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ing its capacity with the reinsurer following the fortunes of the in-
surer. 

Excess of Loss treaties can apply on a single risk or a portfolio of 
risks. They protect the insurer should any of the risks in the portfo-
lio suffer a large loss that exceeds an agreed deductible. Event 
covers (catastrophe) will protect the insurer in the case of a single 
event that results in the insurer having to pay large numbers of 
losses that combine to produce a significant “event loss.” This is 
particularly useful where losses may have come from a single 
country. Facultative reinsurance—that is, reinsurance placed on a 
case by case basis—can also be purchased just for specific trans-
actions that involve large peak exposures. It’s possible to pay ad-
justment premiums depending on how the limit is utilized over the 
contract period. Reinsurers will typically limit the total amount of 
recoveries that can be paid (covered in the period of protection) in 
the form of “reinstatements.” Each time there is a claim where the 
limit of cover is effectively eroded, reinsurers may allow the insurer 
to reinstate the cover up to a certain number of times, which typi-
cally involves a payment of a pre-agreed additional premium. In 
theory, Quota Shares could provide unlimited recoveries unless 
stipulated otherwise. However they tend to have high loss ratio 

(Continued on page 3) 

Correlation Risks: An Interview with Lila Granda 

L ila Granda is the Head of Credit & 
Political Risk for Product Under-

writing at Zurich North America. While 
at Zurich, Lila also has served as Credit 
& Political Risk Manager for the Ameri-
cas, based in Washington, D.C. and 
Credit & Political Risk Manager for Con-
tinental Europe based in Barcelona, 
Spain. The comments and views ex-
pressed in this interview are those of 
Ms. Granda and do not necessarily re-
flect the views of her employer, Zurich 
American Insurance Company. Her ob-
servations are the result of her cumula-
tive experience. 

H arjeet Dhillon is an Executive 
Director and senior member of the 

Willis Re Financial and Actuarial model-
ling analytics practice based in the Lon-
don office. He is responsible for actuarial 
reinsurance and capital modelling relat-
ed analysis across most lines with a par-
ticular focus on Trade Credit, Surety and 
Political Risk for international business.   

Felton (Mac) Johnston (FMJ): Insurers can 
use reinsurance to manage correlations risks. How is this done for 
PRI/TCI portfolios and transactions? 

Harjeet Dhillon (HD): The reinsurance market offers multiple ways 
to manage portfolio correlations and aggregations. They include 
proportional covers (Quota Shares), non-proportional (Excess of 
Loss and Stop Loss) and combinations of the two.  

Typically PRI covers will consist of Quota Shares that cede on a pre-
agreed basis both premiums and claims with return commissions. 
Any remaining exposure is then either retained fully or further ceded 
under an Excess of Loss agreement. Proportional treaties are on an 
automatic basis—not requiring case by case approval by the reinsur-
er—thereby increasing the insurer’s ability to accept risk by increas-

Lila Granda (LG): At Zur-
ich, we review our portfolio 
frequently and one of our 
objectives in reviewing the 
portfolio is to identify 
trends.  At least quarterly, 
we take a look at what we 
have on the books and 
look for trends that may 
include correlations. Also, 
we take a look at any claims experience or developing 
claims to see if there are any trends there. This is 
where we might see certain correlations among risks.  
The Arab Spring is a well-known case of correlation 
risk on a regional basis. That’s not something that I 
necessarily anticipated, though it makes sense in hind-

(Continued on page 6) 

Felton (Mac) Johnston (FMJ): Tell us a little 
about what Zurich Credit & Political Risk 
does to identify, measure, and manage cor-
relation risk. Is there a model? 
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Pricing Correlated Political Risks 

view for a political risk insurance book are identical: an insurer with 
a set of potential liabilities spanning many different countries, indus-
tries, and project types is quite well-diversified.  Similarly, while a 
natural disaster in one geographic area deeply impacts affected 
property insurance contracts, the insurer likely has a sizable collec-
tion of other contracts that are completely unaffected.   

