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A Primer on Investment Insurance Underwriting 
By Felton (Mac) Johnston 

I. What this is and what it is not  

“People should be allowed to play the violin only after they have mastered it.” (Anonymous) 
 
It takes a lot of practice and sometimes painful experience before an investment insurance underwriter can 
become truly expert at his craft. Everyone has to start somewhere, and this little volume is meant to get you 
started. 
  
A primer is an introductory text, one that deals only with fundamentals. Investment insurance is a vast 
subject, most of whose intricacies will not be dealt with here. But the fundamentals are worth stressing and 
repeating, because when things go wrong in a business it is so often caused by the neglect of a 
fundamental precept.  
 
We also do not address every type of political risk insurance (PRI), of which investment insurance is a 
subset, nor with trade credit insurance, although admittedly it is sometimes hard to draw a bright line 
between investment and trade transactions. This primer only incidentally covers pricing and portfolio 
management, and says nothing about reinsurance. These are critically important subjects for the business 
of investment insurance, but they are outside of the purposes of this primer. 

1. Insured investors and their motivations 

We will focus on PRI coverage for two kinds of insureds: equity investors and arms-length lenders (as 
opposed to parent company lenders). PRI can be applied to other modes of investment, such as oil and 
gas production sharing agreements, but equity and bank loans make up the bulk of investment exposures, 
and the same basic principles apply to all PRI products for such exposures.  
 
Why do these policyholders want coverage in the first place? One straightforward answer is that they can 
use the coverages we will describe to offset certain risks typically associated with direct investments 
abroad. Those coverages won’t deal with all such risks, or all of the losses that may result from them, but 
they offer a good deal of comfort to managers, boards of directors and shareholders. Buyers of investment 
insurance also perceive public agency insurers and sometimes private insurers as potentially helpful in 
deterring or dissuading foreign governments from acting in ways that harm their interests.  
 
Buyers vary greatly in their understanding of the product, their own risks and their particular needs for 
protection. Some are content just to be able to say that they are “covered” against political risks, but others 
are thoughtful and knowledgeable about both risk and PRI. One thing that insurers try to impress on 
potential buyers is this: the coverage is not meant to improve on conditions; it won’t “make a bad deal 
better.” 
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2. An atypical insurance product 

What makes investment insurance different from most other types of insurance? Many insurance products, 
like those that cover your home or your automobile, are standardized: their buyers have limited possibilities 
to negotiate terms and wordings, and coverage is straightforward enough that determining whether a loss is 
covered is not normally a matter of contention. Not so with investment insurance, a product whose 
individual underwriters may approach things in distinctly different ways and which is commonly 
manuscripted (varied from the boilerplate policy wording) in the interest of the insurer and/or the insured. 
Investment insurance necessarily uses some abstract and general wordings that must be applied to 
complex fact situations and these wordings can easily be understood differently by the parties. As a result, 
underwriters of investment insurance (and their clients) have a challenging job. Finally, lengthy policy 
tenors require thinking beyond the relatively predictable short-term future.  
 
While most insurance underwriting rests on a reasonably solid actuarial foundation, investment insurance 
does not because political risks are largely of a catastrophic nature (with losses infrequent but potentially 
severe) and experience is a helpful but insufficient basis for predicting future events.  But investment 
insurance underwriting must rest on something, and it is largely these things: recovery prospects, spread of 
risk, careful judgment, and the disparity (so far) between real and perceived risk. Let’s explore these 
elements one by one.  
 

Recoveries. It would be foolish to underwrite a risk solely because the chances of recovering much 
or even all of a loss are high; however, knowing (or believing) that the odds are very good that 
eventually much will be recovered if a claim is paid certainly makes an acceptable risk look better 
than otherwise, and getting an assignment of the insured’s interests is a key element in the claims 
and recovery process. As we will see later in this primer, recoveries figure very importantly in 
setting the terms and wordings of expropriation, currency inconvertibility and non-honoring policies. 
Political violence coverage, however, has to stand on other ground. 

 
Spread of risk. We won’t deal here with portfolio management, but not putting too many eggs in 
one basket becomes more important than ever when actuaries cannot be relied on to keep us out 
of trouble. Traditionally, spread of risk has been pursued by PRI underwriters to avoid too much 
exposure in any one country and industry sector, or to put it differently, to spread one’s portfolio as 
broadly as possible among sectors and countries. Unfortunately, there may be a lot of unknown 
correlations that can lead to the aggregation of losses, especially in a world so globalized as ours 
is today. 

 
Judgment. The importance of good judgment cannot be stressed enough and, as pointed out at the 
beginning of this primer, this ability doesn’t develop overnight. PRI underwriters with good 
judgment informed by experience are invaluable to this business. Perhaps it should be added that 
along with judgment there must be discipline. Just because you know you shouldn’t do something 
doesn’t mean that you won’t do it, especially if you are tempted, for example, by an attractive 
premium or a production deadline. 

