsubcontractorsi-lcouldlhavelbeenlforeseenland/orltolimpedimentsiwhichlthemselveslor
theirlconsequenceslcouldlhavelbeenlavoidedlotlovercomelbylthelpartylinlbreachloflbylhis/herslsubontractors.
Thelleffectivenessloflthelorganizationslcompliancelprogramslisldeterminedibyl thelsevenlpointsiminimumlcriteria
defined] byl thel §8B2.1.0 ofl thel Organizationall Sentencingl Guidelines,] thatl isl availablel at
http://www.ussc.gov/2004guid/8b2 1.htm.

*IThesel guidelines] andl information] about] thell effect] ofl efficient] compliancel programsll arel available] at
http://www.ussc.gov/orgguide. HTM.I Forlanllintroductionl tol thel rolel andl historyl ofl thell Sentencingl Committee
andlitsl guidelinesll asl welll asl thel practicell concerningll thellimpact ofl effectivell compliancel programsl seel Murphy,
DianellE., ThelFederallSentencing] Guidelinesllforll Organizations:1Al Decadellofl Promotingl Compliancelandl Ethics,llowall Law
Reviewl2002,0p.16970719,lavailablelat http://www.ussc.gov/corp/Murphyl.pdf.IThellastlamendmentlofiINovember
1,0120040 wasl duell toll thell SarbaneslOxleyll Actl sectionl] 8050 (a)(2)(5)l asl explainedll inll thell 20041 Federall Sentencing
GuidelinelManual JAppendixICI-120040Supplement,lavailablelat
http://www.ussc.gov/2004guid/APPCI2004SUPP.pdf.
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2.30  Contractslandladministration

Anotherl conceptl thatllisl likelyll tol receivel attentionl inl futurell contractl lawll literaturell isl thatl of
administration.] Thell reasonl forl thisl isl thel increasingl importancel ofll effective
administration/managementl ofll thel portfolioll ofl contractsl thatll organizationsl have. Contract
administrationllislalveryl popularllconceptlwithinl thel publiclsectorl contractinglinl Unitedl States.
Somewhatlsurprisinglylthislconceptlseemsnotlitolhavelhadlanlestablishedldefinitionlinlthelpast.
However,thelmajoritylofllrecentlcontractinglliteraturelseemsltolldefinel contractladministration
asll thell processesl dealingl withll thel implementationl ofll contractsl afterll theyl havel beenll created.
Althoughl thisl conceptionll ofll thell rolell ofll contractsll isll broaderl thanl thell compliancell oriented
approach,l it] isll stilll all ratherl narrowll conceptionl ofll thell potentiall andl rolell ofll contractsl in
managementlofllorganizations.

240 Contractslandlmanagement

Nowlwelhavelfinallylcomeltolithelverylcentrallconceptlof management.IThislconceptlisinaturally
quitelcentralldueltolthelfundamentallconceptlof businesslmanagement.lAlthoughlthislconceptlis
oftenlusedlaslalsynonymltolbusinessladministration,litlseemslthatlthellatterlconceptlisliseenlless
fashionablel andl isll increasinglyll beingl usedll toll addressl thell workll of] lowerl levell business
executives,lwhilelthelconceptloflbusinessimanagementlislbeinglusedltoladdressithelworklofltop
levellbusinesslexecutives.]Regardless,lthelconceptlofibusinessimanagementlhaslledltolthelriselof
severalll morel narrowll conceptsl describingll differentl] areasll ofll business] managementl suchll as
Supplier] Relationshipl Managementl (SRM)l andll Customerll Relationshipl Management] (CRM).
Thellconceptlof risklmanagementlislanotherlsuchlconcept.lAlthoughltherelislnolconsensusllonla
standardldefinitionloflthelconceptlofiriskimanagement,lwhichlwilllbeldiscussedllinldetaillunder
chapterl 3, therelislal certainl consensusl thatl riskl management refersl toll thel processesl thatl are
directedl towardsl thel management] ofl potentiall opportunitieslandll thell connectedl potentiall for
adverseleffects.] Thelconceptlof projectlmanagementlislyetlanotherlrelatedlconceptlthatlreferslto
thel processesl tol managel all particularl projectl] toll meetl itsl requirements.ll Project] management
disciplinellisltherebylalbroaderlconceptlandlcanlincludelforlexamplelrisklmanagementlaspectslof
thelproject.

Withinl thel worldll ofl contracting,ll thell concept] ofll managementl hasll gainedl all lotll ofll attention
throughlthelconceptlof contractlmanagementlwhichllislcloselylrelatedltolithelconceptloflicontract
administrationl] andll theyl havel oftenll beenl usedl synonymously.] However,[ inll thel majorityll of
recentl contractingl literaturell thell conceptll ofll contract] managementl refersl toll thel processesl of
contractl lifecyclel management,l ratherl thanl thel management] ofll implementationl ofll contracts,
whichl isll thell focusll ofl contract] administration.] Contract] managementl offersl anll important
perspectivell toll thel conceptualization] ofll thel rolell ofll contracts] inl thel management] of
organizations,lalthoughlitlhaslchallengesllinlfullylrealizinglthelpotentiallroleloflcontractslduelto
itsl focusll onlsinglell contractsll orll transactions,l ratherl thanl thel entirel contractinglactivityl ofl the
organization.] Thelintroductionlloflthellbroader enterpriselcontractimanagementlperspective,Jwhich
willlbeldiscussedlunderlchapterl4.3.,Iwillleventuallylhelpltoldeveloplthelcontractlmanagement
perspectivellinlalwaylthatlthatlwilllenablelitltolovercomelthisldisadvantage.

80 Similarlyl Haapio,l Helena, Tarjousl jal sopimussuunnittelull teollisuudenl toimitusprojektienll tukena,l inll Haapio,l Helena,
et.al., Yritystenlsopimuslljalvastuuketjut,ITietosanoma,lHelsinkil2005,lpp.1330033 1.
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2.50  Contractsllandlgovernance

Thelnextlbutlbylfarlthelleastlimportantlperspectivelinlthelconceptualizationloflthellrelationship
betweenlcontractslandlmanagementlislthell conceptlof governance.lParticularlylthellrapidlirisell of
corporatel governanceltolthelforefrontloflthelbusinesslvocabularylhaslbroughtlthislconceptltolthe
awareness] ofll lawyers.l Corporatell governancel hasl gainedl all centrall rolell inll thel regulationll of
businessesl throughoutl thell worldl inll thell aftermathl ofll all seriesl ofl relativelyll recentl business
scandalslinlseverallcountries. ITHowever,lcorporatelgovernancelaslaldisciplinelhaslexistedlalready
sincell thell earlyll 1990’s] butll wasll notl givenll duel attentionl toll beforel thell mostl recentl corporate
scandals.] Accordingly,l corporatel governancel hasl recentlyl beenll givenll all centrall rolell inll the
regulationl] ofll businessl evenll inll mostll ofll thell Nordicl countries.] Forll examplel inll Finlandl the
companiesl thatl arell listedl inll thell Helsinkill Stockll Exchangell arell expectedl toll complyl withll the
Helsinkil Stockll Exchangell recommendationl forl corporatel governance.”] Thel underlying
definitionloflgovernancellinlthislcontextlllies]quitel closel toll thel conceptslofladministrationlland
managementl althoughll thel focusl isl shifted] towardsl thel overhangingl governancel ofll the
corporationlinlorderltollassurel thelshareholderslandlthelpublicloflthelcompliancelwithlcertain
standardsloflmanagementlinlsuchlcorporations.]Welwillldiscusslthislperspectiveltollgovernance
underlchapter(3.2.

Howeverl therel isl anotherl perspectivel toll thell concept] ofll governancell thatll canll bell illustrated
throughlthellconceptlof mechanismsllofl governancellofl business.]Unlikellthel previouslconcepts,this
conceptllislfirstlandlforemostlanlacademiclconceptlthatlhaslbeenldevelopedlunderlthelschoollof
economicsl thatll isl knownl as Transactionsl Costsll Economics.”l Thell rolell ofll contractsl inll business
governancel canlbellillustratedl throughlallmultilayeredlapproachltolthelstructurel oflcommercial
transactions,lwhichllisldevelopedlonlithelbasisloflthel integrationl ofl thel Oliverl E.0Williamson's
theoryll ofl mechanismsl ofll governancel and] myll ownl theoryl ofl contractualll riskl managementll as
definedlinImylbooklFromlAssumptionsltolRiskIManagement.lInlthislmultilayeredlapproachlthe
contractldocumentslandithe contract] termslareljustlthelsurfacel ofl theltransactions.]Underl that
surfacell liesll the contract] type,] whichl standsl forll thel chosenl contractuall risk] management
mechanism,]whichl isl chosenl tol operationalizel the governancel mechanismsll that] thel businessl is
relyingl on,[ whichl inl itsl turnl is
chosenll tol fitl the naturel ofl the
business.

Anatomy of a business transactions:

Contract terms [t is] the governancell mechanismsll that
‘ forml thel keyll toll thel understanding

. ‘ oflbusinesslgovernancellandlneedlto
Contracttype beldiscussedlinldetail.[Thelfollowing
: ‘ figurel illustrates] thel basicll features
i : behindll thesel alternativel formsl of
Governance mechanism? governancelmechanisms:

IConsiderlthelrecentlscandalslofIEnron,IWorldComlandI TycolinlU.SlandIParmalatlinlItaly.
8TThislcomplylorlexplainfrecommendationlforlthelpubliclyllistedlcompanieslinlFinlandlislavailablelinlinl Englishlat
http://www.hex.com/files/4YgxkTEfR/liite/CG Group Recommendation engl finall.pdf.

%IExcellent] introductionl toll thisl schoolll ofl economicsl isl foundl inl Ménard,] Claudel & Shirley,] Maryl M.l (eds.),
HandbooklofINewlInstitutionallEconomics,ISpringer,/Dortrechtl2004.
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GOVERNANGE MECHANISMS: Inl thel earlyl literaturel onl such
mechanisms] ofl governance,l itl was
claimedlthatltherelwereltwollalternative
mechanisms:] marketll governancell and

HIERARCHY MARKET

GOVERNANCE GOVERNANCE hierarchyl governance.l The market
governance wasl basedl onll thel usell of

Organization Contracts transactions] throughl contracting,
POWER MARKET whilell the hierarchyl governance was

ADAPTATION basedl onll thel wusel ofl the
organizationall powerl withinll the
firm.lInlotherlwords,lthelfirmsleither
contractedllwithll otherl firmsl orll took
carell ofll thel transactions] withinl the
firm,] al matterl whichl hasl later] been
crystallisedllaslthelquestionloflmakelorlbuy. “IThatldichotomylhaslbeenlalteredlbylthelchangeslin
thel wayll that] businessesl operate,ll all development] whichl thatll leadll toll thel appearancel and
increasing] popularityll ofl all thirdl typell ofll governancell mechanism:l the hybridl governancell that
attempts] tol relyll onll thell bestll featuresl ofll thell twol originall alternativesl throughl thel usell of
contractuallyll createdll hierarchies.l Whereasl thesell hybridsl] werel originallyll seenl] asl temporary
governancelmechanismsllonlthelwaylofldevelopmentlfromlimarketslitolhierarchieslorllvicellversa,
theylareltodaylseenlaslalverylimportantlalternativelgovernancelmechanism.""

SYMBIOSIS
GOVERNANCE

Contractual hierarchies

COOPERATIVE ADAPTATION

Itlislparticularlylworthlnotinglthatlthelalternativesllofferldifferentlmeanslitol thellsolutionloflithe
centralll economid] problemll forll organizations:l adaptationll tol market] changes.] Whereasl the
hierarchyll governancell reliesl] onll thel usell ofl powerl withinl thell organizationl ofll thel firml itself,] the
marketlgovernancellrelieslonlthelcapabilitylofithelmarketltoladaptitolthelnewlsituation./ The hybrid
governancelrelieslonlthelcooperativeladaptationlbylbothloflthelcontractlpartieslaccordingltolithe
contractuall hierarchiesl that] thel firmslhavell chosenlforlthell particularl transaction,Iwhichlisl the
reasonl] whyl Il preferl tol calll this

TRANSNATIONAL BUSINESS: governancel mechanism  symbiosis
o governancell sincell thel firmsl are
° Sales office supposedltolfindlalformloflladaptation
2 Sbsdiary  VER Direct export sales thatq isl beneficiall forl bothl ofl the
N rties.
; GOVERNANCE MARKET parties
N GOVERNANCE ,
< Thosell inl chargel ofl thel firm’s
y delu s Retailer contractingl activityl must] knowl the
E differencesl betweenl thel alternative
c .
X SYMBIOSIS mechanismsl ofl goverr.lanceﬂ andﬂ‘ must
8 francie  GOVERNANCE o, bell ablell tol usell theml inll al meaningful

esAgen .

s wayll throughl thell usel ofll compatible
M License agreement contractl  instruments,]  standard

19SeelRubin,PaullH., ManaginglBusinessi Transactions,INewlYorkl1992.
" Whereaslthesel hybridslwerel originallylseenl asl temporaryl governancel mechanismsl onll thel wayl ofl development
froml marketsl toll hierarchiesl orl vicel versa,l theyll arell todayll seenl asll all veryll important] alternativell governance
mechanism.] Anll excellent] discussionll ofll thell rolell andl keyll issuesl concerningl suchll hybridsl isl foundl inl Ménard,
Claude, AlNewlInstitutionall Approachltol Organization,linlMénard,]Claudel&IShirley,/MarylM.l(eds.),]Handbooklof
NewlInstitutionallEconomics,ISpringer,]Dortrecht12004,lpp.012811318.
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contractlitermslandlotherlcontractinglstandardslandltailoredlcontractlclauses./lwilllshortlyldiscuss
thell linkl betweenl governancell mechanismsll andl contractsl withll thell helpll ofll examplesl froml the
governancelofltransnationallbusinessltransactions.