Such a world, if true, still requires multi-national firms to think deeply 
about the impact of a political risk realization for a proposed project.  
However, the pricing effect is relatively straightforward insofar as 
one has to ask what is the potential cash flow impairment (and cor-
respondingly, what is the associated insurance premium that makes 
actuarial sense).   Despite the long-held assumption that political 
risk is diversifiable and the observation that many political risk 
events appear country specific, recent academic research has be-
gun to ask a more nuanced question.  Specifically, researchers are 
beginning to explore the degree to which political risk pricing may 
be more complicated than earlier envisioned.  Namely, what would 
political risk pricing look like in a world where adverse political deci-
sion-making may be endogenously associated with bad states of 
the global economy.  In particular, does, say, a global economic 
slowdown or a commodity price plunge engender incentives among 
local political actors in weak institutional environments to behave in 
ways that negatively affect foreign firms’ cash flows?   

Under such an assumption, a political risk realization looks less like 
a one-off natural disaster and instead reflects a degree of cross-
event correlation inherited from the underlying global factors that 
are driving the altered incentive environment, even across potential-
ly geographically disperse countries or regions.  Here then, not only 
should a multinational firm work to get a handle on the degree to 
which future expected cash flows might be impaired, but an addi-
tional valuation discount is required to reflect the fact that such an 
event is more likely to materialize in precisely those same states of 
the world when the firm’s shareholders are facing other economic or 
financial challenges (and, by extension, a political risk insurer is 
facing multiple, correlated claims).  This is the very definition of non-
diversifiable, systematic risk, and pricing systematic political risk in 
such a world would be much more complicated.   

This nascent research is thus far largely theoretical, but it is bol-
stered by some important empirical observations.  In a recent article 
in the Journal of International Business, I (along with my co-authors 
Geert Bekaert, Campbell Harvey, and Stephan Siegel) have pro-
posed a novel political risk spread that incorporates forward-looking 
market information to help facilitate pricing.  In contrast to available 
political risk ratings, which are mostly subjective assessments of 
experts, it is very easy to incorporate our political risk spreads in a 
quantitative valuation analysis.  We illustrate how to use our political 
risk spreads in project evaluation and how to extract the probability 
of an adverse political event. These measured political risk spreads 

(Continued on page 3) 

Measuring the impact of political risk on in-
vestment projects is one of the most vexing 
issues in international business, but this exercise is doubly im-
portant insofar as many of the most compelling growth opportunities 
reside in countries with weak institutional environments that are 
plagued by political risk concerns.  While there are a number of 
tools available to help firms manage political risk—including, obvi-
ously, insurance—the pricing of political risk continues to frustrate 
practitioners and academics alike.  This challenge has become 
even more pronounced as our understanding (or lack thereof) of  
the very nature of political risk realizations is evolving; the degree to 
which political risk events may be correlated is perhaps more nu-
anced than earlier appreciated.  More on this shortly – first we have 
to establish some definitions. 

Before proceeding, political risk requires a description.  I realize that 
no universal definition exists – indeed, the inability to precisely 
measure political risk may partially result from a difficulty in coalesc-
ing around a precise definition to start.  For the purposes of this 
article (and indeed throughout my own academic research), political 
risk for a given country is the risk that government actions adversely 
affect the value of an investment by a foreign firm in that country.  
This definition encompasses government-initiated seizure of private 
assets and creeping forms of expropriation such as unexpected 
taxes or royalties on profits.  It also includes the instability of rele-
vant government policies as well as the strength of the legal sys-
tem, especially with respect to the enforcement of property rights.  
Finally, internal and external conflicts, such as general strikes, ter-
rorism, and (civil) war are also typically categorized as part of politi-
cal risk. Applying this definition of political risk, it is clear that the 
assessment of this category of risk is one of the most important 
challenges underlying foreign direct investment decisions.   

The academic literature has traditionally viewed political risk, much 
like natural disasters, as country- or region-specific and diversifia-
ble.  An example of that type would be the retroactive taxation im-
posed on Vodafone in India – a largely country-specific event.  If 
true, political risks can be diversified in the context of a portfolio of 
global corporate investments.  While of first order importance for the 
particular investment under consideration, the impact of any poten-
tial political risk realization is limited in the context of a broader in-
vestment portfolio.  The implications of the traditional academic 

C hristian Lundblad is the Ed-
ward M. O’Herron Distinguished 

Scholar and Professor of Finance, Uni-
versity of North Carolina at Chapel Hill 
Kenan-Flagler Business School. His 
research spans asset pricing and inter-
national finance, with a specialization 
in emerging market development.    
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do exhibit some cross-country correlations.  We also developed a 
novel “big-data” media-based measure of political risk realizations 
extracted from a large database of news articles across countries 
and through time.  Interestingly, our news-based political risk reali-
zation measures also exhibit a significant degree of cross-country 
correlation and are, on-balance, elevated during periods of global 
economic and financial stress.  These observations together rein-
force the idea that political risk may indeed have a systematic com-
ponent.    