 
Real vs. perceived risk. Lastly, and luckily for underwriters, the risks of investing abroad frequently 
loom larger in the minds of investors than they actually are. To put it another way, when political 
risk events occur, they tend to grab headlines and to linger in the public imagination. You don’t 
often read about foreign investment projects that enjoy smooth sailing, but it happens a lot. And 
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often the political problems encountered are not much different from what domestic investments 
routinely cope with.  

 
Investment insurance has three basic categories of coverage: currency convertibility and transfer, 
expropriation, and political violence. Their purpose is to protect assets, cash flows, or both. A fourth 
category, non-honoring, is a more recent addition to the arsenal of political risk products, and has come to 
dominate many an investment insurer’s book of business. The coverages are characterized by concepts 
and practices that are deeply imbedded in the minds of insurers, reinsurers and some policyholders. We 
will address these “givens,” which generally make sense, as they are and not as we may think they should 
be.  
 
The underwriting of each political risk coverage that we will discuss involves two related elements: the risk 
and the wordings and terms of coverage. It will be helpful for you to have at hand your own organization’s 
basic PRI policies as you read this, so that you can see how those wordings work.  

II. Currency Convertibility and Transfer 

Simply put, an investment insurer promises that if an insured is unable to convert local currency earnings or 
debt service to hard currency and to repatriate that in a timely way, then the insurer will compensate the 
insured in hard currency for the loss. Arguably, this coverage (“convertibility” for short) addresses an 
economic rather than a political risk, but economic developments are often led by politics. In any event, 
underwriters must give thought to the possibility that a country may not manage its foreign exchange 
situation so as to avoid barriers to free and timely convertibility for investors seeking to remit earnings, 
capital, debt service or other payments in foreign currency abroad. (If convertibility is not possible to begin 
with, coverage will be unavailable, or unavailing, because the policy will say so.) 

1. Assessing inconvertibility risk 

Let’s pause to consider what brings about a transfer blockage. Governments (acting through their central 
bank or other exchange authorities) may try to manage the rate of exchange for their national currencies, 
rather than allowing it to be market-driven, often to maintain an overvalued rate that makes imports and 
foreign borrowing cheap. Taken to extremes, this practice results in the exchange authorities having to 
ration scarce foreign exchange, sometimes by erecting multiple rate schemes that favor some transfers 
over others, or by delaying or denying transfers (actively or passively). Eventually, there will be a 
devaluation to set things right, bringing supply and demand for foreign exchange closer to equilibrium, but 
before that some remittances may be delayed or denied for considerable periods. That is why people buy 
convertibility coverage.  
 
How can the underwriter see this coming? It is relatively easy to peer ahead for say six months or even a 
year and see how things are trending, but investors usually have to look a good deal further down the road 
and so do their insurers. You can consider the country’s economic and financial fundamentals, its past 
performance, the ability of the exchange authorities, and other factors to make a judgment. Many 
professional organizations gather and analyze data and it’s usually safe to rely on them—up to a point.  
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2. Expert opinion and its limitations 

At least three things limit the value of such professional services: first, they tend to focus more on the short 
term than the medium or long; second, their analysis may focus more on sovereign obligations than on 
private remittances; and third, their knowledge base is imperfect. That last limitation is a key problem. Most 
financial and economic data are generated by governments themselves, and therefore need to be regarded 
with a degree of skepticism, especially when things may be going the wrong way. Governments notoriously 
underreport inflation when inflation becomes significant, and government denials that devaluation is in 
prospect become most emphatic precisely when a devaluation is imminent. And then there are flat-out lies 
about government accounts and statistics. Another problem is that even reliable data lag events, 
sometimes significantly. But the problem is not just a matter of data that is incomplete, tardy or false; even 
well-informed sources can lead you astray. One hardly needs reminding of the notorious lapses in 
judgment (or something) displayed by the credit rating agencies, so their blessing ought not to be too great 
a source of comfort.  
 
If you choose to rely on your own judgment, you might focus on basic things like central bank 
independence, professionalism and competence, trade and budgetary deficit trends, the diversification of 
the economy beyond commodities or other concentrations, political trends and political will, and past 
patterns of government behavior when exchange difficulties arose. It may also tell you a lot if the country’s 
growth rate is not keeping pace with its foreign debt burden. Underwriters also have to consider not just 
how the host country will fare in relative isolation but also how it might be caught up in systemic problems 
that can overwhelm even fairly well-managed economies. 

3. National exchange problems do not always mean investor convertibility losses and claims 

Exchange blockages affecting private remittances do not necessarily run in tandem with macro-level 
sovereign debt problems and a country may stall those remittances while handily servicing its foreign debt 
obligations. Or it may not. Exchange authorities have choices. In the exchange queue, trade transactions, 
especially short term ones and those involving vital inputs, usually have priority over investment returns. 
Still, some investment remittances may get better treatment than others, for example because the insured 
investor or lender has greater influence or skill in dealing with the authorities.  
 