Marketll governancell isl basedl onllsalesl contractsl betweenl twoll independentl firmsll either] through
directlsaleslbetweenlthelsellerlandlthelbuyer,lorlthroughlalreseller.;Marketlgovernancelrelies,llas
suggestedlbylitsiname,lonlfunctionallmarketslandldoesinotinecessarilylaimltowardslallonglterm
businessl relationshipl betweenl thell firms.] Therebyll it] doesl not] presupposell thel creationll ofll a
particularlylstrongltrustlbetweenlthelcontractlparties./Useloflthelmarketlgovernancelmechanism
presupposes,lhowever,lthatlthellcontractlpartiesllarellableltolcreatelalcrediblelcommitmentlwith
thel helpl ofll theirll contractl inll orderl toll enablell thell partiesl tol makel thel necessaryll transaction
specificlinvestments.lAided]bylmarketlgovernance,lthelsellerlcanlenterlforeignlmarketslfastlbut
doeslnotlhavelmuchlabilityltolmanageltheldevelopmentloflitslownImarketlshare,lexceptlthrough
marketingleitherlbylherselflorlthroughlimposinglsuchlobligationsltolthelresellerlwithlithelhelplof
thelresalelcontract.] Thelgreatestladvantagelloflthelmarketlgovernancelfromlthelseller’slpointlof
viewllislthellimitedIneedlforlinvestmentslabroad.

Symbiosisll governance isll basedl onll thell alreadyl existing] orll throughll thell contractualll relationship
evolvinglsymbioticlbusinessirelationship.!lCommonlcontractuallinstrumentslforlthelsymbiosis
governancel arellagent,llicensing,] andl franchiselcontracts,l andl similat] complicated] contractual
instruments,Jwhichlrelylonlthelreliancelandltrustlthatlhaslbeenlcreatedlorllislevolvingllbetween
thellcontractlparties. | Withl thel helplofl thel symbiosis] governancel thellsellerlisl ablel tol manage
thel developmentl ofll itsll foreignl marketll sharesl betterl thanl with] marketl governancel sincell by
bindinglthellcontractinglpartyltolalsymbioticlcontractuallrelationshiplthelsellerlislableltoluselthe
interestlandlabilityl ofl hisll contractingl partylltol developlthellmarketl throughl thelknowlhowlland
investmentsloflhisllcontractinglparty.[Therebylthelsellerlwilllbelablelltolminimizelthelneedlforlhis
ownl investmentl toll developll thel foreignll market.l Onll thell otherl hand,[ thell sellerl isl submitting
himselfll toll thell dependabilityll ofl thell truell capabilitiesl andll interestsl ofll hisll contracting] partyl to
achievellsuchll goals.] Thisll dependabilityl mayl turnl outl toll bell problematic,]whenl thel transaction
thatlwasl believedl tol bellsymbioticl turnsl outl tol havellonlyl limitedl valuell toll thel businessl ofl his
contract] party.] Thell centrall probleml forl thell selletl inll symbioticl contractingl isl thell eventual
opportunisticl behaviourl] ofll thell contractl] party,] particularlyl thell sol calledl freelriderl problem,
wherelthelcontractlpartylisltryingltolexploitlthelinvestmentsloflthelotherlpartieslinlthelbusiness
arrangement,] whilel minimizingll hisl ownl investments.[ Thell centrall practicall probleml forll the
sellerll isl thereforell thell controlll ofll thell qualityl ofll thell contract] party’sl activity,] forll examplell the
bindingloflroyaltiesltolclearlsalesltargetslinlcontractslwithlcommerciallagents.lInllicensingland
franchisinglcontractslthislproblemloflithelcontrollofithelqualitylconcernslfirstlandliforemostlithe
qualityll ofll thell productsl ot servicesl thatl thell contract] partyll provides,[ inll comparisonl withl the
generall qualitylstandardsl ofll thell organization.] Problemsllwithl qualityll ofll thel operationsl ofl the
contractl partyll willl affect] evenll thel reputationl ofll thell sellerl business] andl inll globall market
environmentsltheylmaylaffectlthelsellerslbusinesslevenlinlmarketslthatlarelnotlthelresponsibility

21Thel terml symbiosisll governancel isl basedl onl thell terml ”symbioticl arrangements”l thatl Schantze,] Erich, Beyond
Contractlandl Corporation:1 Thel Lawllandl EconomicsloflSymbioticl Arrangements,linl Riis,] Thomasl & NielsenlRuthl(eds.),
Lawllandl Economics.IMethodologylandl Application, ] DJ@FI Publishing,] Copenhagenll 1998,1pp.0 1130130, usesl to
describelcomplexicontractuallmechanisms,lwhichldolnotlunderlthelmarketlandlhierarchylgovernancelmechanisms.
BICf.INysténHaarala,1Soili, Kaukoviisaslennakoivaloikeusajattelulljaljdlkiviisas] tuomioistuinjuridiikka;1Pohjonen,lSoile,
Sopimustoiminta,ll ajattelutavatl jall muuttuval maailma;l andll Taskinen,] Tommi, Sopimisenl arvontuotantol verkostoituvalle
tuotekehityshankkeellel(2002)Iwholallldiscusslsuchllcooperation.lAllltheselarticleslwhichlwerelpublishedllinlPohjonen
(ed.),JEnnakoivalsopiminen,]WSOYILakitieto,/Helsinkil2002.
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oflthelcontractlparty.lInlfranchiselcontractslthislproblemlislremediedlthroughlalhighlyldetailed
regulationllofl thelbusinessl operationslthroughoutlthelorganization. " Anotherl problemlforlthe
sellerl inll symbiosisl governancel isl thell riskll ofl thel contract] party’sl opportunisticl behaviour
throughlthelcopyinglofliithelbusinesslconcept.lOnelinstrumentliforlthelmanagementloflthislrisk
isltheljointlventurelcontract,lwhichlrelieslonltheluseloflbothlsymbiosislandlpowerlgovernance.
Throughlaljointlventurelcontractsloneltriesltolcommitlbothlcontractlpartiesltoltheloperationlof
thell joint] venturel companyll inll all wayll thatll makes[ it] lessll attractivell tol startl outl al competitive
businessloperationlwithltheljointlventure.

Hierarchylgovernancelrelieslonltheluseloflpowerlwithinlthelorganization.JAccordingly,litlrelieslon
instrumentsllikeljointlventurellcontracts,lthelcreationlloflfullylownedlsubsidiarieslorlsalesloffices,
eitherlthroughlacquisitionslorlstartlups.JEvenlmostloflthesellinstrumentslarelrelyinglonlspecific
contractuallmechanismslandlsolutions.

Thel choicell betweenll thesell governancel mechanisms,l compatiblell contractuall instrumentsl and
theirlfineltuninglarelelementarylchallengesltolbusinesseslbothlinltermslofloutsourcinglaslwelllas
inltermsloflexpansionloflthelbusiness.lContractslarellinlotherlwordslelementarylinstrumentslin
thel operationalizationll ofll thell strategicl decisionsl ofll thel firmll inl termsl of] desiredl business
governancelmechanisms.

Thell conceptl ofl mechanismsll ofll businessll governancell offersll anll exitingl potentiall forl the
development] ofll ourll conceptualizationll ofll thel interplayl betweenll contracts,] risksl and
managementllsincelitllinksl contractsltol thell corelstrategicldecisionslofl businesses.] Therebyl the
conceptllofllbusinesslgovernancelopensinewlldevelopmentlopportunitieslforlconceptualizationlof
thelroleloflcontractslbothlinllrelationltol riskslaslwelllaslmanagement.l [lwillldescribel onelsuch
newlconceptualizationlatlthelendloflithislpaper.

2.60  ContractslandlintegratedlGovernance,RisklandlCompliancelManagementl(GRC)

Thel mostll recentll andl mostll ambitiousll conceptl ofl managementl isl thell conceptl ofll integrated
governancelandl risklandl compliancelmanagement] (GRC).I Thel appearancel ofl thisl conceptlis
notll surprising] consideringl thell closel relationshipl betweenl thel disciplinesl ofl corporate
governance,lriskl managementlandllcompliancel management,lwhichlnecessitateslsomel formll of
coordinationll betweenll theml inll orderll toll facilitatell effectivell cooperationll betweenl them.] Not
surprisingly,l thell eight] annuall globall Pricell Waterhousell Coopers] Corporatell Executivell Officer
surveylofl2005,lfocusedlonlithelconceptionloflthelintegratediIGRClinlbusinesslcompanies,lshows
thatlthelmostleffectivelwayltolcoordinatelthesel threeldisciplineslislanlintegrationloflthemlinto
onellintegratedlandlembeddedlframework."

Althoughll thel GRClconceptll isl ratherl new,] therel arel fewl competingl modelsl forl the
conceptualization] ofll suchl anl integrated] approach.] Consider] forl examplel the
PriceWaterhouseCoopers Thell Governance,l Riskll &I Compliancel Operatingl Model™] andl the
Committeel ofl Sponsoringll Organizationsl ofll thel Treadwayl Commission’s, COSOI ERMI [

"SeelNysténHaarala,1Soili,libid.
B[Seel PriceWaterhouseCoopers, 8thl Annuall Globall CEOU Surveyl Bold] Ambitionsl Carefull Choices,] availablel at
http://www.pwc.com/extweb/insights.nsf/docid /48C44DA89ICBOCC4185256F7F0061C641,lpp.01330138.
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Integrated] Framework,"l whichll willl bel shortlyl discussed] underl chapterl 3.2.1 Whilel the
PriceWaterhouseCoopers’ Thel Governance,l Riskll & Compliancell Operatingl Model™] emphasisl the
roleloflethicslinlsuchlanlintegratedl GRClbyladdressinglthelimportanceloflanl “integrityldriven
performancelstrategy”,lthe COSOIERMIlIntegratedlFrameworklputsllesslemphasislonlsuchlissues.

Duell toll thell complexityll ofll suchll anll integratedll cooperationl betweenll governance, riskll and
compliancel management,] bothll ofll thesel modelsl present] all ratherl complex] modell for
conceptualizationl ofll thel GRC.[ Thisll appliesl particularlyl tol thell Price WaterhouseCoopers The
Governance,IRiskl&Compliancel OperatingiModel ™, Iwhichllofferslalhighlylcompleximodellthatlsets
ratherl highll demandsl forl thell skillsl andl motivationl] ofll thell personsl operatingll thel modell in
organizations."’

Although,lthelconceptionloflthelroleloflcontractslwithin]l GRCldisciplinelseemsluncleatlforlthe
timel being,] thell GRClconceptl offers] all great] potentiall for] thell developmentl ofll thell rolell of
contractsl inl managementl ofl organizations.] Onell conceptualizationl ofl thell rolell ofl contractslin
suchlanlintegratedlframeworklloflcontracts,lgovernancellandlrisklandlcompliancelmanagement
willlbelpresentedlunderlithelchapterl5.