Despite these early findings, it is important to stress that this re-
search is quite young in its development, and one thing we academ-
ics who are interested in emerging market finance and political risk 

Pricing Correlated Political Risks (cont’d) 

analysis suffer from is a dearth of data.  For us to move forward to 
help shed more light on the nature of political risk, we need more 
and better data and a deeper understanding of how political risk 
insurers (at the forefront of this difficult pricing landscape) approach 
these topics.  A willingness among this readership to share (with the 
appropriate non-disclosure agreements, of course) historical politi-
cal risk insurance pricing data, along with information on insured 
projects, relevant events, recovery rates, etc., would help academ-
ics to dramatically accelerate our understanding of this question that 
is central to global firms, policy makers, NGOs, and political risk 
insurers.  I welcome any readers to reach out to me 
(Christian_Lundblad@kenan-flagler.unc.edu) if you are willing to do 
so, or if you have additional thoughts to share or questions to ask. ■ 

Correlation Risks: An Interview with Harjeet Dhillon (cont’d) 

caps to provide an overall limit on the downside risk to the reinsurer. 

Stop Losses, although somewhat rare, provide cover in a similar 
way to Excess of Loss treaties but relate to total claims exceeding a 
certain pre-determined level. They can be expressed in terms of 
loss ratios (losses over premiums): for example, a loss ratio of 25% 
in excess of 125% would provide recoveries to the insurer in cases 
where the loss ratio exceeds 125% and up to 150%. It can be a 
very useful method of risk management particularly in financial cri-
sis/recession type scenarios. These covers tend be highly efficient 
at protecting the downside, but tend to be the most expensive too.  

FMJ: What sectoral concentrations in PRI/TCI portfolios are of par-
ticular concern? 

HD: A balanced portfolio rewards insurers with stability should spe-
cific industry sectors produce unexpectedly poor results. An unbal-
anced portfolio can create volatility with an overweight concentra-
tion in one sector for example. Typically we wouldn’t expect to see 
portfolios with more than about 20% allocated to the top sector. 
However, having too much concentration in a small number of sec-
tors isn’t necessarily a bad thing on its own. Underwriting a stable 
and profitable portfolio is about understanding the key risks for each 
policy issued. Those concerns should focus on the nature of the 
underlying transaction and policy limits offered.  

One example where forecasts for the next year do not paint an 
overly rosy picture is the global construction and steel sector. 
Growth within the construction industry looks broadly flat for the 
year ahead and steel prices are falling along with slowing demand 
and overcapacity. However, this is the case for the sector in gen-
eral. If you pick out some individual economies, you might see a 
rosier picture.  

FMJ: Other than country and sector concentration risks, are there 
other correlation risks in PRI/TCI portfolios that you identify or that 

are of concern to insurers?  

HD: Country and sector risks have for a long time been at the core 
of correlation management. When Willis Re undertakes an actuarial 
analysis on a PRI portfolio, building a picture of the potential loss 
scenarios, we consider regional correlations where defaults in one 
country have the potential for contagion within or across regions. 
For TCI we consider sector correlation to be important in judging 
whether defaults in one sector will adversely affect others. 

Region and sector are high-level categories and are useful when 
looking at portfolio modelling. However, it’s likely insurers are look-
ing at a much more granular detail when determining correlation 
effects. Certainly insurers would look at risks for long-term perils 
(investment related) vs short-term perils (export trade related) in 
countries too.   