Another risk ingredient is moral hazard, which, given the relative inability of insureds to affect the risk of a 
national exchange problem, is not a primary consideration. The standard tool for dealing with moral hazard 
is the requirement that the policyholder retain, uninsured, a portion of any loss. But is the insured more 
likely to avoid a convertibility loss or hesitate to submit a claim because it must share in the loss? Absent 
unusual circumstances, probably not.  

4. Policy terms, recoveries, and devaluation 

If exchange rates were forever fixed (forgetting administrative costs and the time value of money), then you 
would take little risk paying inconvertibility claims because sooner or later convertibility is usually restored. 
That underwriters do not cover devaluation risk does not mean they do not take that risk, at least to the 
extent that they expect recoveries. So the underwriter’s task is not just to establish the time thresholds that 
define when a currency blockage ripens to justify a claim, but also to find the right balance between insurer 
and insured in dealing with the hot potato of devaluation. How this works out depends principally on three 
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things: the claim waiting period, the date as of which the rate of exchange for paying a claim is calculated, 
and limitations on the amount that can claimed within a given period. 

5. The waiting period and the reference date 

A “waiting period”—the time interval between the onset of a potential loss and the point at which the policy 
recognizes a loss to have occurred—is a standard feature of investment insurance policies. Except in 
physical damage loss situations, the waiting period offers an opportunity for loss avoidance, mitigation or 
simply to see if the problem goes away 
 
Let’s say that you set the waiting period (the time from when conversion and transfer are first 
unsuccessfully attempted to the point at which a valid claim can be made) at 180 days. If transfer is 
effected on day 179, at whatever rate prevails, there is no claim, and if there has been an intervening 
devaluation or depreciation of the local currency, that 
is the insured’s hard luck. (The insured will not like 
this, and there is likely to be some discussion about 
the appropriate waiting period.) But say that the 
waiting period passes with conversion still blocked, 
and you must pay in dollars or some other hard 
currency in exchange for the blocked local currency. 
Based on the exchange rate prevailing on what date? 
If that date (the “reference date”) is day one of the 
blockage period, you (the underwriter) have absorbed 
any devaluation loss that occurred during the waiting 
period, because the amount of blocked local currency 
has not changed, but to satisfy the claim you must 
come up with its pre-devaluation equivalent value in 
foreign exchange. Even if you were immediately able 
to exchange for hard currency the local currency the 
policyholder will give you, on account of the 
devaluation you will make less than a full recovery, 
because it is unlikely that the local currency’s value 
will go up again.  
 
One way for the underwriter to potentially get around 
the problem of devaluation occurring during the waiting period is to set the exchange rate for compensation 
at the rate that prevails on the final day of the waiting period, thus passing the devaluation risk to the 
policyholder. There may also be a devaluation risk after the claim is paid, but at least the policyholder will 
have borne the risk of devaluation occurring during the waiting period—an arrangement the policyholder 
will not like. A compromise might be reached by setting the rate as of some date in the middle or at an 
average of the rates prevailing over the duration of the specified waiting period. 
 
Even if the underwriter can make the “reference date” the final day of the waiting period, he will not be out 
of the woods unless he can dispose of the blocked local currency he gets in exchange for the claim 
payment before a devaluation occurs. And how much likelier is it that the insurer can promptly exchange 
the blocked currency when the policyholder has been unable to do so? For most private insurers and some 
public agencies, not very, at least not without some loss on the transaction. So the risk of a devaluation 

 
Negotiating coverage terms. 

This is a good place to take note of the 
obvious, applicable to all investment insurance 
coverages: underwriting involves negotiation, 
not just dictating terms to the insured. How 
much can you prudently compromise? What is 
the right balance between sensible 
underwriting and reasonable accommodation of 
a customer’s needs? It would be naïve to 
suppose that competitive considerations, the 
importance of a major customer and similar 
“non-risk” factors will not enter into an 
underwriter’s calculations. One can only say 
that you need to know what you honestly think 
you can sensibly do, and never, never 
compromise that for the sake of a higher 
premium if you think the risk is too great.  
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occurring after the claim is paid and before convertibility can be effected remains with the insurer. At least 
the underwriter may take comfort in the prospect of some recovery eventually, even if not a complete one.  
 
If the insured transaction is a loan with scheduled payments, the underwriter has another option to try to 
limit the damage from a claim, which is not to take the blocked currency but rather to take the defaulted 
note in respect of which the blockage occurred. The effect of this is that the underwriter assumes the credit 
risk of the borrower, in hopes that the borrower will, when foreign exchange becomes available, be able to 
generate enough local currency to satisfy the debt at the exchange rate then prevailing. This strategy can 
lead to some interesting complications involving the mutual rights and responsibilities of insurer and insured 
if the latter remains a creditor with respect to the remaining installments of the loan. 
 

6. Per period claims limits 

Setting limits on claims amounts that can be presented in a given period is one way to limit the potential net 
loss (and the value of the coverage). This may not be a great burden to the insured if the limits approximate 
expected remittance patterns. Typically, coverage of loans is limited to scheduled debt service, so that 
even if the lender can accelerate against the borrower, it cannot accelerate against the borrower’s insurer.  
 