3 RiskManagementl(RM)

Asllwelalreadylhaveltouchedluponlthelconceptlofliriskimanagement,litlisltimeltolexplorelitlalbit
further.l Risk] managementl isll anll areall ofll business] managementl that] hasl receivedll increasing
attention] inl[ thel literaturel onl business] management] overl thel past] decade.'] Thel practical
importancel ofl risklmanagementltolbusinesseslislevenlgreaterlandlitlformslanlessentiall partlof
thel businessll operationsl ofl today."” Thell viabilityl ofl all disciplinel isl displayedl inll itsll abilityl to
developl itselfl further;] thisl hasl beenl easyl forl thell risk] managementldiscipline.l Onel such
important] development] isll thel introductionl ofll thel first] internationall standardl onl the
terminologyll ofll thel riskl management] disciplinel byl thell Internationall Organizationl for

"The COSOIERMI-[Integrated] Frameworklislpresentedlinlthe ExecutivelSummaryloflthelFramework,lwhichlavailable
at http://www.coso.org/publications.htm,wherelthelmodellitselflcanlalsolbelordered.
"JAlpresentationloflthisimodellislfoundlinlPriceWaterhouseCoopers, IntegrityDrivenlPerformance:JAINewlStrategylfor
Successll Throughll Integrated] Governance,l Riskl and]l Compliancel Management:] Al Whitel Paper,] 2004,1 availablel at
http://www.pwc.com/extweb/service.nsf/docid/c8753369ed2d193e85256e1b001c03d6.

¥JHamilton,] Gustaf Riskl Management] 2000,0 Lundl 1996,0 pp.0 90110 andll Berg,] KarllErik, Yrityksenl riskinhallinta,
Jyviskyldl1994,0pp.018120,lidentifylthelrootslofiriskimanagementlinlthelselflinsurancelrelatedldiscussionlinlUnited
Statesllinlthelmidl1930’s,landiHamiltonlsuggestslthatlthelconceptloflrisklmanagementlwaslfirstlintroducedlinlthe
midl1950’s.[ThellidealofirisklmanagementiwaslimportedlintolthelNordiclcountrieslinlthelmidl1970’s,landlthelfirst
textbookllwasl publishedlbyl Hamiltonlinl 197 70withl theltitle Riskl Managementl-lvadlddldet? Asllanlexampleloflthe
increasinglattention,lconsidetlthelleverlincreasinglnumberloflitextbookslonlrisklmanagement.
PITherelarelnumerouslsignalslofithelincreasinglappreciationlofl thelimportancelofirisklmanagement.lForlinstance,
onel shouldl noticell thell increasingl numbetl ofll consultantl servicesl availablell forl risk] management.l Inll Finland,l a
remarkablel project] toll promotell risk]l managementl inllsmalll andl mediumlsizedl businessesll hasl beenl organizedland
financedlthroughlthelcooperationllofithelMinistrylofiSociallAffairslandlHealth,lthelMinistrylofiTradelandlIndustry,
thelEuropeanlAgencylforlSafetylandliHealthlatlWork,landlseverallothetlorganizations,Ibusinesseslandluniversities.
Thel projectl hasll developedll all packagell ofll devicesl forll thell purposesl ofl riskll management.[ Itll consistsl ofl both
information] andl knowlhow.l Informationl aboutl thel project] isl availablel onl Internet] at http://www.pkl
rh.com/en/index.html,lwherelthelproductslofithelprojectlarelavailablelforlfree,lbothlinlEnglish,lFinnish,]German
andll Swedish.l Thel resultsl ofll thel originallyl Finnishll projectl havell beenll adoptedl toll thel UKl andl German
environmentsl byl thel Institutionl ofl Occupationall Safetyl andl Healthl (IOSH)I respectivelyll byl Institut] fiir
ArbeitswissenschaftlderlTechnischenlUniversititlDarmstadtl(IAD,ITUIDarmstadt).

10


http://www.coso.org/publications.htm,
http://www.pwc.com/extweb/service.nsf/docid/c8753369ed2d193e85256e1b001c03d6.
http://www.pk-

NordidJournallofIiCommerciallLawlissuel20060#2

Standardizationl (ISO)landl thel Internationall Electrotechnicall Commission] (IEC).*0 According
tolthe ISO/IECIGuidel73:20020Risklmanagementl-IVocabulary,lthelterm risklmanagementlreferslito:

“landlcontrollanlorganizationliwithlregardltolrisk”,
whereaslthelterm risklreferslto:
“combinationloflthelprobabilityloflanleventlandlitslconsequences”.

Thislstandardizationleventuallylwilllhelplthelrisklmanagementldisciplineltolagreelonlthelcentral
terminologylwithinlthislfield.]However,ldueltolitsl focuslonlthelrisklmanagementlterminology,
thell actuall contentll ofll risk]l managementl activies] hasl notll beenl addressedl byl thisll ISO/IEC
standardlandlwel needltolllookl forlanswerslelsewhere.l Duel tol thel continuousldevelopmentlof
thel riskl managementldiscipline,] wel needl toll identifyll threell perspectivesl tol thel phenomenalin
orderltolbetterlunderstandlit:lthelpast,Ithelfuture,landlthelpresentlstateloflriskimanagement.

3.11  RMlpast

Traditionallylrisklmanagementlhaslbeenldescribedllaslalmanagementlactivityl consistingl ofl five
21
phases:

[targetksettinglforlrisklmanagement,

[risklidentification,

(Irisklevaluation,
[lselectinglmethodslforlandlestimatinglthelcostsloflrisklmanagement,Jand
[developinglalriskimanagementlsystem.

Thelgoalloflrisklmanagementlaccordingltolthisltraditionallapproachlisltolensurelthatlthelchosen
solutionslwilllfulfilltheltaskslthatlarelassignedltolthemlstrategicallylinlalwaylthatleconomizeslon
costsl andl minimizes] risks.”*] Accordingly,] risk] managementl facilitatesl onlyl al part] ofl business
management.] Thel most] important] practicall consequencesl ofll thisl limitedl scopell ofl risk

20Seel thelISO/IEC, Guidel 73:20020Riskimanagementl-1Vocabulary,lInternationallOrganizationlforlStandardization
&lInternationallElectrotechnicallCommission,]Genevel2002.

YSeelLuotonen,Eero, RiskIManagementlandlInsurances,[Helsinkil1993,1pp.020027 ICf.0Samson,IDannylA., Corporate
Riskll Philosophyll forll Improved] Riskl Management,] Journall ofll Businessl Researchll 1987,0 p.0 109,0whol dividesl thel risk
managementlprocesslintolfivelphases:Irisklidentification,Irisklmeasurementlandlanalysis,Irisklcontrollandlfinance,
evaluation,Jandlaccountinglthelcostsloflrisks.[ Thisldivisionladoptslallbroaderlapproachltolrisklmanagementithatlis
morel compatiblel withlal businessl managementlapproach,landllitlisl alsol usedlbyl Suominen,l Arto, Riskienhallinan
mahdollisuudetljalkehitysalueet,linlKuusela,JHannul&IOllikainen,[Reijo,IRiskitljalriskienhallinta, ] TamperelUniversity
Press,] Vammalal 1999,0 p.0 135.0 Evenl thel divisionl usedl byl Smith,] Robertl]., Allocationl ofl Riskll -] Thell Casell for
Manageability,[InternationallConstructionlLawlReviewl1996,lpp.015660568 lcf.[Robertl].ISmith,IRisklIdentificationland
Allocation: Saving] Moneyll byl Improving] Contracts] andl Contractingll Practices,l Internationall Constructionl] Lawll Review
1995,0 pp.I 65068,0 adoptsl anl evenl broaderl business] managementl perspectivel andl operatesl inll ninell phases:[ (a)
establishlobjectives,l(b)lcommitment]-lschedule,lbudget,Iphilosophy,lstaffing;l(c)lscoping/objectiveslconference;l(d)
risklidentification,l(e)Irisklallocation,l(f)lintegration,l(g)limplementation/lorientation,landl(h)levaluation.
2ICf.ILuotonen,lEero, RiskIManagementlandlInsurances,/Helsinkil1993,0p.0118,lwholdefineslriskimanagementlasl“L.0.1.
allcomprehensivell viewl ofll thel riskl factorsl threateningl thel businessl operationsll andll atl thel samel timel all systematic

courselofllaction,lwhichlaimslatiminimisinglthellikelihoodloflrisksimaterialisinglandltheleconomicllosseslcausediby
thellrisk.”
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managementl isl thatll thell specificl objectivesl ofl riskll managementl arell basedll onll thel business
strategiesiwithlwhichlthelorganizationloperates.”

3.2 FuturelRM:IEnterpriselRiskIManagement?

TheltraditionalllperspectiveltolRMIhaslbeenlunderlalcontinuousltransformationldueltolrelatively
strongl windsl ofll change.l Whereasl thel traditionall RMI hasl beenll promotedll primarilyl byl the
insurancel andl financialll sectors,] and

RM Development trends: cnmee | developedl furtherl byl thel project
I / Framevork| - managementl discipline,] thel recent

windsl ofll changell comell froml quite

coso different] directions.] Anl important
2004 sourcell ofll thrustll tol thel changel has

beenll thel risel ofl the corporate
governanceldisciplinell andl itsl focusll on

Traditional Enterprise ) i .
RH ey, Ris thel monitoringl ofl thel business

Management . .
Us management] ofll thel organization.
SoxA Anotherl sourcel forl thel windsl of

FIN .. .
HEX CG changel hasll beenl thell administrative

Corporate 2004 . .
Governance Srategic implementationl of corporate
Compliance thinking

governancel  through  compliance

programs.[Thislhaslbeenllalparticularly
importantlfactorlinlthelU.S.lwherelallotlofithelrecentllegalldiscussionllonllcorporatellgovernance
haslbeenlfocusedlonlthelcompliancelwithlthelreportinglrequirementsloflthelSarbanesiOxleylAct
(SOX).*IThellastlbutlbylfarlthelleastlsourceloflenergylforltheldevelopmentlofithelRMIdiscipline
hasl beenl thell risingll interest] towards strategicl thinking] inll organizations.”] Strategicl thinkingl is
increasinglylbeinglviewedlasl thel mostlcriticall factorlforl thellongltermlsuccesslofl organizations
andl hasl thereforell managedl toll influencell all widell rangell ofll business] methods,] includingl risk
management.] Alll thesell newll waysl ofl thinkingll havel slowlyll butllsurelyl helpedl toll transformll the
traditionallinsurancelorientedlrisklmanagementldisciplineltowardslalmorelholisticlandlversatile
approachltolrisklmanagementlthatlisloftenladdressedlaslEnterpriselRiskIManagementl(ERM).

WhatllisIERM?IDespitelthelavailabilityloflseverallinternationallrisklmanagementlstandardsl-llike
thelAustralian/NewlZealandIStandardlof AS/NZS14360,*landlthelFederationloflEuropeanRisk

BlForl anll introductionl toll thell variousll aspectsll ofl businessl strategiesl froml thel perspectivell ofl procurement.] see
Virolainen,VelilMatti, Motives,1Circumstances,landlSuccesslFactorslinl PartnershiplSourcing,lLappeenrantalUniversitylof
Technology,lLappeenrantall 1998,lpp.11603 1,lwholhaslsurveyedithelpartnershipltransactinglpracticeslandlstrategies
oflthelFinnishltelecommunicationlcompanyllNokia.
MIThislforceloflchangelmightinotlbelenduringldueltolthelincreasinglylcriticalltheoreticallandlempiricallstudieslon
theleffectsloflthelSOX.[ForlanleloquentlsummaryloflsuchlstudieslseelRibstein,Larry, SarbaneslOxleylActlAfter] Three
Years,l Illinoisl Lawl andll Economics] Workingl Paperl Series,] Workingl Paperll No.l LE050016,1 Draftl Junel 20,1 2005,
availablellat http://papers.ssrn.com/sol3/papers.cfm?abstract _id=746884.
BIForlanlexcellentlpracticallpresentationlofithelrelevanceloflstrategiclthinkinglinlorganizationslseel Freedman,Mike
&lTregoe,IBenjaminlB., ThelArtlandlDisciplinellofiStrategiclLeadership,IMcGrawlHill,INewlY orkl2003.

The AS/NZS143600Standardlwasllast] reviewedlinl 20040 inlorderl tol tol putl greaterlemphasisl thel importancel of
embeddinglRMIpracticeslinlthelorganization’slculturelandlprocess,laslwelllaslonlthelmanagementloflipotentiallgains
aslwelllasllosses.IThelstandardlcanlbellorderedlat http://www.riskinbusiness.com/.
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ManagementlAssociationsl(FERMA): Al RisklManagement Standard* 1luntillquitelrecentlylthere
waslnollestablishedlstandardldefinitionsloflthel ERM.IAfterlthelintroductionloflsuchldefinition
byl thel Committeell of] Sponsoring] Organizationsl ofl thel Treadwayl Commissionl] (COSO)*( in
2004,lthel developmentll ofl ERMIstandardslisllikelyl tolaccelerate.l Inl thel meantime,lthe COSO
ERMU -1 Integrated] Framework*[ seemsl toll bell gainingll growingll popularity,l asll isl shownl inl the
findingsl ofllthelsecondll Price WaterhouseCoopers'lbenchmarkingllsurveyl ofl ERMUinllFinlandlin
2006.” Thel COSOI Frameworkl isl evenll beingll adoptedl withinl thel publicl sector,l atl least] in
Finland,lwherelthelMinistryloflFinancelhaslusedlitlaslthelplatformlforltheirlframeworklforlthe
internall revisionll andl riskll managementl ofll governmentl agencies,ll institutionsl andll funds.”'

