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C H A P T E R  1

Introduction
Izumi Kobayashi

1  

It is a pleasure for me to introduce Old Risks-New Solutions, or Is It the Other 
Way Around?, the sixth volume in the International Political Risk Management 
Series, and now a World Bank Studies publication. The chapters that follow 
represent recent viewpoints on political risk management issues, which were 
presented at the Seventh Biannual MIGA-Georgetown Symposium. The 
Symposium was hosted by the Multilateral Investment Guarantee Agency and 
Georgetown University on October 28, 2010.

Events like the Multilateral Investment Guarantee Agency (MIGA)-
Georgetown Symposium demonstrate that there is much to be learned through 
the sharing of experiences and thinking together about the critical issues that 
confront our industry as well as new products and ideas.

External Environment

In November 2008, the time of the last symposium, our attention was focused 
on unfolding of the financial crisis. Only two months had passed since the 
 collapse of Lehman Brothers, yet we had already witnessed the beginning of 
steep decline in foreign direct investment flows not only to the developing 
countries but all over the world. Investment projects were frozen or cancelled 
as available credit contracted or disappeared altogether. As new details 
emerged, it became increasingly unclear just how bad and how far reaching the 
financial crisis would become.

In 2010, from MIGA’s point of view, there were signs that foreign direct 
investment (FDI) was beginning to recover. Although the credit environment 
was still tight, with many banks were still holding on their capital as opposed 
to extending credit, the appetite for investment was beginning grow stronger. 
However, investors still faced challenges. Established investors felt that their 
balance sheet was strong enough to warrant the risk of not ensuring the 
 investment while smaller investors were often facing a higher probability of 
difficulty after the start of project. Many small investors lacked the expertise to 
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properly manage the political risk while fierce competition in large markets 
forces others to look to less competitive but risky markets. On the other hand, 
as margins became thinner, investors needed ask themselves if the benefit of 
political risk insurance (PRI) outweighed the cost.

Investors also faced new challenges involving regulatory systems. For 
 example, the initial discussions on Basel III presented uncertainty regarding the 
implications of the new system on capital requirements and to what extent if 
any investors would be able to benefit from using PRI. This is particularly rel-
evant for the financing of investment projects whereas  financing agents have 
looked to PRI to provide relief to capital and provisioning  requirement.

In respect to the financial crisis, MIGA’s primary source of new business 
during 2009 was in the financial sector in Eastern and Central Europe and 
Central Asia so called the Europe and Central Asia region. This region was most 
affected and in need of financial and capital injections. Investments in other 
sectors and regions declined dramatically during this period.

During the latter half of 2009 and 2010, MIGA witnessed an increase in 
both the sectoral and regional diversity of new investment. However, 
 investors were becoming much more selective in which project that they 
were willing to undertake. At the same time, it was noted that when investors 
did focus resources on a particular project, the probability of execution 
became very high.

Since the end of 2010, the world has witnessed the Arab Spring, and a series 
of regime changes in the Middle East and North Africa (MENA) region. 
Beginning with Tunisia, and followed by the Arab Republic of Egypt and Libya, 
long-standing governments fell to the forces of popular discontent and a strong 
desire for change. MIGA has supported investments in each of these countries 
subsequent to the change of power, and continues to consider the region as a 
strategic priority for new investments.

One of our key questions we are faced with is how the investment market 
has changed as a result of the financial crisis—how do current trends differ 
from the FDI boom that preceded the crisis? How have the money flows 
changed in terms of volume and how have they been flowing? How recovery 
in the one country affects its neighbors? From a business point of view, one of 
the challenges is knowing which country will emerge as the growth engine for 
that region.

The political risk appetite for investors is changing. MIGA’s exposure 
 concentration has shifted over time from Brazil to Europe and Central Asia 
region, and now it’s moving into other regions. PRI can be viewed as an 
 indicator of economic and market growth and change. Trends show an increase 
in outbound investments from the middle income countries like Brazil, Turkey, 
China as well as some of the more advanced African countries. MIGA has 
 witnessed a dramatic shift away from a concentration of exposure in the 
 financial sector and into infrastructure, energy and power projects.
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Developments in Political Risk Management

Since the last symposium, there have been a number of important changes in 
MIGA. Most noticeably and recently, The Agency was able to enact a number 
of changes to our convention. MIGA can now guarantee stand-alone debt and 
existing investment projects. Whereas the PRI market has been issuing such 
insurance for many years, these new covers represent an important step toward 
keeping pace with market development and investor demand. Unlike private 
market insurers and expert credit agencies, MIGA is very restricted in what it 
is able to do by its’ convention and international treaty with 175 signatories. 
MIGA also added nonhonoring of sovereign international obligations to its four 
traditional covers last year.

MIGA opened a new Asian hub in Singapore with underwriters in Hong 
Kong SAR, China and business development staff in Beijing and Tokyo. This 
hub aims to capitalize on Asian emerging as a new center of outbound 
 investment growth. We have seen a growing base of investors in China as well 
as other Asian countries looking to go into the challenging market. MIGA also 
opened a business development office in Paris, which will focus on new 
 business opportunities in Europe as well as the Middle East and North Africa. 
We view both of these hubs as providing an excellent opportunity for MIGA 
to support the economic growth of low-income countries through providing 
the support to South-South investments. Providing PRI for outbound 
 investment from the rich and other middle-income countries has become more 
important as the level of FDI growth from these countries has increased.
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Changing Perspectives of Risk  
in the Aftermath of the Financial 
Crisis: A London Political Risk 
Insurer’s View
David Wright