The underwriter will want to keep an eye on his overall convertibility exposure in the country when writing 
individual policies, not only because of general concerns about overconcentration of exposure, but also 
because whatever avenues he might enjoy for disposing of blocked currencies may be finite, and the 
greater number of such claims he may have to deal with, the less value he can place on such possibilities. 
 

7. One more thing  

What is the rate, on any given date, at which conversion ought to occur? Some policies may promise 
compensation if exchange authorities deny access at the official rate, or at the official rate applicable to the 
transaction involved. Most policies, however, will not allow the policyholder to claim a loss if conversion is 
possible through any unofficial “legal and customary” mechanism, but that description can lead to 
disagreements. The insured will not want to enter the rug trade; even though, others may typically go that 
route to get money out of the country. Some countries sanction or tolerate less exotic informal 
mechanisms, or regularly revert to them when exchange difficulties arise. It is important for underwriters to 
be aware of these patterns and practices, and to adjust or sharpen wordings accordingly.  

III. Expropriation 

Expropriation coverage (sometimes called “confiscation, expropriation, nationalization and deprivation” or 
“CEND”) is the most elastic and complex of the basic coverages. The range of investment and project 
situations that may be involved, the vast possibilities for loss events and causation, and the many choices 
as to policy offerings and wordings all make a summary guide to underwriting the coverage a challenge 
indeed.  
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1. How expropriations happen 

Unlike inconvertibility situations, expropriation losses in most cases afflict individual projects or sectors 
rather than many enterprises in a particular country. Of course there are exceptions, and a change of 
government sometimes produces unpleasant outcomes, but generally it is not wise or possible to 
underwrite expropriation coverage merely on the basis of “country risk” unless conditions are so terrible that 
they would trump all other factors, in which case you are unlikely to offer coverage in that country anyway. 
Still, country political and economic conditions are important expropriation risk ingredients, and an 
underwriter should be familiar not only with general conditions, but also with those most pertinent to the 
investment and project under consideration. 
 
Experience teaches us that expropriations occur for a variety of 
reasons. Here are just a few common ones:  
 

• Ideology and nationalism 
• Regime accumulation of power 
• Thriving fortunes of the enterprise (and a politically 

irresistible opportunity to share in them) 
• Declining fortunes of the enterprise (intervention to 

protect workers and other interests) 
• Response to urgings of local competitors or other 

economic interests favored by the regime 
• The opportunity to get a better deal for the government 
• Practical or political inability to keep government 

promises 
• Honest differences, actions in the public interest, 

responses to provocation, etc.  
 
Of course these are not the only reasons, and they are not 
mutually exclusive. The last of these reminds us that 
expropriations—even uncompensated ones—may be perfectly 
legitimate in certain situations, and underwriters strive not to 
assume liability for those situations. 

2. Assessing expropriation risk 

The evaluation of expropriation risk can start with the project and its sector, with an eye out of the political 
and economic environment in which it will operate. Every category of enterprise has a profile that may 
render it vulnerable to some threats of expropriation, and each enterprise in that category may have 
particular vulnerabilities. So the underwriter needs to have a good understanding of the sector, and a grasp 
of the specific enterprise within that sector and the environment in which it will operate. This may involve a 
lot of work and digging. The underwriter should not be shy about pressing the investor for information.  
 
With this background, the next step is to ask what sorts of threats are most likely to confront the enterprise. 
Here we need to jump ahead a bit to what the policy is going to offer. At one time, investment insurance 
dealt almost exclusively with adverse actions by the host country government—“takings” of various kinds. 

 

Expropriation of Funds. 
Sometimes the exchange 
authorities will say that they have 
effected timely conversion, but that 
the hard currency produced will be 
withheld for some period. That may 
take care of the devaluation risk, but 
to the insured it just means that 
another method has been found to 
deny them their money, at least for 
a time. But technically this is viewed 
as a “taking,” which is what 
expropriation coverage is about, 
and so the matter is likely to be 
addressed in that section of the 
policy. However this risk is 
categorized, a loss is likely to arise 
from the same conditions that 
impair convertibility and should be 
analyzed similarly, with the same 
waiting period applied. 
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But with renewed activity by foreign investors in utilities and other projects in which the government plays a 
major role as purchaser or regulator, investment insurers increasingly have covered the risk that the 
sovereign will fail to live up to explicit promises, especially contractual obligations to make payments for 
project output or commitments to maintain tariffs indexed to foreign currency values. Experience suggests 
that a government is more likely to break its promises to an enterprise than it is to expropriate it, especially 
if the promises made are economically or politically difficult to fulfill. 
 