Accordingltolithel COSOIERMI-lIntegrated/Framework:

"Enterpriselrisklmanagementlislal process,leffectedlbylanllentity’slboardlofl divectors,] management
andl otherll personnel,l appliedl inll strategyl settingll andll acrossll thell enterprise,ll designedl] toll identify
potentiall eventsll thatll mayl affectll thell entity,l and] managel riskll toll bell withinl itsll riskl appetite,l to
providellreasonablelassurancelregardinglthelachievementloflentitylobjectives.”

Onelloflithel fundamentalll consequences

oflsuchlanllenterpriselwidelfocuslislshift COSO ERM
Integrated Framework

ofll thell focusl froml negativel risksl to
“events”l thatll specificallyl underlines
alsoll thell opportunityll sidell ofll thel risks.
Whatl dividesl thel ERMlapproachl from
thel traditionall RMlapproachl isl the
emphasisl] onll thel importancel ofll four
different objectivesl of risk
management:]  thel strategic,] the
operative,] thell reportingl andl the
compliance.] Naturallyl thel strategic
objectivelhaslbeenlacknowledgedlbylthe
morel traditionall RMI standards,’”] but © COSO
notll toll thell extent] that] thel ERMI

YIThis0 standardl is] availablel at http://www.fermalasso.org/4014.html.0 Thisl standard] hasl beenl translatedl tol 14
languages.

2] COSON isl all voluntaryll privatell sectorll organizationl dedicatedl toll improvingl thel qualityl ofl financiall reporting
throughl businessll ethics,] effectivel internall controls,l andl corporatell governance.l COSOU isll sponsoredl byl the
Americanll Accountingl Associationl (AAA),I thel Americanl Institutell ofl Certified] Publicl Accountantsl (AICPA),
FinanciallExecutiveslInternationall(FEI),[ ThelInstituteloflInternallAuditorsI(IIA),landlthelInstitutelofIManagement
Accountantsl(IMA).IForlmorelinformationlsee http://coso.org.

¥IThe COSOI ERMI Integrated] Frameworkl andl other] relatedl informationl isl availablel at
http://www.coso.org/publications.htm.

3Seel PriceWaterhouseCooperslFinland, Enterprisel Riskl Managementl(ERM)] Benchmarking]Survey] 2006 Javailablelat
http://www.pwcglobal.com/fi/fin/about/sves/neuvonta/erm study 2006.pdf.

SInformation] concerningl this] frameworkll isl availablel throughl thel Internedl bothl inl Finnish
http://www.vm.fi/vm/fi/03 tiedotteet ja puheet/01 tiedotteet/20051229Suosit/name.jspl andl inl Swedish
http://www.vm.fi/vm/sv/03 pressmeddelanden och tal/01 pressmeddelanden/20051229Intern/name.jsp.
Unfortunately,] thel frameworkll itselfl isl (atl least] forll thel timel being)l availablel onlyl inl Finnish
http://www.vm.fi/vm/fi/03 tiedotteet ja _puheet/01 tiedotteet/20051229Suosit/98830.pdf.

3Thel text] of] thel AS/NZSI 43600 Standard,l shouldl bell readl together withll handbookl toll thel AS/NZSI 4360
Standard.Riskl Management] Guidelines.l Companionl toll AS/NZSI 4360:2004,] Standardsl Australial Internationall &
StandardslNewlZealand,ISydneyl-1Wellingtonl2004,lwherelimportancel oflthelstrategiclperspectivelislpointedlout
morelclearly.
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approachll emphasizesll theml byl underliningll that] anl effectivell ERMI processl mustl bell applied
withinlthelcontextloflstrategylsetting.’

SolwhatlislinlthelframeworkI Thel COSOIERMIIntegratedl Frameworkloffersllallquitelambitious
conceptionloflthelrolelandlperspectivesloflthelRMlinlthelgovernancelloflbusinesseslaslislclearly
feasiblel throughl thel COSOI illustrationll ofll itsll frameworkl] thatl] isl featuredl inl thell figure.
Accordingly,l thel COSOIl Frameworkl reliesl onll all threelwayl analysisll basedll onl thel three
dimensionsloflthelERM:[thelobjectivesl(onltoplofithelcube),lorganizationl(onlsideloflthellcube),
andlprocessesl(onlfrontloflcube),

Thelfourllcategoriesloflthe objectivesldimensionl(onltoplofithelcube)lhavelalreadylbeenlmentioned:
strategic,l operative,lreporting,landll compliance.l Whenl itl comesl tol the organizationall dimension
(onlthelsideloflthelcube),]COSOlidentifieslfourlorganizationalllevels:ISubsidiary,]Businessllunit,
DivisionlandlEntity.JAccordingly,lthelframeworklofferslalhighlyldetailedlfocuslonltheldifferent
areaslofl thel risklmanagementlinlanllorganization.l Finally,lwhenllitlcomesltolthelERM processes
dimensionll (onll thel frontl ofll cube),] thel COSOI ERMI [l Integratedl Frameworkl identifies] eight
interrelated] componentsl inl ERMI processes:] Internall environment,] Eventl identification,] Risk
assessment,] Riskl] response,] Controll activities,] Information] andl Communication,] and
Monitoring.JUnfortunately,lalldetailedldiscussionlonltheseldimensionslandllpartsloflthel COSO
ERMIframeworklfallsloutsidelthelscopeloflthislpaper.lSuchlaldiscussionllislfoundlinlthe COSO
EnterpriselRiskIManagementlIntegrated]Frameworkl-IExecutivelSummanryl(2004).’*

Althoughlsomellrecentlsurveyslarel pointingltoltheldirectionlloflaldevelopment] towardsllallwider
acceptancel ofll thell ERMI asl part ofll thell best] businessl practices,l aslwilll bel discussedll shortly,l it
remainsltollbelseenllifl therellwilllbelalsimilarlylwidelacceptancel forlstandardizationlloflthel ERM

e.g.lthroughlthel COSOIERMIIntergrated]Framework.lTherefore,lwelshouldltakelalcloserllook
atlthelcurrentlstatusllofithelrisklmanagementldiscipline.

3.31  PresentlRM

Whilelthelrisklmanagementldisciplinelhasldepartedlitslinsurancelfocusedlpast,lthelRMlpractice
haslnotlreachedlthelfuturelaslidescribedlbyle.g.lthe]l COSOIERMIIntergrated] Framework.lWhat
thenllislthellpresentlstatelof RMIWhatlfunctionsldoesIRMIlhavelinlorganizationslatlthellpresent?
Dueltoltheldiversitylloflorganizationallcultures,litlislnaturallylimpossibleltoldescribelthellpresent
statellinldetail. JHowever,lsomellidealloflwhatlislgoinglonlinlorganizationslislavailablelthroughlthe
identificationl oflleventuall regulationl ofl RMlactivitieslinl organizations,] throughlbenchmarking
studies,laslwelllaslthroughlallooklatlthelvariousIRMIserviceslandlproductsithatlarellavailablelat
thelRMImarket.[llwilllfocuslonlthelfirstltwolalternatives.

3.3.10 RegulationllofIRMlactivities

ThellmostllextensivellegallylbindingllregulationlofiIRMlactivitiesloflprivatelcompanieslislfoundlin
thelU.S.ISarbaneslOxleyl Actllthatlimposesl onllcompanieslallwidelrangel ofl dutiesl tol reportland
informllits] shareholdersll andll thell publicl ofl thell statusl ofll thell corporatell governancell withinl the

31Seel COSO’slanswerl toll questionll 1lunderl thel chapterl Bl oflthe FAQs for]l COSO’sl Enterprisell Riskl Managementl -
IntegratedlFrameworkllat http://www.coso.org/Publications/ERM/erm fag.htm.
MIThelpublicationlislavailablelat http://www.coso.org/Publications/ERM/COSO ERM ExecutiveSummary.pdf.
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company.ll Inll comparison,ll therell arell onlyl fewll Europeanl countriesl thatll havell legallyl binding
regulationloflactivitieslrelatedltolrisklmanagement,lwhereasllegallylnonlbindingllregulationslare
foundlinl thel majorityl ofl Europeanl countriesll forl thel timel being. | Nevertheless,] thel newl EU
Directivel onl statutoryl audits] ofl annuall accountsl andl consolidatedll accountl (2006,/43,/EC)*®
does indirectlyl implyl thatl publiclinterestl companieslshalll havell riskl managementlsystemslsince
accordinglitolarticlell41(2)(b)lofltheldirective,Jauditslcommitteesloflsuchlcompanieslshall:

“monitorl thel effectivenessl ofll thell company'sl internall control,ll internalll audit] where
applicable,Jlandlrisklmanagementlsystems”

Interestingly,] noll equivalentl] EUl regulationll existsl forll thell timell beingll onll thell publiclinterest
companies’llobligationltollinformlthelpubliclaboutllsuchlrisklmanagementlsystems.]However,lin
itslproposallforlthelamendementlofl Directiveslconcerninglthelannuallaccountsloflicertainltypes
ofl companiesl andl consolidatedlaccountsl (COMI 2004,/0725),0 thel EUl Commision’ I proposes
thatll listedl EUl companiesl shalll includel all corporatel governancel statementl inl] their] annual
reports.]JEUlcommisionlproposeslthatlsuchllallstatementlshall,Jamonglotherlthings,ldescribellthe
company’slinernallcontrollandlrisklmanagementlsystems. *l Itlislworthl noticinglthatineitherl of
thesel EUl documentsll makel anyll referencesl tol thell existingl standardsl withinl thell fieldll ofl risk
management.] Forl thel timel being,linl most] ofl thell Europeanl countries,] thel RMll activitiesl have
beenllleftltol thellmarketsltolregulateltolthelextent]thatltheyl findlitlappropriatelandimostloflthe
Europeanll marketsl havell adoptedl regulationsll that] functionl onll thell principlell ofl “complyl or
explain”.lInlsomelEuropeanlcountries,IparticularlylinlthelNordiclcountries,IRMlisladdressedlas
partl ofl thell corporatell governancel “codes”.l Forll examplel inl Denmark,[ thell chapterl VIII ofl the
revisedlDanishIRecommendationlforlCorporatelGovernance*’lrecommendslthat:

“VIL/Risklmanagement

Effectivelrisklmanagementlislal prerequisitellallowinglthellsupervisoryl boardltol performlitsll taskslin
thellbestl possiblelway.l Therefore,litlislessentiall thatl thell supervisorylboardlarrangellfodlappropriate

3IForlanlintroductionltolandloverviewloflthelpresentlstatelofiregulationloflinternallcontrollandlrisklmanagement
inl Europeanl countries,ll seell thell Fédérationl desl Expertsl Comptablesll Européensl (Thell Europeanl Federationl of
Accountants), Riskll Management] andll Internall Controll inll thell EU.[ Discussionll Paper.] Marcll 2005, availablel onllinel at
http://www.fee.be/publications/default.aspllibrary ref=4&content ref=351.

¥IDirectivel2006,/43/ECloflthel EuropeanlParliamentlandlofl thel Councillofl 170Mayl 20060 onlstatutorylauditslof
annuallaccountsllandl consolidatedll accounts,]amendingl Councill Directivesll 78/660/EECIandl83,/349/EECland
repealingll Councill Directivel 84/253/EEC,I availablel onllinel at http://eurl

lex.europa.eu/Notice.doval=

hwords=2006/43/EC".

SProposall forll al Directivel of] thel Europeanll Parliament] andll ofl thell Councill amending] Councill Directives
78/660/EECIandl183,/349/EEClconcerninglthelannuallaccountsloficertainl typeslofl companieslandlconsolidated
accounts] (COM/2004/07250 finall 0 CODI 2004/0250),0 availablel onllinel at  http://eurl
lex.europa.eu/LexUriServ/site/en/com/2004/com2004 0725en01.pdf.