5  

With the relative calm of the current global economic situation as the 
 backdrop to this latest Multilateral Investment Guarantee Agency (MIGA)-
Georgetown symposium, it is in some ways hard to believe the very different 
situation and mood that existed at the time of the last event here only two 
years ago. In October 2008, with the collapse of Lehman Brothers only a 
month old and the financial markets in the grip of a vicious downward spiral, 
to picture a world on the very edge of the abyss did not seem overly dramatic. 
Early impressions were that the world had likely changed forever and that the 
risk dynamics in which the political risk insurance industry operated were 
moving along lines not seen before. So, barely 25 months after the maelstrom, 
what happened in the meantime, and where are we now? This chapter gives 
the perspective of a London-based private market political risk insurer, active 
in the following fields:

•	 Investment	insurance	(protecting	investments	and	assets	against	expropriatory	
acts, currency inconvertibility, and physical damage from war or terrorism)

•	 Contract	 frustration	 (frustration	 of	 contracts	 for	 the	 sale	 or	 purchase	 of	
goods or services, or the financing of these, because of government actions, 
including nonpayment and nondelivery)

•	 Structured	 trade	credit	 (contract	 frustration	but	because	of	 the	actions	or	
inactions by private-status obligors).

What has been seen on the other side of the Atlantic may be a proxy for the 
global political risk industry in terms of claims, relative demand for other 
 products, insurer capabilities and appetite, and market conditions.
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Although Starr Political and Financial Risk was in start-up mode in 2008, the 
company witnessed the chaotic events of that September and onward at close 
hand. The political risk market had enjoyed a relatively benign time in the 
preceding years: although the combined catastrophe events of September 11, 
2001, and the Argentine crisis of 2001 had not been forgotten and their legacy 
was still being felt, the insurance market in the intervening years had enjoyed 
pretty good fortune, albeit with the punctuation of some specific country and 
obligor events.

In terms of the makeup of the private market, spending a couple of minutes 
looking at the macro changes in market products and priorities is helpful to set 
the scene: some 15 years before the crisis, Lloyd’s political risk was dominated 
by investment and asset confiscation–type coverages. Premiums from this 
 subclass were twice that of contract frustration and trade credit combined. By 
2001, investment and asset insurance was about equal in premium terms to 
that of contract frustration and trade credit. In 2008, that pendulum had swung 
farther, and investment and asset premiums were only a quarter of the 
 combined total for contract frustration and trade credit. Similarly, Xchanging 
Claims	Services,	the	body	that	administers	and	processes	Lloyd’s	underwriters’	
claims, reports that from 1996 to 2008, almost 50 percent of the market’s 
 payments were in respect of investment and asset losses. That was the  backdrop. 
So what happened in the past two years?

Insurers produce what they call realistic disaster scenarios, in which they 
model theoretical major loss events with which to test robustness of aggrega-
tion limitations, reinsurance purchasing strategy, and capital allocation. These 
disaster scenarios vary from class to class: aviation insurers might worry about 
collision between two airliners over a major city, and energy underwriters 
might concern themselves with a high number of hurricanes in the Gulf of 
Mexico. For political risk insurers, with risk factors and dynamics that con-
stantly change, realistic disaster scenarios are a mixture of country, regional, 
sectoral, and event scenarios, and these evolve as politico-economic factors 
evolve. Nobody thought of the following scenario, however: a global economic 
crisis, affecting pretty much all countries, all sectors, and all at once. No, that 
was just too fantastic a proposition.

It seemed at the time that the consequences of an effective cessation of 
finance would be worryingly far-reaching: no country or industry seemed 
 definitely safe. Political risk insurers are used to answering questions from their 
management about exposures to individual country events, but no comfort 
could seemingly be given to management two years ago on where losses would 
end up. That said, and with reference to realistic disaster scenarios, the older 
hands in the market pointed to previous loss events where actual losses were 
usually a small percentage of maximum exposure. And so it turned out. Even 
though insurers were deluged with notices of events of default from the banks 
that represent an increasingly large part of the collective client base, 
Armageddon did not happen. For all political risk insurers, and particularly 
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those with structured trade credit operations, the end of 2008 and a good part 
of 2009 were dominated by restructurings and workouts. Some situations were 
beyond salvation, but where insurers were willing to work with their borrow-
ers, obligor default claims were minimized. For investment and asset insurance, 
putting to one side the relatively special situations in left-leaning Latin America 
in particular, claims that might have been foreseen in countries experiencing 
severe economic difficulties have not materialized. Demonstrating the inherent 
resilience in the sectors insured (investment and trade for the most part), one 
can now say that the market and its clients did a stellar job of containment.

One can take the Lloyd’s market situation as a proxy for private market 
experience. To date, Lloyd’s has paid out claims totaling some US$500 million. 
Although a high number by anyone’s reckoning, and in recognition that this 
crisis has perhaps not yet run its course, interestingly the claims paid over the 
past two years were only 275 percent of the annual average payout of the 
 previous decade. Again, this figure is a large jump, but when compared to how 
things might have been and against the background of an unprecedented global 
crisis, it looks like a good result. The private market has paid out punctually, 
and clients and brokers alike have indicated that they are delighted with how 
the products have performed.

So what were the claims that have been incurred? Of the claims in London, 
the bulk seem to have come from four main sources:

•	 Ukraine	(banks)
•	 Kazakhstan	(banks)
•	 Bahrain	(banks)
•	 Brazil	(agriculture).

The balance of the claims are from one-off situations in various locations, 
but the bulk of the problems are as noted above. By way of the main contrast 
with the last major loss event, that of Argentina in 2001 onward, in which most 
of the claims were investment related, the statistics here are very different. For 
2009–10, fewer than 10 percent of the total paid claims were made up of 
investment losses. The main component was by far trade credit, accounting for 
two-thirds of the payouts. The next highest subclass was contract frustration, 
at just over 20 percent, so obligor default products accounted for almost 
90	percent	of	the	losses.	Clearly,	the	loss	activity	centers	on	these	two	products,	
which says a lot about where the political risk market has gone.