Natural resource and infrastructure projects and other concessions often experience a common cycle. 
Eager to attract investments that promise hard currency earnings, employment, major infrastructure 
improvements and other benefits, a government offers attractive terms and inducements, such as beneficial 
tax or tariff regimes. The investor and project lenders respond, perhaps congratulating themselves on the 
success of their bargaining. But once the capital is committed, leverage flows in the other direction. 
Whatever its original intent, the host government now enjoys the upper hand, and may decide to exploit its 
advantage if the enterprise flourishes, especially if the public becomes convinced that too much was given 
away in the first place. The temptation to get a better deal, or the whole deal, and to validate the regime’s 
nationalist credentials, may prove irresistible. Or the government may discover that promised inducements 
are economically or politically impossible to make good on. It doesn’t always happen in these ways, but the 
potential is there and the patterns are familiar.  
 
In the relationship between governments and foreign investors, individual projects and their sponsors vary 
in their capacity to cope with political threats and changes, and they are not always helpless victims. In a 
given sector, some investors or their projects may be more vulnerable than others. And in dealing with the 
sovereign, some projects and sponsors have more clout or skill than others. Those qualities may spell the 
difference between a manageable problem and a claim. To give one example, when a government decides 
that it cannot honor all of its off-take commitments to energy producers, the highest-cost producer is likely 
to be the first to suffer.  
 
Underwriters usually want insureds to retain some of the risk of expropriation, by way of an uninsured 
percentage of any loss. This may not actually be necessary, because if compensation is on a book value 
basis there is a good chance that the insured has a lot more skin in the game than the investment book 
value. But not always. 

3. Defining expropriation in the policy 

How should insurers define expropriation in their policies? Although international law offers some guidance, 
expropriation lies in the eyes of the beholder. When is an act a “bona fide non-discriminatory measure of 
general application that governments normally take in the public interest,” a scenario that most policies 
won’t treat as expropriatory? (Incidentally, this critical matter is typically treated under the policy exclusions, 
rather than as an element of the definition of expropriation.) Some underwriters stipulate that, among other 
things, a loss is compensable only if it constitutes a violation of international law; others try to define that 
law. The case for punting to international law is that, unlike specifying what acts should be covered, it does 
not run the risk of too narrowly defining expropriation, so policyholders ought generally to favor it. The case 
against it is simply that it is too broad. Breadth can be troublesome for underwriters (“I don’t really know 
what I am agreeing to”) but also for policyholders (“I don’t either, and I want to know what I’m covered for”). 
There is no one right answer to this one. For the underwriter, it’s an important question, because recovery 
prospects may hang on how strong a case it may have under international law when confronting an 
expropriating sovereign.  
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4. Arbitral award default coverage 

The existence of bilateral and multilateral investment agreements among sovereigns, as well as contractual 
arrangements between investors and sovereigns for the arbitration of investment disputes, allows 
underwriters to define expropriation in terms of the failure of governments to pay arbitral awards in favor of 
the insured.  This approach has appealing recovery prospects, as it is likely (but not certain) that the 
governments will eventually make good on the award obligations anyway, wholly or in part under some sort 
of ultimate settlement. The approach also finesses arguments about international law with the policyholder 
and, in pursuing recoveries, with the sovereign. This coverage is usually referred to as Arbitral Award 
Default (AAD). If the investor wants coverage for expropriatory events that can’t be submitted to arbitration 
with the host government (or that the government refuses to arbitrate), this neat solution will not do the job. 
Moreover, the investor may not think much of coverage that pays off only if there is a favorable outcome 
after a typically long and costly arbitration process has run its course.  Finally, the same coverage may 
arguably already be implicitly provided in standard expropriation wordings. 

5. A choice of policy wordings 

When not linking expropriation coverage to arbitral awards, different underwriting organizations favor 
different wordings in their attempts to define and confine the meaning of expropriation for purposes of 
validating a claim, with some stressing effects over the sovereign’s intent and others requiring that acts be 
taken “expressly” to deprive the investor of its interests (whatever “expressly” means).   Just as some 
underwriters prefer to keep things simple and perhaps vague, potentially encompassing many different 
modes of “taking,” others favor a policy that sets out a menu of types of expropriation, breaking out such 
things as discriminatory treatment. An individual underwriter is usually confined to whatever wording his 
organization favors, and all underwriters sometimes wind up having to make do with someone else’s 
wordings because they are participating in some reinsurance or syndication using another underwriter’s 
policy form.  
 
So we leave you with this advice:  understand your boilerplate wordings and think about how well they 
might respond to risks presented by the project. Manuscript them to the extent you can to bring greater 
clarity where needed and to fit the wordings to the specific case. If your judgment compels you, then 
change the wordings to avoid risks you don’t want to take. Perhaps the most difficult task any underwriter 
faces is understanding his own policy, because the wordings are an effort to capture unruly facts and 
unforeseeable developments in a net of abstractions. There is no better way to gain this understanding 
than to read the entire policy repeatedly and with care, and to make a study of loss and claims experience 
wherever the information can be found. 