3¥Inlits OpinionloflthelEuropeanlEconomiclandISociall Committeelonlthel Proposallfodlal Directiveloflthel EuropeanlParliament
andloflthel Councillamendingl Councill Directives] 78,660/ EECIand83,349,/EEClconcerninglthelannuallaccountslloflcertain
typesll ofl companies! andll consolidated] accounts! (COM(2004)1 7250 final),l availablel onllinel at http://eutl
lex.europa.eu/LexUriServ/site/en/0j/2005/c 294/c 29420051125en00040006.pdf,lthelEuropeanlEconomicland
SociallCommitteelfindslthelwordinglofithel Commisionslproposalltoolwidelandlsuggestslthelfollowinglwordinglfor
thel articlel 46/a):0 “all descriptionll ofll thell mainll featuresl ofll thell company'sll internall controll andl risk] management
systemlinlrelationltolthelfinanciallreportinglprocess”.

*Thel revised] Danishl Recommendationl forl Corporatel Governancell isl availablel onllinel inl Englishll at
http://www.corporategovernance.dk/index.phplobj=&code=1.
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risk]l management] systemsl toll bel establishedll andl generallyl ensurell thatl suchll systemsll meetll the
requirementsllofithelcompanyllatlanyltime

Thelpurposeloflrisklmanagementlislto:

*[  developl andl maintainl anll understanding] ofll thell organisationl ofl thel company’s
strategiclandl operationalllgoals,lincludinglanlidentificationl ofl thel criticallsuccess
factorslforlachievinglsuchligoals.

*[  analyselthelpossibilitieslandlchallengeslrelatedltolthelimplementationllofithelabove
goalslaslwelllaslthelrisklofltheselgoalslnotlbeinglmet.

e[ analysel thel mostll importantl activitiesl launchedl byl thell companyll toll identifyl the
risksllinlthislconnection.

*[  determinelthelventurelspiritloflithelcompany.

1.0/ldentificationloflrisks

Thel Committee recommends thatlthelsupervisorylboardlandlthellexecutivelboard,lwhen
formulatinglthelcompany’slstrategyllandloveralllgoals,lidentifylthelgreatestlbusinesslrisks
involvedlinlachievingllsuchlstrategylandlgoals.

2.[IPlanlforlrisklmanagement

ThelCommittee recommends thatlthelexecutivelboardlpreparelalplanlforlthelcompany’s
riskl managementl onll thell basisll ofll thell risksl identifiedl] andll submitll thisl planl toll the
supervisoryl boardll forl approval,] andll thatl] thell executivell boardl regularlyll reportll tol the
supervisorylboardltolallowlthellatterltolsystematicallylfollowltheltrendslinlsignificantlrisk
areas.

Comment: Suchlreportinglmaylincludellproceduresllandlactionlplansitoleliminate,lreduce,
dividelotlacceptltheselrisks”.

Inll comparison,] accordingl toll thel chapterl 9.301 of Thell Finnishl Corporatel Governance
Recommendationslforfllistedlcompanies*lconcerninglthelorganizationloflrisklmanagement:

“Recommendationl] 50:0 Thell companyll shalll describell thell criteriall according] toll whichl thell risk
managementllislorganised.

Riskl managementlisll part] ofl thell controll systeml ofll thell company.l Thel purposel ofl risk
managementl isl toll ensurell thatll thell risksl relatedl toll thell businessll operationsl ofll the
companylarelidentifiedlandlmonitored.lEffectivelrisklmanagementlrequiresldefinitionllof
thelrisklmanagementliguidelines./Forlthelevaluationloflitheloperationloflthelcompanylit
islimportantltollprovidellshareholderslwithlsufficientlinformationllonlrisklmanagement.[It
islalsolrecommendedlthatlthelsignificantlrisksl thatlhavel comeltol thelknowledgeloflthe
boardlareldescribed.”

Somewhatlsurprisingly,lthe Stockholml Stockll Exchangell Corporatell Governancell Codell barelyl touches
thelmatterloflrisklmanagementlbylstatinglunderlthelchapter(3.8.3[thatl“thelauditlcommitteellis

PThelFinnishlCorporatelGovernancelcodelislavailablelinlEnglishlat
http://www.hex.com/files/4YgxkTEfR/liite/CG_Group Recommendation engl finall.pdf.
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to...meetlregularlylwithlthelcompany’slauditorslitolkeeplinformedloflithelaimslandlscopeloflthe
auditl workl andl tol discuss...viewsl]l onll thell company’sl risks.”*'I Similarly,] the Norwegian] Codell of
PracticellforlCorporatell Governance onlyllindirectlyladdresseslrisklmanagementlactivitieslaslthellonly
referenceltolsuchlactivitieslislfoundlinlrelationlitolboardlcommitteeslunderlthelcommentarylto
thell recommendationl] 91 onll thell workll ofll thell boardll ofll directors.l Remarkably,] evenl herell the
NorwegianlCodeldoeslnotluseltheltermlrisklmanagementlaslitibarelylsuggestsithatltheldutieslof
anll audit] committeell typicallyl includell “...monitoringl thel company’sl internall control
arrangementslandlitslrisklevaluationllsystems,laslwelllasimonitoringlthelinternallauditlfunction
wherel thisll exists”.*0 Asll canl bell seen,[ thesell quitell variedl corporatel governancel codesl doll not
providel detailedll regulationl] ofll thell riskll managementl activitiesl ofll organizationsl] andll makell no
referencelltolexistinglstandardsloflirisklmanagement.

3.3.20 RMlbenchmarkinglstudies

Accordingl tol thell findingsl ofll thel recent] Europeanll benchmarkingl studyll byl thell Federationll of
EuropeanlRiskIManagementlAssociationsl(FERMA), RiskIManagement:lAnlAssesmentlofl European
in12004,*lonlyl191%lloflthelrespondentlcompanieslidentifiedlthelmeasureloflratiolbetweenlrisks
andlopportunitylasl thel mainllobjectivel ofl thel company’sl topl riskl managementlwhereasl 520 %
focusedllonlthelavoidanceloflthelnegativelsideloflrisks.I Therelarellalsolstronglsignalslofllnational
RMlcultureslevenlwithinlthelEuropellaslFrenchlcompaniesliwerelmorelfocusedlonlinsurableland
operationall risks] andl majorityll ofll Frenchll companiesll hadll notl separatedl riskll andll insurance
management,lcomparedlwithlBritishland]Germanlcompanies.lHowever,lthelknowledgel ofllrisk

managementlstandardslandlframeworkslwaslsurprisinglyllowllaslonlyl4 11%/[oflalllcompanieslwere
familiarlwithlthelFERMAIRMIstandardlotlotherlsimilarlstandards.

ThelfindingsloflfourllrecentlbenchmarkinglstudieslofithelstatusloflEnterpriselRiskIManagement
inl Denmark, *] Finland*l andl worldlwide*I by Price WaterhouseCoopers,] showll al morell optimistic
picturel ofl thell currentlstatusl ofl thel ERM.JAccordingly,l381%[ ofl CEOslworldiwidellconsidered
thatltheirlcompanieslalreadylhadleffectivel ERMIinlplacelandl460%Ilofl CEQ’slbelievedlthat]an
ERMiwouldlbellinlplacelwithinloneltolthreelyears.lInlcomparison,linflalstudyloflthelyears]2005
andl2006linlFinland,1660%loflcompaniesi(upl 1 11%fromlthel2004survey)lconsideredlthatlithey
hadlERMlprocessesland/orlfunctionslinlplacellandlanotherl300%lwerelconsideringladoptionlin

HThelSwedishiStocklExchangelCorporatelGovernancelcodelislavailablelinlEnglishlat
http://www.omxgroup.com/stockholmsborsen/en/index.aspx’lank=114.
“ThelNorwegianlCodeloflPracticelforlCorporatelGovernance,18]December12005,0p.033.[ThelCodelislavailablelonl
linelthrough http://www.nues.no/English/.

BIThel FERMAD surveyl thatl wasl conducted] in] Mayl tol July]l 20040 is] availablel at http://www.fermal
asso.org/Calendar%200f%20events/Seminar%202004/Survey/RM%20Survey2004%20FERMA%20EY%20AXA
%200%2050ct2004.pdf.

HThislstudyl thatlwasl conductedlinl AprillandiMayl20050amonglthell 10001argestl Danishl companieslislavailablelat
http://www.pwc.com/extweb/pwcpublications.nsf/docid/603DC44AFES0CAC5802570190046E683.
BTherelareltwolbenchmarkinglstudiesiconductedlinlFinland: EnterpriselRiskiIManagement]BenchmarkinglSurveyl2004,
availablellinlEnglishllat http://www.pwcglobal.com/fi/fin/issues/publ/pwc_erm.pdf.IThelstudylresultslarelbasedlon

thell answersll ofl 230 ofl thell 600 largest] companies] inll Finland,] excluding] financialll institutions] andl insurance
companies.lAlfollowluplstudylconductedlinl2005020060showslalfurtherlfavorableldevelopmentlofIERMlinlFinland.
See, EnterpriselRiskIManagementl(ERM)IBenchmarkinglSurveyl2006,lavailablelat
http://www.pwcglobal.com/fi/fin/about/sves/neuvonta/erm study 2006.pdf.

*07thl Annuall Globall CEOlISurvey. IManagingl Risk: Anl Assessmentlofl CEOl Preparedness,lconductedlinl2004lislavailable
at http://www.pwe.com/extweb/insights.nsf/docid/D4700640C39F9D6780256 E1A00417F29.
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oneltolithreelyears.] Thel Finnish12005120060studylfurtherllshowslthatloverl801%loflthel Finnish
companieslconsideredlERMItollhavelbecomellpartloflgoodibusinesslpracticesl(upl151%lfromlthe
2004lsurvey)),lwhichlislfurtherlunderlinedibylthelfactlthatloverl550%loflthel Finnishlcompanies
inlthel20040studyl citedlthel company’slireputationllaslalbenefitlofl thel ERMIprocess.I Thel most
importantlfindingloflthelFinnishlstudieslis,lhowever,lthelsignificantlimpactlithatltheladoptionlof
ERMI hasllonll thel RMI maturity*l ofl thell firm [ particularlyl in[ thel areasll ofl eventl identification,
monitoringlandlinternall RMIenvironment.*] Thell nationall aspects] of RMI culturel arell feasible
evenll inll thel Nordicll settingll sincell whereasl overll 850 %l ofll thell Finnishll companiesl impliedl the
corporatell governancel pressuresl toll bell anl important] motivationl forl thell adoptionl ofl ERM
accordingltolthelFinnish2005020060study,lonlyl331%loflDanishicompanieslagreediwithlthemllin
thelDanishl20050study.IThisldifferencellcanlneverthelesslpartlylbelexplainedlbylthelfactlthatlthe
Finnishl studiesl focusedl onl public] listed] companiesll whereas] inl thel Danishl studyl such
companieslformedlonlyllalsmallerl partl ofl thell companies] thatlwerelstudied.l Thel Danishlstudy
alsollshowslthelincreasinglimportancelofl thellstrategiclaspectslofl RMItolorganizations:1 7 11%l of
thelDanishllcompanieslimpliedlthatlassuranceloflwhetherlthelriskl takinglofl thellorganizationlis
inlaccordancellwithlthelorganizationslstrategylwaslalfunctionloflthelorganization’sIRMlactivities,
andl440%loflthelDanishlcompanieslimpliedlthelincreaseloflthellikelihoodlthatlthelorganization
meetsl itsll strategicl goall asll all functionll ofl RM.[ Basedl onll thesell benchmarkingll studiesl itll can
reasonablyl bell claimedl thatl ERMI isll rapidlyll becomingl anll importantl] part] ofl goodl business
practices.

4 Contractslland/RM?

Despitellthelrapidlylincreasinglappreciationlloflthel perspectivesloflrisklmanagementlinlbusiness
management,lliteraturelldealingllwithl thel contractllegall perspectivel ofllrisk]l managementllislstill
ratherllimited.*I Thel perspectivel ofl riskl managementlis,l however,I nothingl newl tol transaction
lawyers,] whol willl findl it] tol bell anotherl labell forl theirl workingl method.l Thel extent,
consciousness,landldepthloflthelcontractuallriskimanagementlapproachlmightlneverthelessloffer

IRMImaturitylwaslmeasuredlaccordingltolalERMImethodologyldevelopedibylthelPrice WaterhouseCooperslbased
onlithelselflassessmentslofithelcompanies.
®Thelstudylalsolpointsloutlhowlthelriskimonitoringlandlthelinternallenvironmentlwerelthelleastldevelopedlareas
ofRMlinlFinnishlcompanies.

¥ Thel originall breakthroughl forll riskll management] withinl legall reasoningl tookl placell inll constructionll contracts,
wherel thelideal ofl riskl management] hasllbeenl frequentlyl discussedllsincel midl1980’s.0Seell Abrahamson,] MaxI W,
RiskIManagement,lInternationallConstructionlLawllReviewl 1984,lpp.124 112 64laslwelllaslseverallothetlarticleslinlthe
subsequentlivolumeslofithe InternationallConstructionlLawlReview.