During the crisis, through the fog of fear that pretty much engulfed all 
industries, the political risk insurance industry felt that risk aversion would be 
a predominant factor going forward. Again going back to the parallel of 2001, 
in this case September 11, the cliché of the terrorism market was that suddenly 
chicken farmers in Idaho felt they neededto buy coverage: in the absence of 
knowing just how widespread the new peril would be, a rush to insure 
occurred. Going back to 2008, again in the absence of knowing what the future 
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would hold, most insurers in the political risk sector expected that demand for 
its product would rocket, irrespective of supply-side dynamics. Looking back, 
one can probably say with truth that what insurers saw in late 2008 and early 
2009 was an increase in the range of countries for which insureds inquired and, 
in the deleveraging panic, there was some evidence of banks selling down exist-
ing positions. However, a few points should be made clear:

•	 Demand	to	sell	down	was	pretty	much	exclusively	in	obligor	default		products.
•	 New	business	was	very	limited	and	was	concentrated	very	much	on	the	trade	

side (people still needed fuel and food): new investments, however, were 
rare.

•	 Consequently,	demand	for	investment	and	asset	insurance	was	limited.	The	
most meaningful “new” investment and asset insurance were seen related 
to shareholder loans to foreign-owned banks in emerging markets that 
 desperately needed liquidity, where the crisis meant that borrowing locally 
was very difficult.

•	 Demand	 for	 political	 risk	 insurance	 products	 was	 definitely	 enhanced	 by	
banks’ inability to retain risk on the level of individual inability to hold as 
much as previously, plus the collapse of sharing risk with other banks through 
the suspension of the syndication market.

Thus, the first nine months after the crisis saw investment fall off a cliff, and 
world trade significantly diminished. What transactions were seen did indeed 
lead to an increase in diversification by country and obligor, but new deals were 
few and far between and closure pace was glacial. Since that time, the past year 
has seen a gradual (and tentative) return of confidence. World trade has picked 
up again, and signs are present of a recovery of sorts. However, in what has 
happened recently, the following points apply:

•	 The	insurance	inquiries	received	reflect	only	gradually	returning	confidence,	
and growth has been mainly in the “essentials”: supply of energy, food, and 
finance.

•	 Virtually	no	 infrastructure	 inquiries	have	been	seen.	 Investment	 insurance	
interest has been in areas such as finance and natural resources.

•	 Although	 banks	 retain	 a	 degree	 of	 risk	 aversion,	 confidence	 has	 returned	
here, too, and the syndication market is regaining its strength.

•	 Finally,	and	still	on	the	subject	of	banks,	one	of	the	prevalent	themes	of	the	
past year has been cost of funds: banks have to pay more for their own bor-
rowings, and this limits what they are prepared to pay on insurance.

As regards insurers, the past two years have unquestionably provided the 
 biggest challenge to the market since its formation some 40 years ago. As 
mentioned earlier, the time after the financial crisis brought waves of  potential 
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claims and notifications of events of default across collective portfolios, caus-
ing most agencies to focus firmly upon dealing with existing problems rather 
than looking for new business opportunities. Many were occupied with 
restructurings and workouts pretty much full time in the year after September 
2008. A claims manager of one leading broking house in this area confirmed 
that they had seen more new advices of potential or actual clams in one 
month than they had seen in the previous three years. However, the volume 
of new advices began to abate, and although some new circumstances come 
in from time to time, a feeling now exists that, barring a fresh return to the 
turmoil, that phase of the crisis at least is over. Thus, the business has moved 
on from where it was two years ago, when insurers across the board were look-
ing only half-heartedly at new opportunities and were quite content to put 
income and growth targets on the back burner. The situation definitely began 
to ease in the second half of 2009, and insurers, like their clients, began to look 
more to the future and to refocus upon new business rather than problem 
situations.

What has happened to overall political risk insurance market capacity over 
the past two years? The answer seems to be precious little. One market broker 
estimates that collective insurer capacity is almost identical to that precrisis. 
Perhaps a little less is available for large credit deals than before because, in 
view of the preponderance of losses in that subclass, individual agencies are 
writing more conservative lines. One of the presumed drivers for capacity con-
traction was the 2010 reinsurance renewal: reinsurers were expected to with-
draw or scale back from credit in particular. In reality, that never happened. 
Whether because of a desire to achieve payback for past losses or whether 
because of the relative attraction of political risk compared with the softening 
property and casualty markets, capacity remained largely unscathed. Similarly, 
the 2011 renewal is expected to be kind to cedants.

What of policy terms and pricing? A distinction can be drawn between the 
obligor default products (contract frustration and trade credit), on the one 
hand, and the investment and asset confiscation product suite, on the other. For 
the former, insurance market offerings have really mirrored the situation in 
financial markets. In late 2008 and early 2009, in response to evaporating 
liquidity and all-pervading risk aversion, margins (and therefore premiums) 
rocketed, and the emerging-market bond indexes spiked spectacularly. 
Similarly, structures became very conservative, and substantial emerging- 
market borrowers who had largely been able to dictate their own debt 
 structures before were now corralled into very short-term, heavily structured 
transactions. Since then, a gradual retreat has occurred, and now risk margins 
on obligor default insurances are almost exactly where they were precrisis. 
However, these margins are still probably twice what they were at the start of 
the credit crunch in 2007. In addition, structures remain far superior, and these 
are relaxing much more slowly than rates. With respect to investment and asset 
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insurances, one can truthfully say that the same volatility did not occur. Rates 
have remained fairly constant and, although one can argue that the expropria-
tion risk is better or worse in times of economic crisis (worse because govern-
ments may resort to emergency measures that harm investment, or better 
because the governments will not want to discourage what little investment 
exists), the net result seems to be rates that did not leap upward and are now 
level or slightly down.