While stochastic modelling can help model extreme events, deter-
ministic models offer a great supplement to a robust risk manage-
ment framework. Stochastic models have at least one variable that 
can take a range of possible outcomes (e.g., the likelihood of a po-
litical risk event in a country). Deterministic models, on the other 
hand, will use a set of fixed assumptions (e.g., a defined economic 
scenario leading to pre-determined outcomes). Stochastic models 
can help explore scenarios that may not have been considered or 
imagined by relying upon statistical distributions selected to de-
scribe extreme risk. Most practitioners will use Realistic Disaster 
Scenarios to support their understanding of how correlations could 
flow through a portfolio and , indeed, supervisory bodies and insur-
ance legislation (e.g., Solvency II and Lloyd’s) may require such 
scenarios as part of a capital adequacy assessment. Sensitivity to 
growth assumptions in an emerging market economy leading to 
macro/micro shocks, or the effects of poor policy decisions leading 
to political instability are prime examples of potential scenarios. 
These could have ripple effects into other regions and may well be 

(Continued on page 7) 
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• A trade credit insurer pays a claim under trade credit coverage 
for buyer non-payment, and then cannot recover against the 
buyer because the buyer’s duty to pay under the sale contract 
is unenforceable due to a new interpretation of public policy in 
the host country. 

• An ECA (export credit agency) issues non-honoring of sover-
eign obligation coverage for a host government guaranty of an 
offtaker’s PPA (power purchase agreement) payment, and then 
is blocked from recovery because of a defense with respect to 
the offtaker’s (or the sovereign’s) duty to pay under the PPA or 
the host government guaranty. 

In each case the insurer/ECA’s recovery rights depend on the en-
forceability of the underlying contract against the party obligated to 
make the missed payment that triggered the claim. 

Note that, conversely, in many insurance markets documentation 
risk does not arise, because the coverage is not based on any con-
tract: 

• Expropriation coverage - does not relate to a contract with the 
host government 

• Regulatory takings coverage - arises from regulatory action by 
the host government, not contractual disputes 

• Inconvertibility/non-transfer coverage - for these purposes, 
foreign exchange is a spot market, not a contract market 

• Political violence coverages - the rebels and the rioters are not 
under contract! 

• Commercial property and casualty coverages - these are asset 
coverages, not contract coverages 

Why Documentation Risk Matters 

Documentation risk matters to an underwriter. If an obligation is 
unenforceable it creates at least two problems: (a) it may be more 
likely that the obligation will not be paid, and thereby lead to a claim, 
and (b) if a claim is paid, the underwriter may have trouble recover-
ing against the obligor. 

Documentation risk also matters to an insured. If enforceability of an 
obligation is a condition to a claim with respect to that obligation, 
any unenforceability could bar the claim. 

Scope of Documentation Risk 

Any analysis of documentation risk raises a number of narrower 
questions and sub-issues: 

1. What does enforceable mean in the context of contracts and 
contractual obligations? Must all the obligations be enforcea-
ble? 

(Continued on page 5) 

AN OVERVIEW 

Many international investment and trade transactions are built on a 
single, key document, such as an investment agreement, a loan 
agreement or a contract for the sale of goods. An issue that arises 
for insurers of these transactions is who takes documentation risk. 
In other words, who takes the risk that the underlying documents 
are not legally valid? 

While many are quick to say that “we don’t take documentation 
risk,” it is often misunderstood in several ways. Generally speaking, 
parties (1) overestimate the level of documentation risk, including 
the likelihood that relevant laws will change; (2) mistakenly assume 
that it exists in all coverages; (3) misunderstand when enforceability 
issues might arise; (4) fail to spot the elements of a transaction that 
increase documentation risk; and (5) overemphasize ways to shift 
documentation risk, rather than mitigate it. 

Definition of Documentation Risk 

Documentation risk (also known as “enforceability risk”) is the risk 
that insured obligations under a particular contract are, or will be-
come, unenforceable against the relevant obligor. 

More particularly, it is the risk that either: 

• an insured has incurred a loss under a contract, but cannot 
make a claim to the underwriter because of an exclusion from 
coverage if there is a legal defect with respect to the obligor’s 
duty to pay under the insured contract; or 

• an underwriter that has paid a claim under a contract coverage 
will then be unable to recover against the obligor because of a 
legal defect with respect to the obligor’s duty to pay under the 
insured contract. 

Examples of Documentation Risk 

Consider these examples of documentation risk: 

• A political risk insurer pays a claim under loan coverage for 
default on a scheduled payment, and then is unable to recover 
against the borrower because of a legal defect that was there 
from the outset with respect to the borrower’s obligation to 
make that payment under the loan agreement. 