Inllthel pastl tenll yearsl thel riskl managementl approachl toll legalll questionl hasl beenl gainingll popularityl evenllinl the
Nordicl countries,ll particularlyl inll Finland,l wherel al numberl ofl booksl dealingl withll differentl aspectsl ofl legall risk
managementlhavelbeenlpublishedlduringlthelpastlfivelyears.IConsiderle.g.lKeskitalolPetri, FromlAssumptionsltolRisk
Management,] Kauppakaari,l Helsinkil 2000;0 Pohjonenl Soilel (ed.), Ennakoival sopiminen,] WSOYI Lakitieto,] Helsinki
2002;1WahlgrenlPeter, Juridisklriskanalys,[Jure,]Stockholml2003;0Setilalllkka,let.al., Yrityksenljalyhteisénlvastuuriskit,
TietosanomalOy,lHelsinkil2004;lIversenl]Jon,lLegallRiskiIManagement,lForlageti ThomsonlA/S,]Kabenhavnl2004,
whichldespitelofllitsltitlelislwrittenlinlDanish;]HaapiolHelena,let.al., Yritystenlsopimusljalvastuuketjut,/Tietosanoma,
Helsinkill 2005;0 Haapiol Helena,[ et.al.,l Yritystenl sopimus(l jall vastuuketjut,] Tietosanoma,] Helsinkill 2005;] Hemmo
Mika, Sopimusoikeusl I11,] Talentum,] Jyviskyldl 2005;0 andll Trzaskowskil Jan, Legall Riskl Managementl inll Electronic
Commerce,]JExITutolPublishing,/Copenhagenl2005,lavailablelonllinelat http://www.legalriskmanagement.net/./The
latestladditionltolsuchlliteraturellisl thelvolumell49loflthe ScandinavianlStudieslinl Law,]dedicatedltolthelsubjectllof
DProactivelApproach.

Albroaderllegall perspectiveltol risklmanagementlislfoundlinl Baldwin,lRobertl(ed.), Lawlandl Uncertainty:I Risksland
LegallProcesses,11997landlSteele,lJenny, Riskslandllegalltheory,IHart,10xfordl2004.
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somelinsightslevenlforlthel mostlexperiencedltransactionlllawyers,lwholin ErichlSchanze’slterms
havel “L.0.0.0argelcontractlfilesl..].][and]lanecdotallknowledgelonlithelemergencelandlsurvivallof
numerouslindividualltransactions,landltheylhavelldevelopedlalsenseloflwhetherlalspecificlmicro
orll macroll structurell ofll institutionall designll mayl bell transferredl intol al different] commercial

context.””

WhatlthenllislthelrelationshiplbetweenlcontractslandlrisklmanagementI\Whatlkindlofllalrolelcan
contractsl andl contractingll playll inll thel organization’sl riskll management’l Duel toll thel different
functionsl ofll risk] management,l evenll thell answersl toll thesell twoll questionsl willl varyll froml an
organizationltolanother,laslwelllaslfromlonelpersonltollanother.]Accordingly,levenliflwelwerelto
agreellthatlgoodlcontractslarelanlessentiallassetltol thel organization,Iwellwouldlmostllikelylhave
differentl expectationslandl differentlviewsl ofl whatl goodl contractsl arell andllwhatl functionsl the
contractinglhaslforlthelorganization.

Contractingl canl thereforell havel differentl functionslwithinl thel differentl interestl groupslinllan
organization.] Froml thel business] administrationl perspectivel contractingl mightl bel associated
withlcontractladministration,lwhereaslbusinessligovernancelperspectivelwouldlseellcontractinglas
al toolll forl strategicl management.l Alllegall managementl perspectivell mightll leadl usl toll associate
contractinglaslaltoollforlcompliancelandlalrisklmanagementlperspectivel mightlseel contracting
aslaltoollforlriskltreatment.

Inladdition,lcontractslandlcontractingllcanlhavelquiteldifferentlroleslaslpartlofitheldifferentlrisk
managementlstrategiesloflorganizations.[Thisllislillustratedlinlithelfollowingltable,lwhichlpresents
a caricaturallpictureloflanleventualllineloflevolutionlinlthelroleloflcontractslandllawyerslaslpart
oflthelrisklmanagementlactivitiesloflanlorganization,lwhichlfollowslthellineloflevolutionloflthe
organizations] risk] managementl strategyl as] describedl by Suominen,”'l supplied] withll thel last
strategyllcategory:lthe[ERM.

5%Schanze,lErich, Legalism,]Economism,landlProfessionall Attitudesl TowardslInstitutionall Design,lJournalloflInstitutional
andlTheoreticallEconomicsl11993,0p.0130,ldescribinglthelmethodlofl“better”lconsultants.

S11Seel Suominen,] Arto, Riskienhallinnanl mahdollisuudetl jall kehityshaasteet [ inl Kuusela,] Hannull &I Ollikainen,[ reijo,
Riskitfjalriskienhallinta,lTamperelUniversitylPress,[Vammalal1999,lpp.011370142.

19



NordidJournallofIiCommerciallLawlissuel20060#2

10O Bunoenuod pajeidaiut
Sunoenuon) lake|d wes ._.woocm__gcwmwemmmc%ccm i90UBUISN0D iNY3 [emoenuo) pue NY3
! I i
Buniodal ._mco_gﬂmgommwc_msn 10} 1001
ETte) ‘olbsrens JjeWalSAS
((FUnoeIIu0o))
1O puawoseURW
SIZEALE pue)  jjuswabeuew ALY SELLE
laAme| asnoy-uj lojasuno) SsauIsng 10) 100 3|IlesIaA
uonensiuIWpe ’ S1oeuo) /904 PV
pue Buiuueld
IaAney
asnopur uadx buuued yoenuoy  ¢luswabeuew iSYSIJ 19eNU0 20 aleme )si
Rl 3 [euonelsadossauisng 1oy 00| ! As! 9 U Py Astd
JlaAme
. . . pasnoo)
élahkme 810 Bul4l  uoneluswnooq [eba ¢sysu10eNU0D painonisun
aaueunsu|
Jlakmen onbe|d, uoneuawnosog [ebaq pysu =10eNnU0)D painonasun 3onT
@C_Ho.mbcoo 10} s01 mhw>>>~m|_ @C_HOM.ECOU @C_Ho.mbcoo S10elJluod S10e1lu0d >@®Hm.5w-_>_~“_
Aljgisuodsay 10 snoo4|Jo ajoyllo ajoy|l0 3|0J- A

20



NordidJournallofIiCommerciallLawlissuel20060#2

Allltheseldifferentlfunctionsineedltolbeladdressedlandllintegratedlinlalconceptualizationloflthe
interplayllbetweenll contractsl andl riskl management.] Howl thisllisl actuallyl donell dependsl onl the
chosenllconceptualizationl ofl thellrolell ofll contractlinll thisll interplayl andl thel focusl pointlinll the
managementloficontracting.lInlthelfollowing,lTlwillldiscusslalfewlalternativelapproacheslforlthe
conceptualizationll ofll thel relationshipl betweenl contracts] andll risk] management,] namely:
proactivel contracting,ll contractll administration,] contractl management, enterprisell contract
managementlandleventuallalternativeslbeyondlsuchliconceptualizations.

4.1 Proactivelcontracting

Proactivel contractinglrepresentslalconceptualizationlofl thelrelationshiplbetweenlcontractsland
risk] managementl inll al wayl thatll focusesl first] andl foremost] onll thel creationl ofll contracts.
Accordingly,l al major] portionll ofll thell earlyllliteraturel onll proactivel contractingl focusesl onl the
creationlofllgoodlcontracts,lwhichlarelsynonymousltolproactivelcontracts.[Proactivelcontractslare
thenlunderstoodlasltoolslforlmanaginglthelgoalslofitheltransactionsllaslwelllaslthellexpectations
embeddedl toll them.[ Suchll proactivel contractingll presupposesl thatl anyll falsell assumptionsll and
unrealisticl expectationsl canll bell preventedl byl thell usel ofll thel proactivel approach,] which
presupposeslthatlthelcontractlpartieslknow whyland whenltolcontract, whatlaboutland whatlthey
contractlfor,laslwelllas whatltheylhave notlspecificallylcontractedlforlbutiwhichlis regulatedlbylthe
defauldllegallnormsl thatdlwilllapplyl tol thell contract] unlessl thell contractl containsl contractsl terms
thatlalterl thesel norms,ltoll thellextentl thatl thatlislallowedl byl thellegallnormsl thatlapplyltol the
contract.

Suchll all primaryl focusl withinll thel earlyl proactivell contractingl literaturell onl thel creationl of
contractsllisllallesslthanloptimallconceptualizationlofithelrelationshipllbetweenlcontractslandlrisk
managementllsincelitthaslanlunclearlapproachltolithelstrategiclperspectiveloflrisklmanagement.
Furthermore,] itl doesll notl payl duel attentionl toll thell elementaryl naturell ofl effectivel risk
managementllaslaldisciplinedlprocesslithatlstartslalreadylbeforelthellcreationloflthellcontractsland
continueslthereafter.

4.2 ContractlAdministrationland]RM

Contractladministrationlislaldisciplinel thatlislparticularlylpopularlinlpubliclsectorlcontracting
andlrefersltoltheladministrationlofl contractslafterlthatltheylhavelbeenlsigned. I Thislfocuslon
thel implementationl of] contractsl isll anothetl wayll toll conceptualizel thell relationshipll between
contractslandlrisklmanagement.JContractladministrationldisciplinelislstronglylinfluencedlbylthe
projectl managementldisciplinel but] hasl al morel narrow] focusl duel toll thel focusl on
implementationloflcontracts,lwhereasllprojectlmanagementldisciplinelfocuseslonlthelentirellifel
cycleloflalproject.]Accordingly,lcontractladministrationlconcentrateslonlthelimplementationlof
(single)l transactions,] whichll isl lessl thanll optimall consideringl thel recentl developmentll ofl risk
managementl disciplinel towardsl al morel holisticl governancell andl strategyll orientedl Enterprise
Riskl Management.] Nevertheless,] contract] administrationldisciplinel remindsl usl ofll the
importanceloflthelimplementationloflcontractslafterlithatitheylhavellbeenlcreated,lwhichlislalvery
importantllessonlforlcontracting.

ComparelthoughlBoyce, Successfull ContactlAdministration,]JHawsmere,lLondonl1992 [wholusesltheltermlcontract
administrationl inll all broaderl sensell that] coversll evenl thell contractll creation.] Suchll usel ofl thell terminologyl seems
howeverlunusuallinlrecentllcontractinglliterature.
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4.31  ContractiManagementllandlRM

Contractl Managementl isl sometimesl usedl] asll all synonyml toll contract] administrationl butll such
languagelisllinsensitiveltolthelfactlthatlthelcontractimanagementidisciplinelhaslshiftedlitslfocus
froml thel contractll implementationl toll contractl] lifecyclel management.] Accordingly,l contract
managementl refersll toll thell processesl ofll managingl thel entirell lifecyclel ofl contracts.l Contract
managementllaslaldisciplinelhasllexistedlinllthelU.S.Isincelthel 1950’ slandltheloldestlassociation
oflcontractlmanagers,|ThelNationallContractiManagerllAssociationl(NCMA )Ilwaslestablishedlas
earlylas]1959.” INCMAlhaslpublishedltwoljournals:1ContractiManagementiIMagazine /lsincel 1977
and ThelJournalloflContractiManagement’ Isincel2002.JAlthoughlthelcontractimanagerlprofession
isl notl new,litl did] notl receivell appropriatel attentionl outsidel thel U.S.I beforel thel 1990’s.0 The
increasing] statusl ofl thisl professionllisl reflectedl inl thell establishmentl ofll thell firstl international
associationlloflcontractlmanagers,/ ThellInternationallAssociationlforl ContractlandlCommercial
Managementl(IACCM)Iinl 1993.”IBothlofltheselassociationslofferlalwidelrangel ofl onlsiteland
onllinell educationllandl certificationll servicesl forll contract] professionals.] Thell statusl ofll contract
managementldisciplinelandlthelprofessionloflcontractimanagerslisllikelyltolincreaselextensively
particularlyll inll thel U.S.0 duell toll thell newll corporatell controll pressuresl inl thell aftermathll ofl the
SarbanesiOxleylActlofl2002.