Following are some thoughts on the lessons that can be drawn from the 
“crisis experience,” both for the political risk product range as a whole and 
specifically for the investment insurance subclass.

First, the crisis has proven beyond any doubt at all that the political risk 
insurance product works. The value of the checks cut by Lloyd’s, as only one 
market participant, has been mentioned, and these are very significant  numbers. 
A few gray areas existed in the political risks claims activity following the 2001 
Argentine experience, but the 2008 financial crisis has provided incontrovert-
ible evidence that these insurance products work.

Second, the shift in the makeup of the political risk market, from confisca-
tion-type perils and exchange transfer and toward obligor default products, has 
continued. Even though investment will pick up, this division of emphasis will 
probably continue and can be expected to define insurers’ product offerings for 
the foreseeable future.

Third, although the cost of the exercise was on the high side, the learning 
experience was meaningful. As previously mentioned, for insureds and their 
brokers political risk insurance really works. Some more occasional purchasers 
of these insurance products, precrisis, explained that the one doubt they had 
about insurance was how it would actually perform when needed. They have 
had that experience now, and even though other risk mitigants will unquestion-
ably come back into play, one hopes insureds will not forget those who were 
there to stand up and be counted during the darkest of days. From the insurers’ 
perspective, many lessons were learned and questions posed, in large measure 
the same ones as applied to the policyholders. Whether it was the way security 
could be enforced in practice as distinct from in theory, or the prioritization of 
trade debt over other forms, insureds are now somewhat wiser. However, with 
specific reference to trade debt, the evidence of the logic of insuring trade and 
investment is manifest in the results of insurers in these sectors compared with 
those in other financial sectors. On a micro level, insurers have responded in 
approach in the same ways as their insureds: with more caution and certainly 
with more emphasis on risk structures. In common with previous crises, 
though, one factor has persisted: who you insure is as important, if not more 
important, than what or where you insure. Policyholders who are willing to 
work with insurers to resolve problems and who treat insurance as a backstop 
when all loss-mitigation efforts have been exhausted—and not a put option—
are the clients that are still needed. Such a base of insureds has been an impor-
tant factor in the market’s results from the crisis.
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Finally, investment insurance was never a universal tool, nor should one 
expect it to be. Investors do not always buy political risk insurance for a num-
ber of reasons:

•	 They	are	often	confident	 in	 their	own	risk	management	capabilities	as	an	
alternative means of dealing with the risks. Significantly, in MIGA’s study 
World Investment and Political Risk 2009 (MIGA 2010), of the investors 
questioned on their overall political risk assessment in anticipating new 
political risks, implementing existing political risk strategies, and evaluating 
new political risk strategies, over 65 percent felt they rated good to excellent.

•	 Similarly,	respondents	believe	other	means	of	mitigating	risk	can	be	used,	such	
as dialogue with government and coventuring with respected local partners.

•	 Not	all	investors	believe	their	industries	are	risky	enough	to	warrant	buying	
political risk insurance. As mentioned previously, the bulk of the inquiries 
still seems to lie in relatively high-profile industries such as the natural 
resource sectors.

•	 An	appetite	for	risk	still	exists	outside	the	insurance	industry,	and	one	should	
not forget or be concerned at this. Equity investors realize that risk and 
return are interlinked and are often happy to run this risk. From a debt per-
spective, confidence is returning to the banking markets, and with particular 
reference to the obligor default products, insurers are definitely seeing that 
the syndication market is back. This market provides an alternative to politi-
cal risk insurances.

•	 Alternatives	often	exist.	For	obligor	default	products,	credit	default	swaps	are	
available on a certain number of names, the bank syndication market (as men-
tioned earlier) is active, and self-insurance is always a possibility. Similarly, for 
investment insurers, self-insurance is an ever-present feature. However, as the 
structured trade credit market expands, lenders who might previously have 
covered an emerging market project against political-only perils can often 
now buy an obligor-default policy that wraps in all elements of the risk.

•	 Cost	is,	was,	and	always	will	be	a	factor.	At	the	symposium	in	2004,	Clive	
Tobin, the chief executive officer at XL, drew attention to the fact that even 
though risk awareness was heightened following September 11, 2001, and 
the Argentine experience, many companies’ budgets for insurance were 
completely consumed by the much more expensive traditional property and 
casualty coverages. Similarly, even though risk awareness concerns are height-
ened now, in the current climate of scare liquidity and recession, money is 
not always available for insurance that is still a discretionary purchase in 
many cases.

•	 One	should	not	forget	that	not	all	emerging	markets	were	equally	affected	
by the crisis. The aforementioned MIGA (2010) study notes that many 
countries in Latin America and Asia have performed rather well during the 
crisis, and investors are generally far more sanguine about countries here 
than they are about some of those in the Euro Area.



12 A World Bank Study

•	 Finally,	one	must	not	forget	that	investment	has	been	minimal.	When	this	
returns, as it undoubtedly will, investment insurance will have a part to play. 
Because of the nature of the industry, many investors in infrastructure will 
not invest without insurance. Similarly, many private market insurers in such 
sectors will provide coverage only alongside public insurers.

To end, the past two years have been a period like no other for the political 
risk insurance industry. It appears to have weathered the storm and with a 
combination of hard work, courage, flexibility, and good policyholders reached 
a stage where the situation in October 2010 is unequivocally better than could 
have been foreseen at the time of the last symposium. Political risk insurance 
products still have a major part to play, and although obligor default products 
are now very much at the forefront, investment insurance will continue to be 
more important than it recently has been as investment becomes more in 
evidence.