IV. Political Violence 

Policy definitions of political violence are generally very similar, and usually mention a scale of events 
proceeding from outright war down to lesser politically motivated acts like civil commotion and sabotage. 
Here is a typical treatment: 
 
“Political violence means a violent act or series of acts in the Host Country undertaken with the primary 
intent of achieving a political objective, in the form of declared or undeclared war, hostile action by national 
or international armed forces, civil war, revolution, insurrection, civil commotion, terrorism or sabotage….” 
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1. The question of intent 

The great problem with political violence coverage, at least in terms of definition, is the requirement that the 
act which brings about the loss be undertaken “with the primary intent of achieving a political objective.” As 
you move farther down the scale from outright warfare, fathoming intent may be hard. Stalin got his start 
robbing banks. “Guerilla” organizations, such as those more commonly found in some Latin American 
countries, often practice simple gangsterism and can be substantial illegal commercial enterprises 
masquerading as revolutionaries. Nowadays it may also be difficult to distinguish political intent from 
religious zealotry. It is a good idea, therefore, to focus on the types of low-level violence an enterprise is 
likely to be exposed to and to make as explicit as possible what and perhaps whose actions you do or do 
not intend to cover. 

2. What sort of damage, and to what? 

Most policies cover only damage and damage-related losses. “Damage” is usually defined to include 
physical damage, destruction or permanent loss, and it is important to remember that, in the midst of a 
conflict, things that are movable tend to disappear. Policies that compensate for lost income almost always 
require that the loss arise from asset damage. Otherwise it becomes very difficult to draw a clear link 
between events and losses. Even with that requirement, though, there can be issues regarding multiple 
causation and the calculation of losses attributable solely to the event, with much for dueling accountants to 
debate. Fire insurance policies typically field the matter to an independent expert, but investment insurers 
more often prefer to “duke it out.” That being so, there is much to be said for getting into a lot of detail, both 
in understanding the project’s business and accounting, and in laying out the ground rules for calculating a 
compensable loss. 
 
Another challenge is deciding what “damageable” assets to include in the coverage. Just the project 
facilities? Offsite assets? And should damage to project-dependent transportation or communication links 
be a trigger for consequential loss claims?  From the investor perspective, a political violence-caused loss 
is a loss regardless of what set it off or where. This element of the policy requires a lot of thought and 
negotiation. 

3. Assessing political violence risk 

The wide spectrum of events that may be deemed political violence presents another problem when it 
comes to analyzing the risk. Each separate peril, from warfare down to civil commotion, may present a 
different profile and likelihood. And each such peril may threaten different projects to differing degrees, 
depending on such matters as location, security measures, “marquee status” that invites statement-making 
attacks, and proximity to other likely targets.  
 
Income losses are not necessarily proportional to the amount of damage: the loss of a small but critical 
piece of gear may mean lots of downtime. A damaged pipeline is fairly easily repaired; a pumping station 
less so. The investor’s own risk engineering reports may provide a valuable window into vulnerabilities, as 
will any emergency planning documents for the project. 
 
Investors and their projects can’t prevent political conflict, but they can lessen their exposure and 
vulnerability to some degree. This is an area of the policy where a mandatory loss-retention requirement 
makes a great deal of sense. 
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The likelihood of serious political violence striking certain projects sometimes seems so remote and the 
challenge of assessing the risk so great that the underwriter may be tempted to give the analysis of the 
risks short shrift. The temptation should be resisted, not least because political violence differs from other 
political risk coverages in that the prospects for loss recovery are nil. All covers should be written with the 
prospect of recovery a  secondary consideration to the likelihood of loss; but where no recovery is 
expected, one ought to contemplate even more seriously the chance of a claim occurring.  

V. Non-honoring 

Another product offered by political risk insurers is non-honoring insurance, which banks purchase to cover 
loans to (or guaranteed by) sovereign and sub-sovereign borrowers against non-payment (as a result of 
just about any reason). You may wonder why this isn’t considered credit insurance. Answer: it has to do 
with sovereign behavior, and moreover, it’s a big market for investment insurers.  

1. Why banks buy non-honoring coverage 

Banks purchase the coverage not just for its inherent risk transfer value, and sometimes not even for that 
reason. The big appeal for banks is that the coverage is a tool for internal exposure management and 
especially for offsetting exposures that otherwise would compel greater capital set-asides demanded by 
regulatory authorities. “Basel II,” a set of international standards meant to assure bank capital adequacy, 
allows certain guaranties to offset exposures so as to lessen otherwise mandatory capital requirements for 
loan exposures.  Because non-honoring coverage is insurance, a conditional product, and not a guaranty, 
there is some question whether regulatory authorities following the Basel rules will be satisfied that the 
coverage justifies such offsets. The decision rests generally on whether the conditionalities in the policy are 
within the control of the bank purchasing the coverage.  
 
Banks, like other buyers of political risk insurance, sometimes buy coverage selectively, to shift the risk of 
the sovereign borrowers they think most likely to default. The “one-off” deal presented by a bank that is not 
a good or regular customer is likely the product of adverse selection and should get greater scrutiny than 
most. 