Althoughl thell contract] managementl disciplinel isll focusedl onll thell managementl ofll contracts
throughltheirlentirellifecycle,ltherellarelotherlchallengeslinlitslrelationshipltolrisklmanagement.
Contractlmanagementldisciplinelseemsl tollsharel thel traditionalll focusl onll contractlrisksl rather
thanlbusinesslrisks.lItlalsolseemsl thatlcontractimanagementlislfocusedlonlthelmanagementlof
singlell contracts,ll orll toll bel morel precisell onll singlell transactions.] Froml thell perspectivel ofl the
currentltrendslinllrisklmanagementlsuchlallfocuslisinotloptimallsincelleffectivel managementllof
businessldemandslfocuslonlithelgovernancelofithelentirelenterprise.

440  EnterpriselContractiManagementllandIRM

Asll suggestedll earlier,] thell contract] managementl disciplinell isl underll developmentl towards
something] thatlis] oftenl calledl] Enterprisel Contractl Management] (ECM)[ that] focusesl onll the
organization’slentirell contracting] activity.l Thisl trendlisl firstl andl foremostllvisiblel throughlland
drivenl byl thell introduction] ofl Enterprisel Contractl Managementl ITlsystems.] Suchl a
developmentlisinotlsurprisinglconsideringlthelpracticallproblemslthatlmanylorganizationslface
inlmanaginglltheir] contractlportfolioslandlthesel problemslarel notl aboutl tol diminishlaslmany
companiesl arel outsourcing] increasinglyl largerll areas] ofl theirl traditionall business activities.”’

Accordingltollalbenchmarkinglstudylamongloverll 1000oflthel ForbeslGloball2000lcompanieslin

SMnformationlofithedINCMAlislavailablelat http://www.ncmahgq.org/.
*Informationlconcerninglthisljournallislavailablellat http://www.ncmahgq.org/publications/cm/.
S[Informationlconcerninglthisljournallislavailablelat http://www.ncmahq.org/publications/jem.asp.
**MnformationloflthelIACCMIislavailablelat http://www.iaccm.com.
>MAccordingltolthelU.SINationallAssociationloflPurchasinglManagers,Janlaveragel Fortunel 1000]companylhaslbetween
20.0000and140.0000contracts,lseelKrappél&iKallayil, ContractiManagementlIsiMordloutlofliControll Thanl Youl Think,lJournal
oflContractiManagement]2003,0p.04,lavailablellonllinelat http://www.iaccm.com/forum/articles/JCMAprQ3article.pdf.
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2003, thel statel ofl contract] management] inll somell ofl thel world’sl largest] companiesl is] atl an
alarmingllevel. ’lAccordingltolthelfindingsloflthislstudy:

- 811%loflcompanieslhadlproblemslfindinglcontracts,

- 200%loflcompanieslsaidl100%lorlmorelofltheirlcontractsimaylnotibellocatedlatlall,

- 33[%loflcompanieslstoredlcontractslinlmorelthanl10llocations,

- 340%loflcompanieslhadlnolrisklevaluationlprocessibeforelsigninglcontracts,

- 520%loflcompaniesldidinotlknowlthelexpirationldateloflallltheirlcontracts,lwhile
43[%loflcompaniesihadlmorelthan]200%lofltheitlcontractsirenewedlautomatically,
therebylmissinglthelopportunityltolreviewlthelcontractlterms.

ECMI I Tlsystemsl offerl highlyl efficient] platformsl forl al trulyll professionall management] ofl such
practicall problems, [l particularlyl inll organizationsl thatl havell hundredsll andll evenl thousandsl of
contracts] withll theirll suppliersl andl customers.ll Analystsl claimll that] ECMI I Tlsystemsl filll all gap
betweenl thell existingl managementl Tlystemsl likel Enterprisel Resourcell Planningll (ERP),
Customerl] Relationshipll Management] (CRM)l andl Supplietl Relationshipl Management] (SRM)
thatlincludesISupplylChain,lProcurementlandiSourcing]Management,ldespitel theleffortloflthe
vendorsl oflsuchlsystemsl toll coverl evenl thell contractl managementlissues.”l Thel reasonll forl the
effectivenessl o ECMI1Tlsystemslislclaimedltolbel theirlfocuslonlthelenterpriselwidelapproach,
andlthelfactlthatlanl ECMIITlsystemlcanl(andlshould)lcommunicatelwithl thelERP,JCRMland
SRMIITlsystems.

IndependentlindustrylanalystslgenerallylbelievelthatlI ECMII Tlsystemslcanldramaticallylimprove
organization’sl economicl performance. Accenturell believesl thatll anll organizationl canl reduce
procurement]expenseslwithll3150%,lreducelmanuallworkleffortslirelatedltol contractinegotiation
andll managementl byl 500750 %, andl increasell netl revenuel throughl thel avoidancel ofll tensl or
hundredslofimillionslofldollarslinlincreasedlcontractlliabilities.®" Aberdeen] Grouplestimateslle.g.
25300 %l reductionsl inll administrationl costs] andl 550 %l improvement] inl compliance
management.*IIfltheselestimationslofltheleconomiclbenefitslof ECMII Tlsystemslarelevenlclose
tolreality,lalllorganizationslshouldlseriouslyllookllintolthellpossibilitieslandIneedsltollimplement
suchll ECMI I Tlsystems.] Therell arel quitell all fewll vendorsl ofl ECMI ITlsystemsl bothll inl North
AmericalandlinlEuropelbutitherelarelalsolguideslitolthelchoiceloflanlECMIvendor.”IThelmarket
forl ECMII TlproductslislexpandinglatlalverylhighlspeedlandlAberdeenGrouplestimateslthatlthe
marketllforllicenceslalonelwillltopl35 1lmillionlU.S.Idollarslin]20050andlcontinueltollgrowlwith

8[ThelForbesIGloball20000listlquotesleverylyearlthelworld’s120000argestlcompanies.lInformationlconcerninglyear
20050Globall20001listlislavailablelat http://www.forbes.com/2005/03/30/05f2000land.html.

>Seell Krappél &I Kallayil, Contract] Managementll Isl Morel outl ofl Controll Thanl Youll Think,l Journall of] Contract
Management12003,lpp.03[8,lavailablelat http://www.iaccm.com/forum/articles/JCMAprQ3article.pdf.

59 Seell Accenture, Managingl contractsl toll increasell revenuel andll profits,] whitell paper,] 2002,1 p.I 15016,] availablel at
http://www.accenture.com/Global/Research and Insights/By Industry/Health and Life Sciences/Pharmaceuti
cals and Medical Products/ManagingProfits.htm.

SJAccenture, Managing contractsl toll increasel revenuel andl profits] whitel paper,] 20020 p. 20,0 availablel at
http://www.accenture.com/Global/Research and Insights/By Industry/Health and Life Sciences/Pharmaceuti
cals and Medical Products/ManagingProfits.htm.

821AberdeenGroup, Thel Contract] Management] Solution] Selection] Report,] Junel 2005,0 availablel through
http://www.aberdeen.com/summary/report/benchmark/RA CMSolSelect TM.asp.l Thellestimatesll ofl thisl report
arelbasedlonlbenchmarkinglstudiesloflmorelthanl300lcompanies.

81Seele.glthelaforementionedlreport] byl thel AberdeenGrouplandlthel IACCMIlistlofl recommendedlvendorslat
http://www.iaccm.com/forum/vendors.php.
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200%lyearlylratelthrough2008,*Iwhichltellsluslsomethinglaboutlthel currentldemandiforlsuch
systems.

Althoughll suchl ECMI ITlsystemsl canll greatlyl enhancel thell contract] management] ofl an
organization,] theyll arell onlyll systems| facilitatingl thell actuall enterprisell contract] management.
Accordingly,lthelpersonslresponsiblelforlthelcontractinglactivitiesloflorganizationslstilllneedlto
bell trainedll inll order] tol havel thel knowledgel andl skillsl neededl toll managell contractsl andl risks.
Further,ltheleasel ofluseloflthelECMII Tlkystemslshouldinotldistractlthelorganizationslattention
froml thell fact] that] theyl stilll needl toll developl thell necessaryl contractll management knowlhow,
particularlylthelstrategiclcontractlmanagementlknowlhowlinllorderltolenablellthelorganizationlto
fullylexploitlthelopportunitieslinlECMII Tlsystems.lOnellaspectlofllsuchlknowlhowlislthellneedlto
differentiatelbetweenlthellevelslofl contractlmanagementlexpertisel thatlarelneededlatldifferent
levelslofllcontracting.

AtlthelsameltimeltheECMII Tlsystemslalsollofferlanlopportunityltolldeveloplthelroleloflcorporate
counsels,] althoughl thatl development] comesl atll thell pricel ofll anl updatel ofll thell ITlskills] of
corporatelcounsels.IAccordingly,lthelmostladvancedlI Tlsystemslwilllenablelretrievallofirecords
onllpreviouslcontractlnegotiationslandldatalonlhowllthoselcontractslhavelperformed,lwhatltypes
ofll contractsl havel workedll andl whatl havel not,] toll quicklyl collectl specificl transactionall datallin
orderltoldeterminelwhetherlcontractuallobligationslhavelbeenlcomplied,landltolpullloutlreports
forll auditingll activities.] Suchl datall retrievall necessarilyll demandsl certainll skillsl butl firstll and
foremostlitldemandsllalclearlunderstandingl ofl thel kindl ofl all datal thatl thel systeml canl provide
andlhowlthatldatalcanlbellusedliforlanalysisloflithelcontractlportfolioloflthelorganization.

Despitell thell enterpriselwidell focusll therel seemsl toll bell littlell focusl onll thel strategyl sidell of
contracting.l Accordingly,l thell enterprisel functionsl ofl ECMI [ Tlsystemsll seemll toll focusl onll the
differentlanalyticl functionsl ofl thel systems,lwhereasl onellwouldl expectl al strongerl focusl ofl the
strategicl managementl ofll suchll [Tlsystems.] Suchll shortcomingsll can,] however,l bell remedied
throughllactivelmanagementlandlanalysisllofithelinformationlprovidedibylsuchlsystems.

Naturally,lthelenterpriselcontractimanagementineedinotlrelylonlanylI Tlsystemlwhichlwilllhave
decreasingll addedl valuel inll smalll companiesl thatll havel clear] visibilityl ofll theirll contracts.] The
functionsll thatl suchll ITlsystemsl havel tol offerl] shouldl thoughl bel ofll interestll particularlyll to
companieslthatloperatelmanuallenterpriselcontractimanagementlsystems.

4.50  BeyondlEnterpriselContractiManagement?

Asll well havell seen,] therel arel manyl different] waysl toll conceptualizell thell relationshipl between
contracts]andlrisk] management.] Andl still,[ thesell alternatives] havell onlyl toll al smalll degreel put
emphasislonlrisklmanagement.lIflenterprisel risklmanagementlisllgoingltolachievel thel position
thatll thell newl ERMlstandardsl arell describing,] suchll all lackl] ofll focusl onl risk] managementl will
representlalchallengelforltheldevelopmentlofl contractingl towardslsuchlanllenterpriselwidel risk
managementllapproach.lAlstrongerlemphasislonlrisklmanagementlandlparticularlylonlenterprise

40Seel AberdeenGroup, Thel Contract]l Management] Solutionl Selection] Report,] Junel 2005,] availablel through
http://www.aberdeen.com/summary/report/benchmark/RA CMSolSelect TM.asp.

5]Forl al morell detailedl discussionl seell Ilmanyl Inc., Contract] Managementll Solutions] andl itsl Impactll onl) thell Rolell of
CorporatellCounsel [Whitelpaper,lavailablelat

http://www.iaccm.com/forum/articles/contractmanagement_law.pdf.
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risklmanagementlcouldnamelylbringlonlfundamentallchanges:Ishiftloflfocuslfromlthelcontract
riskltowardslcontractuallmanagementloflalllkindsloflriskslandlseparationloflatlleastlithellstrategic
andloperativellaspectsltolthelenterpriselwideluseloflcontractslinlrisklmanagement.JAnlattemptlto
integratell suchll riskl managementl perspectives] withll thell enterprisel contractl management
approachllislthelcentrallthemelforlthelnextlchapter.