C H A P T E R  3

OPIC’s Shadow Claims History
Robert C. O’Sullivan

13  

The final claims determinations (claims paid and denied) by the Overseas 
Private Investment Corporation (OPIC) are publicly available, and a  cumulative 
claims history is published annually. As of September 30, 2010, OPIC paid 290 
claims totaling US$969.8 million and denied 28 claims, 14 of which were 
 submitted to arbitration.

At the 2004 International Political Risk Management symposium hosted by 
the Multilateral Investment Guarantee Agency (MIGA) and Georgetown 
University on November 12, I presented a paper titled “Learning from OPIC’s 
Experience with Claims and Arbitration” that included a discussion of what can 
be learned from “near claims.”

This chapter expands on what can be learned from claims matters that never 
received a final determination and thus that remain in the “shadows,” as 
opposed to the final claim determinations that OPIC makes publicly available. 
Those shadow claims include (a) situations that OPIC monitored when 
 multiple claims seemed likely because of serious country issues, (b) specific 
projects for which the investor sent OPIC a notice of potential claim but made 
no claim, (c) investment disputes in which the insured investor requested an 
OPIC intervention (advocacy), and (d) claims that were filed but were 
 withdrawn before a decision was made.

Overview of the Data

Information regarding shadow claims is not as complete or as uniform as that 
for decided claims, but OPIC has enough data on approximately 100 shadow 
claims to offer overall generalizations and to present some specific case studies. 
Infrastructure projects account for almost one-third of the total claims, with 
power projects taking the lead (table 3.1). Thus, adding oil and gas projects 
(12) and mining projects (5) to infrastructure projects would account for 
almost half of those claims (47). The further addition of projects involving land 
use rights—hotel and real estate (8) and agribusiness (5)—would account for 
60 percent of the shadow claims. By adding contractors and exporters, always 
a source of disputes, one can account for nearly two-thirds of the total.
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Analysis of the Data

Around 30–40 years ago, the conventional underwriting analysis of the data 
would have found that the high incidence of infrastructure claims can be 
explained by the government’s natural role in providing essential services and 
that the high incidence of natural resource and land use claims can be explained 
by its desire to protect the national patrimony.

Those considerations certainly remain a factor, but a complication has arisen 
in the past 20 years or so, which is the time period to which almost all the 
shadow claims relate. In that period, there has been a dramatic increase in 
the number of infrastructure projects that have been financed by foreign 
 private investment on terms that were intended to improve or expand the 
availability of essential services while generating a profit for the investors.

Once the services are in place, or nearly in place, many factors can upset the 
assumptions on which the investor’s projections were based. The investor’s 
expectation of a profit may run up against the expectation of the public that 
such services ought to be provided at no cost or at subsidized prices as “social 
rights”—an expectation that the government may encourage by legislation or 
by the lack of it. The investor’s financial projections may not have accounted 
for the reality that utility bills are uncollectible as a practical matter or are 
avoidable by easy theft of services. The investor’s market projections may 
have been unduly optimistic, and filing a political risk insurance claim may 
become an exit strategy.

The host country’s government may experience an economic crisis that 
undoes everyone’s assumptions, and its crisis management strategy may include 
repudiating investment agreements that it can no longer afford. The situation 
is further complicated if the investment was made in conjunction with the 
privatization of a government-owned service provider, thereby putting the 
foreign private investor in conflict with public employee unions and other 
interest groups. Yet another complication is that so many of these projects were 

Table 3.1 Shadow Claims within Sectors

Sector Number of claims

Infrastructure
Power 17
Telecommunications 8
Water 3
Transport 2
Total Infrastructure 30
Selected others
Oil and gas 12
Hotel and real estate 8
Contractor and exporter 7
Mining 5
Agribusiness 5

Source: World Bank data.
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undertaken in emerging-market economies, where legal systems were in flux, 
that there was a lack of experience with private investment and pricing 
 mechanisms, and the profit motive was initially suspect.

Relationship of Shadow Claims History to Paid Claims History

OPIC’s history of shadow claims is dominated by potential expropriation 
claims. In that respect, it somewhat reflects OPIC’s published claims history of 
the past 20 years: the incidence of payment of expropriation claims has 
increased, and they cannot all be avoided, even with timely notice and 
 intervention. Since 1971, expropriation claims paid by OPIC account for 
23 percent of total claims paid, whereas in the past 20 years, they account for 
38 percent of the total.

However, the larger shift in the character of claims paid is away from 
 inconvertibility and toward political violence, and that shift is not reflected 
in the shadow claims history. Overall, inconvertibility claims account for 
60 percent of the total claims paid but only 7 percent of claims paid in the past 
20 years, whereas political violence claims account for 18 percent of the overall 
total but 55 percent of the claims paid in the past 20 years. Except for 
 countrywide monitoring in a period of heightened risk, one would not expect 
political violence claims to be part of the shadow claims history, because the 
events of recovery so often occur without notice and because neither the 
 investor nor the insurer can prevent them or reverse their consequences, as 
might occur in the case of an investment dispute.

The substance of many expropriation claims that OPIC paid during this 
period reflects the same type of conflicts that characterize the shadow claims, 
namely, the conflicts that can arise when projects that once would have been 
undertaken by governments (with their own funds or with bilateral or 
 multilateral assistance) are instead structured as public-private partnerships, 
with (a) lenders who expect to be repaid on time at market rates of interest, 
(b) contractors who expect to be paid for services rendered, and (c) equity 
investors who seek a return on their investment.