F rederick E. Jenney is a part-
ner at Morrison & Foerster LLP 

in Washington, D.C.  This article 
will appear in the RW political risk 
newsletter in two parts: Part I fo-
cuses on an overview of documenta-
tion risk issues and on identifying 
enforceability issues and Part II, in 
the May 2016 edition, will discuss 
assessing, quantifying, mitigating 
and shifting enforceability risk.    
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Documentation Risk Issues in PRI, TCI, ECA Guarantees and Similar Transactions, 
Part I (cont’d) 

Enforceability can never be known with certainty, because it in-
volves prediction about future changes of law, or lack thereof, and 
future determinations of a court or arbitral panel. 

Despite all this, the enforceability of a key obligation (such as pay-
ment) in a standard document (such as a loan agreement) against a 
legal entity (such as a corporation) under the laws of a commercially 
mature jurisdiction with a sound judicial system (New York, Eng-
land, and many others) is virtually certain. Putting aside bankruptcy-
related exceptions, the probability of enforceability is likely above 
99%. 

(The reasons for this—including restrictions on ex post facto laws, 
incentives of commercial centers to maintain predictability, and 
careful lawyering—are well beyond the scope of this article.) 

When might enforceability issues arise? 

One complication is enforceability issues may arise at various times 
during a coverage period, so that an obligation that is enforceable 
may later become unenforceable. 

To address this, some underwriters require that obligations be 
LVBE at each stage of the coverage, or some combination of these: 

• At document signing - obligations are LVBE at outset of trans-
action; 

• At policy inception - obligations are LVBE when the underwrit-
er evaluates the risk; 

• At policy claim payment - obligations are LVBE when the un-
derwriter succeeds to the rights of the insured; and 

• At (attempted) recovery - obligations are LVBE when the un-
derwriter learns if the rights that it has can be enforced. 

Often there is a disconnect in the way the underwriter and the in-
sured approach the risk. Although the underwriter is concerned 
about enforceability principally at the time of recovery, examination 
by the parties to the transaction is typically made much earlier, as of 
signing. This problem can be exacerbated if the policy provisions 
are not clear about when enforceability is tested.  

For instance, depending on the wording of the policy, a representa-
tion that "the obligations are enforceable" may speak only as of 
inception, not as of a later date. If an underwriter pays a claim, the 
insured has taken the enforceability risk for the period from signing 
to inception, and the underwriter has taken enforceability risk for the 
period following inception. 

On the other hand, if the policy contains a condition precedent to 
claim payment that “the obligations are enforceable” the insured has 
taken the enforceability risk for the period from signing to claim pay-
ment—but (often without realizing it) the underwriter still has en-
forceability risk for the period following claim payment. ■ 

2. If not, what obligations of which obligors under what docu-
ments must be enforceable? 

3. What degree of enforceability is required? More likely than 
not? 99% probability? Absolute metaphysical certainty? 

4. When might enforceability issues arise? Is it enough that obli-
gations are enforceable when documents are signed, or must 
they also be enforceable at a later date? 

This last question, about timing, is at the core of most discussions 
about documentation risk. 

The next section considers each of these questions in turn. Ulti-
mately, the question is who should (and who does) take documen-
tation risk—the underwriter or the insured…or both?  

IDENTIFYING ENFORCEABILITY ISSUES 

“Enforceable” means legally enforceable 

To start with, everyone agrees that “enforceable” means only legally 
enforceable. In legal opinions this concept is often expressed as 
“legal, valid and binding and enforceable in accordance with its 
terms” (hereafter, “LVBE”). 

LVBE means (more or less) that, following a breach by the obligor, 
the counterparty can take the obligor to court and obtain a judgment 
or other remedy to enforce the obligation. For example, if a borrow-
er has failed to make a payment on a loan, a court can render a 
judgment against the borrower ordering it to pay. 

Note that LVBE does not mean collectible. In the same example, if 
the lender demands payment and the borrower is financially unable 
to pay, and any collateral is unavailable or valueless, then the debt 
may be uncollectible even though it is legally enforceable. 

It also does not mean practically enforceable. In the example, the 
pledged collateral may be difficult to locate, hard to sell, and inade-
quate in value to repay the loan. 

Identifying specific obligations that must be enforceable 

Sometimes parties discuss in loose terms whether a document is 
enforceable. However, the more precise issue is whether the key 
obligation (usually payment) under a document is LVBE against the 
relevant party (the payor). 

These payment obligations are typically what the insurer is cover-
ing. The many miscellaneous promises that the payor makes in 
contract—e.g., to deliver financial information, maintain its business 
and assets, meet financial ratios—are of small consequence com-
pared to nonpayment. 