5 ContractuallEnterpriselRisklIManagementl(CIERM)

Myllapproachltolconceptualizationloflthelinterplaylbetweenlcontracts,lriskslandlmanagementlis
basedllonlthelintegrationllofllegal,leconomiclandlrisklmanagementperspectivesl tol thisl matter.
Whereaslmylloriginalltheoryloflcontractuallriskimanagementl(CIRM),Ipresentedlinlmyldoctoral
thesislinl 2000,lwasl focusedll onl thel theoreticall foundationsll forl thel creationl ofl riskl managing
proactivelcontracts, “Itheloperativelmodelsloflstrategiclandloperativel CIRM,JwhichlIldeveloped
inl all paper publishedl inll 2002,°"0 werell thel firstl stepsl inl adjusting] myll originall theoryl toll the
strategicall needsl ofl thel enterpriselwidel governancell ofl contractslandlltol thel operativel needsl of
thelmanagementloflcontracts. Theseladjustmentslhavelnowlledltolithelformulationloflaltheory
of Contractuall Enterprisel RiskIManagementl(CIERM)Ithatladdresseslithelmanagement oflallltypeslof
risksl tol anl organization withll helpl ofll governancell and] managementll ofll thell contractingl activitiesl ofll the
entirel organization.lInlthisladjustedltheory,lthellenterprisel contractlmanagementlandlenterprise
risk] management] approachesl havell becomell fullyl integratedl tol myll originall contractualll risk
management] approach.l Inll thell remainingl pagesl ofl thisl paperl Il willl onlyl shortlyl] presentl the
frameworkl forl CIERM,[ focusingll onll itsll conceptsll andl structures.] Hopefullyl Il willl bell ablel to
publishlalmoreldetailedlpresentation] ofl CIERMIbylthelendllof] 2007l inlalbookllformat.lInl the
meantime,] morell information] aboutl CIERMI andl otherl related] informationl onl the
interdisciplinaryll interplayll betweenl contracts,l risks] and] managementl willll bel madel available
throughlithe MonitorloflContractuallRiskIManagementl(MCoRiM)lat www.mcorim.com,lwhichlisla
weblportallthatlwilllbellaunchedlduringlthelendlofl2006.

510 GoalslofiICIERM

Thelgoalsloflthel CIERMlarelestablishedlunderlgenerallERM.I Thislexternallpointlofldeparture
forl thell CIERMI isll thell reasonll whyll thell conceptl ‘contractuall enterprise riskl management’l was
chosenll asll thell namell forl thell contractll legalll perspectivel tol riskll management,] insteadl ofll the
concept ‘contractuallenterpriselmanagement’ JHowever,JCIERMIcanlofferlsomellinsightslforlthe
generall[ERMIparticularlylinlthelphasesloflirisklanalysislandlrisklevaluation.

56)SeelKeskitalo,lPetri, FromlAssumptionltol RiskIManagement,lKauppakaari,JHelsinkil2000.0Summaryloflthislbooklis
availablelatlmylhomepagelat:

http://www.jus.uit.no/ansatte/keskitalo/SUMMARY of %20PROJECT.htm.

870Seel Keskitalo,l Petri, Sopimuksellisenll riskienhallinnanl teoriall jall toimintamallit,l in) Pohjonen,l Soilel (ed.),l Ennakoiva

sopiminen,IWSOYlLakitieto,]Helsinkil2002,lpp.12410273.
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5.2 Structurelof[CIERM

CIERMIadoptsl thell philosophyl of ERM
butl focusesl onl thel enterprise’s
contractingll activities] as toolsl forll risk
management.] Similarlyll toll thel COSO
ERMI Integratedl Framework’slapproach
toll risk] management,] CIERMI separates
betweenl thell strategic,] operations,
S C-ERM reperting reporting,] andl compliance fieldsll ofl the
contractingllactivitieslloflanlorganization.
However,] under thel fieldl ofl CIERM
Operations operationsl it] alsol appliesl thel CRM
processesll andll separationl betweenll the
phasesll ofll creation,] administrationl and
monitoringlofllcontracts.

Althoughlthel CIERMIseparationloflfourlfieldsloflcontractinglislsimilarltoltheldivisionlbetween
fourl“categorieslofllobjectives”lwithinlthel COSOIERMIIntegratedlFramework,Imyldefinitionlof
thell ContractualERMI doesl notl sharell thell structurel ofl COSOUI ERMI Integratedl] Framework.
Accordingly,linsteadloflithelvisualizationlofleight]“components”loflthe COSOIERMIIntegrated
Framework,]Contractual[ERMlislbasedlonlalmorelanalyticallapproachlthatlidentifies threellevels
oflmanagementlthatlarelbuiltluponlandllinkedltollonelanother:

- Internallenvironment,
- Operativelactivities,Jand
- Surveillancel&ldevelopment

ThislthreellevellstructurelisisharedlbylalllofithelfourlifieldslofICIER M.

Thel levell of internall environmentll formsl thell fundamentl] ofll eachll ofll thell fourl fieldsl ofl CIERM.
Thesellinternallenvironmentslconsistloflfivelareas:Iculture,lpolicy,linfrastructure,lknowlhow,land
finally,] communicationl] &llinformation,lanll areall thatl functionsl asl thel linkl betweenl thel three
levelsloflmanagement.[Thelcentrallroleloflthislarealislunderlinedlinlthelillustrationlthroughlthe
visualizationloflitlaslalpolelinlthelcentreloflthisllevel.lIAllltheselfivelareasldeallwithlseverallissues
withinltheirlsubjectlareasle.g.linfrastructureladdresseslthelmattersloflorganization,lresourcesland
toolsloflmanagement.
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Internal environment
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Operative activities

Thellevellof operativelactivitiesllislbuiltluponlthellevelloflinternallenvironmentloflmanagement.
Theloperativelactivitieslareldividedlintollfourllareas:lobjectivelsetting,leventlidentification,levent
evaluation,] andl eventl treatment.] Thesel representll thel traditionall corel ofll risk] management
activitieslandlformlthereforelthelmidlevellinlthelstructureloflallloflthelfourlfiel dslofICIERM.

control

Survaillence g deve\opment

Thel levell of surveillancel &1 development is
builtluponl thellowerllevels] ofl management
andl focusesl onl thel surveillancel and
developmentl ofll allll of] thell threel levelsll of
management.]  Evenl  thisl levell of
managementlis] dividedllintol areas:ll control,
monitoringlandldevelopment.

Howldolallltheselthree levelslThanglltogether?
Asllsuggestedlearlier,itlislthelmanagementlof
communicationl andl information
concerning] thel contractingl activities] of
organizationlthatldoesltheljob.I Thislcentral

roleloflthelmanagementloflcommunicationllandlinformationlcanlbelvisualizedlwithlthelhelplof
anlillustrationloflthelthreellevelsloflmanagementlaslpartsloflaltraditionallchildren’sltoy:lalstack

Strategic

Compliance C-ERM

Operations

Reporting

© Petri Keskitalo 2006

pile lwherellthel differentl pieceslarel keptllin
theitl placel byl all polell inll thell centerl ofll the
fundament.l However,] thel rolel ofl the
communicationl] andl informationl isll even
morel centrall whenl onel considersl the
cooperationll betweenll thell four fieldsl ofl CI
ERM:I thel strategic,] operational,] reporting
andl compliancel perspectives] tol CIERM.
Communicationl andll informationl between
thesel fieldsl is] namelyl anll elementary
condition] forl thel effectivenessl of
Contractuall Enterprisell Risk] Management.
Thereforelthelinternallcommunicationland
informationl concerningll thell organizations
contractingll activitiesll links] notl onlyl the

different] levelsl ofl managementlwithinl eachll ofl thesell fieldsl of CIERMI butll inll additionl itl also
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linkslithelfourlfieldsloflmanagement
tolonelanother.

Suchll effectivel management] of
communication] andl information
concerningl  thel  organization’s
contractingll activities] presupposes
thatl  someonel  withinl  the
organizationl hasl responsibilityll for
thell coordinationll ofll thesell fieldsl of
CIERM.I' Duel tol thel complex
structure] ofll contractingl inl many
organizations,] thell relocationl ofl] all
opeikeskiao 200 | contracting]l activityll toll all separate
contractingll unit] ol divisionl is] not
desirable.lAlmorelfruitfullsolutionllisimostllikelylfoundlthroughlfocusllonlthelorganizationloflthe
coordinatingltasks.] Dependinglonlthelsizel ofl thell organizationllthisl couldlal person,lalgrouplof
personsl or] all councill withll topll executivel representativesll froml alll ofll thel divisionsl ofll the
organizationlthatlarelengagedlinlcontractinglactivities.®IWhereaslthelorganizationallformloflthis
coordinativeltaskllisllesslimportant,lthellassignmentloflthelcoordinativelresponsibilitylinllitselflis
cruciallyl important] andl shouldl bell thel startingll point] forll all developmentl ofl Contractual
EnterpriselRiskIManagementlinlorganizations./Fromlthereonlthelorganizationslicanlfocuslonlthe
fourlfieldsloflmanagement,lonelatlaltime,ldevelopinglthelfieldslandllevelsloflmanagementland
managementl areas] thereinll according] toll thell needsl ofll thell organization.l Suchll al development
shouldlbellablel tol fullyllintegratel andll transforml thel existingll contractl administration,] contract
managementllandlenterpriselcontractimanagementldisciplines,landllevenlthel Governance,lRisk
andlCompliancelManagementl(GRC)lactivitieslwithinlthelorganizationlintolthel CIERMlsystem.
ThelroadloflsuchlimplementationlofICIERMlisllonglandlchallengingllbutlthelrewardloflhavingla
developedl all disciplinedll andll organizedll contractingll activityll thatl isl updatedl toll meetll the
challengesloflthelEnterpriselRiskIManagementlshouldlbelrewarding.

Internal environment

6 Beyondlknowledgelandlskills

Atll thel endll ofll ourll journeyl itl isl timell toll returnll toll thell illustrationll ofl thel differentl layersl of
knowledgell onll thel interplayll betweenll contracts,[ risks,]and] managementl asll all pyramidl withll its
structurallimplications.l Aslsuggestedlinl thel beginningl ofl thisll paper,l 1l havel discussedl thel two
elementaryl layersl ofll suchll all pyramidl ofll knowledgell andl onlyl shortlyl touchedl uponl thell midl
layersloflknowledgeloflandlskillsliforlthelinterplayllcontracts,risklandlmanagement,lleavinglthese
morel pragmaticl layersll toll bell studiedl withll helpl ofl thel increasinglyll broadetl literaturel on
contracting.

8]Creationloflsuchlalcontractlmanagementigovernancelcouncillislonelofltheltenlpracticallrecommendationsloflthe
AberdeenlGrouplinltheitlbenchmarkinglreport,writtenlbylMinahan,ITimlA., BestlPracticeslinlContractiManagement.
StrategieslforlOptimizinglBusinesslRelationships,JAberdeenlGrouplSeptemberl2004.
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Nowl itll isl timel tol returnl toll my
Layersof knowledge concerning promiseltolreveallthelveryltoploflthe
theinterplay between - pyramidll that] actuallyll isl notl about

contracts, risks and management: ]
knowledgellorlskills.[Whatltheltoplof

thel pyramidlstandsl forlisl the artl of

Creative thinking! creativell thinking.l Thel abilityl for
- potential creativel applicationll ofl thel different
(a0 120) layersloflknowledgellaccordingltolthe

e needsl andl resourcesl ofl the
- tools (know-with-what) organizationl isl thell actualll keyl toll a
successfull implementationll ofl the
contractuallrisklmanagement.lAtlthe
sameltime,lsuchlcreativel thinkingllis
difficuld tol learnll throughl reading
andl isl mostl effectivelyl learnedl by
doing;ll throughll attemptsl andll mistakes.l Fortunately,] thel numbertl ofl obviousl mistakesl canll be
narrowedl downl throughll thel studyll ofl unsuccessfull contractuall risk] managementl thatl canll be
foundl alll aroundll usll andll whichll isll particularlyll visiblel inll casell lawll concerningll contracting;
contractsl thatlendlluplinl courtslcanl namelylbel assumedl tol havel failed,latlleastl forlonel ofl the
contractll parties.] Anotherl sourcel forl stories, I stories] withl happierl] endingsl inll contractuall risk
management,lislbenchmarkinglstudieslthatlarellbecominglincreasinglylpopular./Theldilemmallin
suchlstudieslislithatldueltol theirlcaselstudylnature,lthellessonsltolbellearnedlmightinotlbelthe
rightllessonslforlotherlorganizations.lAlmorellcomprehensivelsourceloflknowledgelcanlbelfound
inl thell empiricall studiesll conductedl] underll thell academicll disciplinell of] Law,] Economicsll &
Organizationllalsoll knownll asl thel Transactionll Cost] Economicsl thatll offers[ all great] potentiall for
theldevelopmentlofllalllthellevelsloflknowledgelconcerninglthelinterplaylbetweenllcontracts,risks
andll management.] Andl still,] atl thell endll ofll day,] thel keyll toll trulyll successfulll contractualll risk
management] -] thel cuttingl edgel [I liesll inl the creativel mindsl ofll thosell inll chargel ofll the

- models of operation (know-what)

- theory (know-why)

organizationsllcontractinglactivity.
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