The Alliant TechSystems claims in Belarus (1997) and Ukraine (1999) were 
related to projects to recycle obsolete munitions by selling the components, 
particularly metals, on world markets. Using a foreign contractor so close to the 
defense sector may have been part of the problem, even though foreign 
 investment in defense conversion was thought to be in the common interest. 
The D. Joseph Companies claim in Jamaica (1999) arose from an investment 
agreement that was made when the country was a closed economy and that 
was no longer viable under free market conditions. The MidAmerican claim in 
Indonesia (2000), several Dabhol Power Company–related claims in India 
(2003/04), and the Bank of America and AES Corporation claims in Colombia 
(2004) arose from power projects. The SAIC (Science Applications International 
Corporation) claim in the República Bolivariana de Venezuela (2004) was 
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based on the  disputed termination of a joint venture that provided information 
technology to the government-owned oil company. The Ponderosa claim in 
Argentina (2005) was based on the government’s repudiation of a licensing 
agreement as a result of emergency measures taken to deal with an economic 
crisis. The Uniworld Holdings Ltd. claim in Serbia (2008) arose from the 
wrongful calling of a performance bond that was posted in connection with the 
privatization of tourism facilities.

The decision documents on all these claims are available on OPIC’s website 
(http://www.opic.gov), as is OPIC’s cumulative insurance claims history.

Monitored Claims

Monitoring potential claim situations amounts to proactive self-education, 
preparation, and above-average client contact in anticipation of foreseeable 
claims. OPIC has monitored specific projects and also its entire country 
 portfolio. For example, during the Argentine debt crisis (2001), it reviewed all 
Argentine projects for which it had inconvertibility exposure, analyzed foreign 
exchange regulations and their potential effect on each project, and updated its 
analyses regularly. When exchange controls were imposed in Venezuela in 
February 2003, OPIC took the additional measure of retaining local counsel 
and organized seminars involving the investors and the new regulator, the 
Commission for the Administration of Currency Exchange (Comisión de 
Administración de Divisas, or CADIVI), to ensure better understanding of 
the regulations and CADIVI application procedures. Ultimately, OPIC paid no 
inconvertibility claims in Argentina, paid one in Venezuela, and continues to 
monitor the situation in Venezuela.

Notice of Potential Claims

OPIC insurance contracts contain the typical requirement that the insured 
notify the insurer of potential claims. Failure to give timely notice may justify 
denial of a claim, and thus, some investors give notice as a protective measure 
even when the likelihood of a claim is remote. Early notice and informative 
updates facilitate advocacy efforts that may avert a claim. Claims for which the 
investor gave notice solely as a protective matter may simply lapse.

Problems Solved by Others

Other claims do not simply lapse but are resolved without intervention by the 
insurer. Some disputes are resolved by the parties directly involved without 
assistance from others, and some are resolved by unforeseen third parties. 
In one case, purchasers of the output of a mine that was shut down as the result 
of an investment dispute brought pressure to reopen the mine. In another case, 
OPIC-equivalent agencies, acting independently and in their own interest, 

http://www.opic.gov


OPIC’s Shadow Claims History 17

solved OPIC’s problem as well as their own. In yet another case, European and 
Arab sources financed reconstruction of a power plant, thereby averting 
OPIC’s payment on a substantial political violence claim.

Advocacy

Advocacy refers to intervention by the insurer (and perhaps others) at an 
appropriate level to produce a favorable outcome to an investment dispute 
(and perhaps avert a claim). Advocacy may be bilateral or multilateral (or at 
least multiparty). Examples include intervention by senior OPIC officials 
 visiting the project country to obtain release of a performance bond, 
 intervention by the U.S. embassy to persuade the foreign government to adhere 
to the agreed dispute resolution procedures, and intervention by the U.S. 
 consulate with local officials to resolve issues relating to a local public-private 
partnership. In cooperation with other U.S. government agencies, OPIC can 
engage in advocacy in conjunction with bilateral or multilateral meetings on 
more general subjects, raising the investor’s complaint to a higher level and 
putting it in context. Reminding visiting foreign government officials on an 
investment promotion campaign that treating existing investors fairly ought to 
be their first step and that a pending dispute has attention can be effective. 
When a project’s host country government has taken action that affects foreign 
investors of several nations, OPIC can coordinate with parallel agencies of the 
other countries. For example, for an issue affecting all projects that rely on a 
particular financial structure, many public and private lenders and insurers will 
have an interest in resolving it.

“Advocacy Plus”

In some cases, OPIC has gone beyond writing letters and arranging meetings at 
appropriate levels; it has supported the dispute resolution process with its own 
insurance or financing. For example, OPIC resolved disputes relating to two oil 
and gas concessions in a Central American country by financing the expenses 
of consultative meetings with the local communities that led to new concession 
agreements. The existing agreements had been challenged in a local court for 
failure to consult the local communities, and an injunction had been issued for 
failure to hold the meetings. However, the affected community-level organiza-
tions had no funding to attend a meeting in the capital to consider whether to 
grant approval. An issue existed whether consultation was required, and the 
local communities actually appeared to welcome the projects, but all parties 
put those issues aside and concentrated on satisfying the formality that was 
required by the court order. OPIC insisted on a clear agreement that it was 
providing funding for travel and other out-of-pocket expenses of the process, 
without regard to the outcome. In addition, there was a tight budget and strict 
 accounting for the expenditures, which were insignificant in relation to the 
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potential claims. Ultimately, the investors and local communities approved 
new, mutually  acceptable concession agreements.

In another case, OPIC was a project lender as well an insurer and, as lender, 
facilitated a buyout of an investor that led to withdrawal of the insurance claim. 
In other cases, OPIC used its loan guaranty authority to permit the host 
 country government to borrow that government’s share of a claim settlement 
with the insured and used the local currency salvage provisions of its 
 intergovernmental agreement to permit the host country government to pay 
part of the government’s settlement in local currency while compensating the 
investor in dollars.