Degree of enforceability required 

Laws and court interpretations can change. 
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sight. We have also noticed some correlations with respect to com-
modity price movements.  We manage these by considering limits 
on overall exposure where we believe there are potential risk corre-
lations, as well as through pricing. 

FMJ: How does correlation risk figure in your pricing? In portfolio 
management?  

LG: Correlations are certainly factors that our actuaries take into 
consideration when constructing models.  I think correlations are a 
bit harder to quantify for political and trade credit risks than for other 
lines of business.  If we can identify some correlation trends or fac-
tors that we have confidence in, we can formally account for them in 
our pricing models.  This can be very helpful, for example, in pricing 
multi-country equity policies where we think there might be correla-
tions associated either with the country risks within the portfolio or 
perhaps the nature of the business that we are insuring. In terms of 
managing on a portfolio basis, we have mostly focused on identify-
ing sectors, such as the financial sector, where there may be a cor-
relation or contagion of risk: if one bank falls, others may go with it. 
We determine whether we want to limit exposure to an overall sec-
tor—rather than, in this example, just bank by bank—in order to 
manage our risk. 

FMJ: I understand that your own approach to correlation risks is 
evolving. What kinds of correlation risks might you be focusing on in 
the future?  

LG: We will continue to deepen our understanding of how correla-
tion might occur on the regional level, such as among countries. 
This goes back to the Arab Spring example.  We already do this on 
a case by case basis with particular economic sectors, such as the 
financial sector. I think energy and food commodity sectors would 
be interesting to look at in more depth. 

FMJ: You mention major commodity (food, energy) price move-
ments. What are some examples of how these are—or might be—
correlated?  

LG: We work in emerging markets with a number of countries that 
are dependent on the commodities they sell. They may not have 
particularly well-diversified economies. Falling prices for energy 
products, such as oil and coal, have impacted certain countries 
disproportionately as well as certain producers within those coun-
tries. With countries like China reducing amounts of commodities 
that they buy (for example, coal), that has an impact.  This can be a 
major problem for countries like Angola or Indonesia, which were 
benefiting from Chinese demand. In the case of raw materials, the 
countries that produce these commodities may already be some-
what concentrated by region. The falling prices end up putting 
greater pressure on government finances, possibly affecting the 
ability of a government to pay its debts. This, of course, impacts 
country risk, credit risk for trade credit, and political risk for non-

honoring of sovereign obligations and currency inconvertibility. It 
can increase other political risks if the loss in income means the 
government can’t support its population with services. Maybe 
there’s rioting in the streets. Maybe a more populist government 
comes in, which could increase the risk of government interference 
or expropriation.  The correlation here wouldn’t necessarily be re-
gional, but it would be a correlation among those countries around 
the globe with a high dependency on certain commodities for their 
income.   

In 2007, prices of food commodities were rising rapidly, creating a 
sense of food insecurity that particularly affected developing coun-
tries.  This led a number of countries, globally, to impose export 
controls. I would see this as an example of correlation based on 
economic sector, and one that spans regions.   

FMJ: Some kinds of correlations may not be addressed in your 
overall pricing and portfolio management models or approaches, 
but may be identified when you are considering individual cases. 
What are some examples of these?  

LG: One of the risks we cover is non-honoring of government obli-
gations. If you were looking at an individual risk of Angola repaying 
on a debt, for example, you would recognize the importance of oil 
exports on the economy of Angola and the potential impact of de-
clining oil prices on the ability of Angola to pay any kind of debt. You 
would want to look at these risks even if your repayment was asso-
ciated with the construction of a hospital, completely unrelated to 
oil. You would also consider the impact of declining demand for oil 
from a major buyer such as China.  Another example might be a 
trade credit risks for a coal producer. We have seen some emerging 
market producers of commodities like coal that are highly leveraged 
and may be expecting a certain coal price or certain level of de-
mand.  When these don’t turn out the way they had forecast, that 
can create a squeeze on the ability to pay.  

FMJ: Is financial contagion a correlation risk that you address? 
How? Is your view of financial correlation limited to relationships 
between banks—in one country or across countries—or does it 
include borrowers as well?  