2. Assessing sovereign borrowers 

Non-honoring coverage can apply not just to loans to a sovereign that pledges its full faith and credit, but 
also to quasi-sovereigns, like sub-sovereign municipalities, or to government-owned enterprises. Analyzing 
the risk of non-payment by a sovereign is an exercise somewhat similar to the one undertaken for 
convertibility risk, in that national economic statistics, the government’s management of the economy and 
its discipline are key questions, and it isn’t hard to find ready-made analyses and ratings for that. The same 
caveats mentioned earlier about those analyses apply. How the sovereign gets along with the International 
Monetary Fund, the World Bank, and other public and private members of the international financial 
community should tell you a lot. The sovereign is likely dependent on that community; if it isn’t already, it 
may become so in a crisis. Like most borrowers, the ones that have defaulted (or rescheduled their debt) in 
the not-too-distant past, have a tendency toward recidivism.  
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Some other analytical considerations are the insured’s experience with the borrower, the kind of loan in 
question, and the purpose of the loan. It is much better that the funding go to some project or purpose that 
contributes to the sovereign’s ability to repay, or at least for some really important domestic purpose, and 
not just for governmental walking-around money. Tenor counts too. We in this field are all near-sighted, and 
the longer the loan tenor, the harder it is to judge the likelihood of timely repayment, which is why 
underwriters avoid long-leash lending to the less reliable sovereign borrowers. 

3. Sub-sovereign borrowers 

If the borrower is a sub-sovereign entity, such as a state in a federal system or a city, assessing its 
creditworthiness is likely to be much more difficult, and fewer loans to such borrowers are likely to qualify 
for coverage. Municipal finances tend to be more difficult to get at, and municipal budgets may be less 
stable than sovereign ones. Politics and political relationships play a role here too. Often the sub-sovereign 
depends on sovereign funding to meet its obligations, and in all cases it is important to consider how likely 
the sovereign is to offer it bailout support in a pinch.  
 
Sovereign-owned enterprises, or parastatals, call for a different analysis. Being corporate entities, they 
have balance sheets and income and cash flow statements, so traditional credit analysis comes into play. 
The relationship with the sovereign can cut both ways. If the loan bears a sovereign guarantee via the 
Ministry of Finance, that approximates the sovereign’s credit. Otherwise, how do funds flow between the 
sovereign and the parastatal? Does the sovereign routinely keep a money-losing parastatal afloat? Often 
the opposite occurs, and the parastatal is a cash cow on which the sovereign is dependent to meet its 
annual budget, and for foreign exchange generation, sometimes to the extent that it impairs the parastatal’s 
long-term viability. 
 
Commonly there is a retention requirement on non-honoring coverage: 95% coverage is typical for 
sovereign loans and 90% for sub-sovereigns. It is good to keep the lender so involved. It discourages too 
much adverse selection.  

4. Prospects for recovery 

Recoveries on non-honoring claims are likely to be good, but not necessarily total. A rescheduling may or 
may not earn you a haircut on principal or interest once you have paid a claim and stepped into the shoes 
of the bank lender. You are not likely to fare better than others with respect to loans of like standing when 
rescheduling negotiations are underway. You might find yourself drowning in the wake of public agency 
charitableness if the sovereign borrower is an especially poor country.  

VI. Circling the wagons: Exclusions, Investor Promises and Duties 

Every policy will have exclusions for losses caused by such things as unlawful or provocative behavior by 
the investor/project, or for the breach of various duties, including the duty to provide a full and complete 
application for coverage. The latter item is worth dwelling on. Both parties have a stake in making sure that 
no material information is withheld, that the right questions are asked and answered, and that there is no 
failure to record what is proffered to the underwriter as a basis for his decision. A messy or incomplete 
record can do a lot of damage if there is a loss.  
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This leads to another general principle of underwriting of all kinds. In almost every case you are 
underwriting the insured, not just the insured’s exposures. The integrity, forthrightness, competence and 
resilience of the investor and its agents in the project sometimes get too little attention. Should you even be 
negotiating with a party you don’t quite trust, or who may be inept in negotiating the political problems that 
buffet enterprises even in advanced, rule-of-law countries? 

VII. More things, just to confuse you 

Here are some of the various specialized coverages, whose underwriting employs techniques and skills 
similar to those called for in the underwriting of convertibility, expropriation, political violence and non-
honoring.  
 
Underwriters like to use the term “Contract Frustration” to encompass coverages that relate broadly to the 
risk that an international contract with a public or private buyer won’t be performed due to a political risk. 
When the buyer is a public entity, the coverage pays off if the named political event keeps the contract from 
being performed or if the buyer fails to pay when the job or shipment is complete. When the buyer is a 
private firm, the coverage pays off if the insured or the buyer can’t meet their obligations under the contract 
for such reasons as license cancellation or embargoes, or due to political violence. License cancellation 
coverage is also available for projects that must be terminated when the host government cancels without 
cause a license that is vital to operations.  
 