Pitfalls of Advocacy

Insurers, especially public sector insurers, emphasize the special role that they 
can play in dispute resolution, and each of them has its success stories. 
However, advocacy has its pitfalls. In general, the problem is that, in the event 
of failure, the investor may attempt to portray the advocacy effort as 
 tantamount to a provisional claim determination in the investor’s favor, 
although the insurer undertook the advocacy effort without completing its 
normal, rigorous claims procedures.

The specific possibilities include backing an investor who is in the wrong, 
acting on the basis of invalid assumptions about local law, becoming allied with 
an unreasonable or uncooperative partner, and, in the worst case, being accused 
of bad faith for having done everything possible to avoid facing up to an 
 “obviously” valid claim.

Withdrawn Claims

The nearest of near claims is one in which a completed application for 
 compensation has been submitted but is later withdrawn. The most common 
situation is an inconvertibility claim for which the investor obtains foreign 
exchange through the normal channel while a political risk claim is pending. 
The investor has received foreign exchange, no longer holds the local currency, 
and wants to preserve insurance capacity for the future. In addition, the 
 undisputed effect of a contract provision may appear only during the insurer’s 
processing of an application for compensation. For example, if the contract 
contains a deductible, its effect may not appear until the insurer determines the 
amount of compensation that would be payable without a deductible.

Finally, in the case of a claim that is about to be denied, OPIC’s practice is 
to allow the insured to review the draft determination and offer comments. The 
procedure is intended to ensure that a final determination is made on the basis 
of all the information that the insured considers relevant and that OPIC has 
given proper consideration to the investor’s position on the key issues. In a 
recent case, the investor withdrew its claim instead.
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Conclusion

OPIC’s published record of claim determinations has its own limitations and 
distortions, described in the earlier chapter (O’Sullivan 2004). OPIC’s 
 experience is not a general measure of the level of political risk. On the one 
hand, it may not have been active in problem countries or may not have 
 supported the categories of projects that were most likely to encounter 
 problems, which would tend to understate country risk. On the other hand, 
multiple claims  arising from the same project could overstate country risk.

The shadow claims history suffers from both gaps in data and inconsistent 
data that have become more apparent than ever in the writing and revision of 
this chapter. For example, it would be interesting to know OPIC’s potential 
liability for each of the shadow claims, and it would be helpful to have a 
 cumulative shadow claims history organized by year to parallel the cumulative 
history of claims paid. Unfortunately, those issues were not raised during 
 organization of the data that was available. Nevertheless, trying to construct 
OPIC’s shadow claims history has been a useful project. Insurers that may have 
relatively infrequent experience with claims paid but make extensive use of 
reinsurance probably have systematic reports from which to construct their 
own shadow claims histories. Near claims—shadow claims—are more than 
near misses to the balance sheet; they are learning experiences for insurer and 
insured alike.
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Introduction

“Private” political risk insurance (PRI)—as opposed to state-sponsored or 
 multilateral PRI, as placed in the London insurance market—in its wider 
 definition comprises (a) cover for losses caused to investments and projects by 
government confiscation, expropriation, and nationalization (CEND, or PRI 
strictly speaking); and (b) insurance against contract frustration or repudiation 
(CF) by government obligors. More recently, structured trade credit has been 
insured against both CEND and CF risks, and straightforward counterparty 
default (cover provided by trade credit insurance (TCI) has been embraced 
within the term.1

The PRI market has undergone several claims cycles over the years since it 
started: the Middle East petrodollar boom and the Iranian revolution in the 
1970s, the 1980s debt crisis, and the collapse of the USSR and the Balkan  crisis 
in the 1990s, among others. In 2001/02, Argentina came to the fore. Since 
2007, “resource nationalism,” particularly in South America, has been  resurgent.

This chapter examines the current claims environment and prospects for 
recoveries. How has this market been affected by the 2008 financial crisis, and 
what claims issues have arisen as a result?

Over recent years, the biggest users of the PRI market in London have been 
the banks—particularly banks specializing in trade finance. Most such banks 
were not affected by the first phase of the credit crunch in August 2007. In 
September 2008, however, with the collapse of Lehman Brothers, the crisis of 
confidence worldwide had a severe impact on the global economy, and by 
November 2008, global trade had dropped significantly. In the private PRI 
 sector, the market faced what was described as a tsunami of claims. Estimates 
varied of the total number of claims notifications made, the top hitting US$4 



22 A World Bank Study

billion. Ultimately, many of these notifications did not turn into claims. The 
latest estimates for market claims paid and incurred in 2008/09 are just under 
US$2.5 billion, spread around the banking sector, agribusiness, commodities 
such as oil and metals, and shipbuilding. Most of the claims that have 
 materialized have been straightforward TCI claims of the simple “obligor can’t 
pay” variety, and they have been or will be paid in full and promptly.

In any case, this is a legally sophisticated market: both underwriters and 
 brokers—sometimes the insured itself—know the business and are well versed 
in its intricacy, which means if lawyers are needed, then the issues with the 
claims and their commercial resolution have likely already been explored, and a 
dispute and confrontation is in the offing.

The sheer size, number, and complexity of some of the claims has meant 
that lawyers have been and will still become involved—usually initially brought 
in by the insurers, and thereafter, should problems be perceived, also by the 
insured. Not surprisingly, this is happening, and this type of dispute-resolution 
work has begun again. The claims cycle has come round, and after a relatively 
quiet period, the lawyers are acting on claims rather than drafting and 
 commenting upon wordings.

What about the claims issues the London market now faces? Are they the 
same, or is anything new?

What Legal Issues Arise in PRI Claims?