LG: We address the risk of financial contagion with a particular view 
to the banking sector. This can be an analysis within a country, if we 
feel that the banking sector there is weak and especially reliant on 
the sovereign for support. But there can also be correlations among 
countries. In certain countries, the banking sector may be particular-
ly reliant on short term inflows of money from overseas, which can 
dry up quickly for many reasons.  One way that we can manage 
these risks is by establishing limits on exposure to the sector within 
a particular country or across the portfolio. Of course, if a banking 
sector is weak or weakened, then that can affect local borrowers 
that are reliant on bank financing. The analysis of those borrowers 

(Continued on page 7) 
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exacerbated by other external events (natural or man-made catas-
trophes, for example) that are unrelated but put further strain on the 
government and public perception. Commodity or currency shocks 
are other scenarios that could be considered.     

FMJ: Does the prospect of financial contagion figure in the analysis 
and treatment of PRI/TCI portfolio risks? 

HD: It absolutely does. Financial contagion scenarios are bread and 
butter in understanding the potential for “catastrophe” losses in a 
portfolio. Recession scenarios, political risk default and contagion 
across regions are actively considered. 

A high level of financial contagion is likely to lead to more severe 
crises. A financial crisis in one country can bring about problems in 
another just as in a set of dominoes falling down. The banking sec-
tor is often given as an example where this can occur. Banks that 
lend across borders are more vulnerable to international shocks and 
can make markets behave in unpredictable ways.  

FMJ: Are commodity price swings considered in your analysis of 
correlation risks? 

HD: Similarly to the above, scenarios like price swings provide the 
ability to “sense-check” correlation assumptions used in stochastic 
modelling. So yes, they do figure. Political risk modelling will not 
match the level of sophistication of natural catastrophe models: not 
only is it about lack of investment there, but it’s also about the avail-
able or measurable data. So we need to be imaginative about the 
type of scenarios that could happen. The trouble is political risks are 
difficult to manage. They are unpredictable, arising from so many 
moving parts in human societies, but the failure to consider them 
thoroughly can have catastrophic consequences. We have a suite 
of models and tools available but we know we will not get to a stage 
where we can model human behavior precisely. We can use these 
scenarios, though, to help us understand what could happen in the 
tail. 

FMJ: When you look at country concentrations, do you also consid-

er regional concentrations? Can you give us examples of regional 
risk correlations, or perhaps of correlations among countries whose 
economies or destinies are closely linked, even if not geographically 
proximate? 

HD: An interesting part of building the framework for a model is 
finding that balance between complexity and credibility. We may 
want to consider the most granular level of detail, but for a portfolio 
view, we consider much broader categories. The mechanics for 
developing a model that incorporates regional parameters to project 
a loss and count distribution were presented by Willis employees 
and published by the International Congress of Actuaries (ICA) in 
2006 (Ref: http://www.ica2006.com/266.html). Through the support 
of the industry we were able to build a database with records across 
180 countries dating back to 1966, which gave us the data to as-
cribe correlation parameters that described the degree of depend-
ence across regions. It was a significant step in quantifying the po-
tential for claims to aggregate together. 

However, you can’t afford to stand still and rely on the past; the 
world was a very different place 40 years ago and models now need 
to add a level of prediction to forecast the future. Political risks 
faced by differing geographical investors (e.g., USA and Japan), 
add a further level of complexity that can lead to very different 
claims characteristics. 

We’ve certainly seen how political change can spread quickly 
through a region with the Arab Spring. However, it’s not only geo-
graphical proximity that needs to be considered; economies have 
become much more interlinked and that needs to be considered as 
well. Emerging markets tend to have closely aligned growth pro-
spects. Macro changes to a single country in the BRICS economies 
are likely to affect the majority of them with ripple effects across a 
portfolio. For example, if you consider a slowdown in growth for 
China, it’s likely this could impact Brazil’s economy or the econo-
mies of other emerging markets as investor appetite for these econ-
omies is weakened, leading to a sharp reduction in capital inflow. ■ 

Correlation Risks: An Interview with Lila Granda (cont’d) 

and their susceptibility to bank financing risk is done more on a 
transaction-by-transaction basis. 

FMJ: Do factors such as cyber security and epidemics have political 
and trade credit correlation implications?  