Bonds (bid, performance, advance payment and other kinds) that may be called by the sovereign or its 
agent are also covered by political risk insurers against wrongful calling, or a calling when the insured’s 
non-performance is caused by a specified political event in the host country. 
 
Non-repossession coverage, most typically applied to aircraft, protects the insured if specified political acts 
prevent it from repossessing and re-exporting the insured asset.  
 
If an insured investor’s own government directs it to abandon a project due to political violence, Forced 
Abandonment coverage offers compensation. And Comprehensive Contractors Plant Insurance (CCPE) is 
broad political risk protection for the insured’s vehicles and equipment.  

VIII. Other matters  

1. The utility and perils of manuscripting 

Manuscripting, which is to say altering the boilerplate policy by addition, deletion or amendment, is a very 
common practice, and not to be avoided if it makes sense. You may do it to reflect peculiar circumstances 
of a project, to accommodate the buyer’s concerns, or to limit your own risk. A common error is to plunk 
fresh wording down into the policy without giving careful thought to how that interacts with the rest of the 
policy. Doing so can cause a lot of problems, starting with simple confusion. Sometimes a novel provision 
stands in pretty stark contrast to the rest of the policy, and that can invite arbitrators to disregard it. When 
you start to say “notwithstanding any other provision of this policy,” look at what those other provisions 
might be, and whether they should be altered rather than just nullified in this manner.  
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2. Pricing is important; profits more so 

This primer does not address pricing, a complex subject that involves elements of risk and portfolio 
management, capacity conditions and competitive considerations, all of which will influence your decisions 
on this matter. Although getting your pricing right matters, it matters most in the aggregate, if you want to 
stay in business. We have focused on the far more important decisions: should I write this business, and 
with what terms and conditions? There will be times when it makes sense to take a little more risk, perhaps 
by way of a concession on wordings, in exchange for more premium. Other times, it won’t. After all, if an 
individual policy results in a loss, then you will probably never make that loss up from the premium, no 
matter how high. And an unusually high premium might incline arbitrators to favor a policyholder's 
expansive interpretation of the policy.  

3. Claims 

For various reasons, claims are usually handled by persons other than underwriters. Still, any opportunity 
to look over the claims manager’s shoulder should not be missed, because there is no better learning 
experience for an underwriter. If a claim arises from a case that you underwrote, it is no cause for 
embarrassment or defensiveness unless it involves an egregious underwriting error. After all, the business 
of insurance is not just to collect premiums but to take calculated risks and pay claims when covered losses 
occur.  

4. Claims arbitration 

Investment insurance policies almost always provide that claims disputes will ultimately be settled by 
arbitration, which private insurers usually insist be a confidential proceeding, and investors may also prefer 
that matters be settled in private. Arbitration is thought to be faster and more definitive than judicial 
proceedings, and possibly cheaper too. With very limited possibilities for appeal, no precedential 
consequences, and often no requirement for a reasoned opinion to accompany an award, the arbitral 
process has its plusses and minuses. One downside is that arbitrators so untethered can take wing in odd 
directions, which is why the parties often agree to settle even if convinced of the validity of their positions.  

IX. Now what? 

As suggested at the beginning of this primer, when it comes to playing the violin or underwriting investment 
insurance, there is no substitute for experience. But you do not have to grow gray before you can take up 
the underwriter’s pen with some confidence. You can benefit from the experience of others by reading 
publicly available arbitration awards and case information that sometimes seeps out of normally confidential 
arbitrations and settlements, and, as suggested above, you can very profitably spend time picking up useful 
lore with claims professionals and seasoned underwriters. As you do this, it is a good idea to keep handy 
copies of your company’s policies, and make notes to remind you of how policy provisions have been 
interpreted and applied in the crucible of real events. 


	I. What this is and what it is not 
	1. Insured investors and their motivations
	2. An atypical insurance product

	II. Currency Convertibility and Transfer
	1. Assessing inconvertibility risk
	2. Expert opinion and its limitations
	3. National exchange problems do not always mean investor convertibility losses and claims
	4. Policy terms, recoveries, and devaluation
	5. The waiting period and the reference date
	6. Per period claims limits
	7. One more thing 

	III. Expropriation
	1. How expropriations happen
	2. Assessing expropriation risk
	3. Defining expropriation in the policy
	4. Arbitral award default coverage
	5. A choice of policy wordings

	IV. Political Violence
	1. The question of intent
	2. What sort of damage, and to what?
	3. Assessing political violence risk

	V. Non-honoring
	1. Why banks buy non-honoring coverage
	2. Assessing sovereign borrowers
	3. Sub-sovereign borrowers
	4. Prospects for recovery

	VI. Circling the wagons: Exclusions, Investor Promises and Duties
	VII. More things, just to confuse you
	VIII. Other matters 
	1. The utility and perils of manuscripting
	2. Pricing is important; profits more so
	3. Claims
	4. Claims arbitration

	IX. Now what?