LG: We are always trying to think about emerging risks and how 
they may affect our book. We have thought about this with Ebola. 
Especially in emerging markets, epidemics could lead to political 
instability, particularly if the response of the government is not 
viewed as adequate by the population. There could be political vio-

lence.  There could be disruption within the government, which 
could lead to chaotic change of administrations or more interference 
with the affairs of state-owned enterprises and private companies. 
And anything that destabilizes the economy in a broad way can 
impact the creditworthiness of trade credit borrowers in that econo-
my.  With cyber risks, I would see this more on the trade credit side, 
where a cyber attack could have a prolonged effect on a company’s 
creditworthiness. While these are not direct risks to our book, they 
are potential risks and we need to be thinking of what impacts they 
might have and how we could mitigate them.  ■ 

© 2015 Zurich American Insurance Company. 
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In contemplating possible kinds of correlations, people often mention the “Arab Spring,” a kind of shorthand for the events that have convulsed the 
Middle East and North Africa over the last dozen years. But what useful knowledge have we gained from that? What is the nature of the phenome-
non, how could we recognize something similar, measure it and deal with it as insurers, reinsurers or brokers? If we were looking at a global 
PRI/TCI portfolio a dozen years ago, would anything have told us about the potential for correlated disruption and losses in the region, and if so, 
what might we have done about it? Or is this just a lesson in the risks of correlated events in any particular region? What are a “region’s” bounda-
ries? One knowledgeable expert has suggested that the effects of the Arab Spring have been felt primarily in Arab-speaking, kleptocratic, and usu-
ally brutal faux-democracies, whereas out-and-out monarchies—generally with oil revenues with which to buy the people’s loyalty and also with no 
need to plunder them—have been much less affected. We ask two of this edition’s contributors to sound off:  

“ The Arab Spring is, to my mind, merely a reminder that the set of quite vulnerable regimes requires careful analysis.  Egypt, for example, 
had the perception of stability right up until the end, but a peek under the veil would have revealed a country that, despite some economic 
progress, made little progress in developing better institutions, limiting corruption and the diversion of resources, and democratic accounta-

bility.  When a population is no longer worrying about its next meal, it may start to care about other things, and a close watch of that kind of imbal-
ance between economic and institutional progress might give one the sense that this was inevitable.  Given that many neighboring countries 
shared this feature, to varying degrees of course, I’m not surprised the trigger that brings to a close an unsustainable equilibrium spills out quickly 
to other countries facing a similar dynamic.  Other countries, notably Saudi Arabia and, for that matter, China, continue to look very similar along 
these dimensions—and that continues to make me quite uncomfortable.  They have maintained a certain resilience in the face of these develop-
ments elsewhere, but they too exhibit this underlying developmental imbalance (perhaps to even greater degrees, in fact—certainly in the case of 
China).  Do I expect an Arab Spring like moment in Saudi Arabia or China? No, I don’t.  Yet, risk management is not what you think will happen, but 
what do I do if…?  The probability is certainly not zero as these unsustainable developments are present.”  — Christian Lundblad 

“ In retrospect, I would say that some of the factors that led to the Arab Spring were income disparities, high unemployment for parts of the 
population—heavy economic stresses in countries without democratic institutions that provide at least some ability for the population to 
control its fate. Communication facilitated by social media coupled with some cultural affinity among countries in the region served as a 

catalyst and gave the various movements strength. The lack of systems for orderly change of government led to chaos in some places, especially 
given simmering social tensions previously stifled by autocratic rulers. I think the key starting point is the economic stress coupled with an autocrat-
ic government. I don't think it matters whether it's a faux democracy or a monarchy.  

As for whether we could have predicted it, I suppose the signs were there—the similar stresses across countries—but now that it has happened, 
it's easier to see the correlation and apply it to future analysis. I do this the movement for social change across a number of individual countries 
was a surprise.  

In terms of regional boundaries, it seems they are influenced by cultural (in some cases, perhaps, religious) similarities among the population, 
which may or may not coincide with physical country borders. Consideration of how those borders were developed should be part of the analysis. 
Obviously, if they were imposed by external powers, they may actually create or exacerbate tensions among different groups who live uneasily 
together within those physical borders. And any autocratic regime that has undermined the possibility of orderly transition of power would seem to 
be vulnerable because, once overthrown, there is a vacuum.  I sometimes hear people talk about the stability that these regimes impose, but I think 
they are stable like a pressure cooker.” — Lila Granda  © 2015 Zurich American Insurance Company. 
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