The Commercial Court in London deals with insurance matters. It also deals 
with matters regarding contracts related to ships, carriage of cargo, the con-
struction and performance of mercantile contracts, banking, international 
credit, contracts relating to aircraft, the purchase and sale of commodities, and 
the practice of arbitration and questions arising from arbitrations. However, 
approximately 70 percent of all cases in the Commercial Court are said to be 
settled before reaching a trial.2 On a broad-brush basis, one can fairly say that 
this experience is representative of insurance cases as well, including those that 
are dealt with in arbitration. In other words, even for those cases that reach 
external lawyers, and in respect of which proceedings are commenced (be it in 
court or arbitration), prospects are good that the parties will reach a settlement 
at some stage in the proceedings before trial. This tendency is stimulated by the 
increased use of mediation as a way of promoting settlement.

Nonetheless, whether a disputed claim involves reaching a judgment in 
court or award in arbitration or is subject to dispute resolution proceedings and 
resolved by agreement, the same insurance law issues arise.

The Top Five Issues
Recently, an analysis was made of 10 years of reported law cases in England 
using Lloyd’s Insurance Law Reports (the “red tops”). During the period 
2000–09 there were 498 reported insurance and reinsurance cases. Of those, 



Claims and Recoveries in Political Risk and Trade Credit Insurance: A U.K. Legal Perspective  23

381 involved direct insurance, and 117 involved reinsurance; 109 involved 
appeals from earlier decisions. If one approaches the statistics another way, of 
the 389 cases (498 − 109 = 389) excluding appeals, 143 involved procedural 
issues such as jurisdiction and conflict of laws, costs, insolvency, and arguments 
about arbitration and time limitation, leaving 246 substantive insurance and 
reinsurance cases.

The top five issues that went to trial and for which judgment was given—
showing the number of cases in each category and the category’s percentage of 
the total number of substantive cases—were as follows:

1. Misrepresentation and nondisclosure: 52 (21 percent)
2. Preconditions, conditions precedent, and warranties: 47 (19 percent)
3. Coverage (what is insured and what is excluded): 42 (17 percent)
4. Causation: 17 (7 percent)
5. Subrogation or contribution: 15 (6 percent)

For completeness, the following were next in line as top issues:

6. Fraud (at the claims stage): 14 (5.6 percent)
7. Negligence: 14 (5.7 percent)
8. Aggregation: 8 (3.3 percent)
9. Policy construction: 8 (3.3 percent)

PRI Claims
One should bear in mind that the principal forum for dispute resolution in 
political and trade credit risk insurance policies in the London market is 
 arbitration—usually the London Court of International Arbitration. 
Nevertheless, as mentioned earlier, one can say the patterns in that forum are 
similar. The main issues that arise are misrepresentation and nondisclosure; the 
extent of the coverage; and preconditions, conditions precedent, and  warranties. 
With trade credit risk insurance products and their broad terms, however, issues 
about the meaning of policy perils and exclusions are less likely to arise, though 
this category still features in PRI.

These have been the sort of problems dealt with arising in previous claims 
cycles in the sector during the commercial PRI market’s 35-year history. Have 
current claims issues been of the same tenor?

Current Claims Issues

This time, the bulk of the claims arises out of trade credit insurance, and the 
majority of the claimant insureds are banks. Banks, it seems, have a different 
approach to doing business from either that of the insurer or indeed that of 
the traditional insured commodity trader. Banks have a “cash against 
 documents” mentality. Bankers are used to financial instruments that respond 
on presentation of compliant documents or on first demand, such as letters 
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of credit. They are not used to the conditionality, whether express or implied, 
of long insurance policy wordings.

Another feature of banking—in some countries more than others—is 
employment instability, particularly these days. Employees leave; they are 
posted to different departments and countries. Their companies are  restructured. 
This situation can give rise to a lack of continuity with projects and deals that is 
not always encountered with other types of insureds.

Also having an effect is the width of a bank’s interests. Responding to an 
insured default can have unwonted (and unwanted) results from a bank’s 
 perspective: reputational damage in an emerging, competitive market, or more 
concretely, triggering of cross-defaults on other instruments.

How do these features translate into claims issues? With trade credit 
 insurance and its basic cover for counterparties that cannot or will not pay, 
issues with coverage have been rare. The same old issues, however, have 
 continued to arise.

Allegations of Nondisclosure and Misrepresentation
Arguments about what was told and should have been told to the underwriter 
on placement of the risk will always occur, but an increased feature arises with 
policy renewals and amendments. Underlying contracts in a recession are often 
renegotiated and payments rescheduled: generally, these are significant contract 
amendments. Maybe because they are used to operational risks and the need to 
keep their insurers in the picture with regard to changes in circumstances, this 
issue has not been a huge problem with insured traders, contractors, and 
 corporate parties generally. With an insured bank, however, perhaps because it 
has not seen the need or because the policy has been metaphorically placed in 
the bottom drawer by an account handler who may have moved on, a greater 
risk seems to exist that its insurers are not advised, or fully or accurately 
advised, of the amendment. If the insurers are not advised, this failure could be 
a breach of warranty. If they are not fully or accurately advised, this failure 
could be nondisclosure or misrepresentation to underwriters, thus undermining 
the validity of any policy endorsement or renewal.

Warranties
Instances of a casual attitude toward checking the viability of deals have also 
been noted—the subprime mortgage syndrome. “Due diligence” in the 
 corporate sense is lacking. Even though such deals may pass the credit 
 committee review, when they come to be insured they run the risk of being in 
breach of warranties of validity and enforceability, and sometimes even legality.

Preparation and Presentation of Claims
More practically, problems have arisen in the preparation and presentation of 
claims documentation to insurers. It may be a product of the age of electronic 
communication and the employment volatility and restructuring mentioned 
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earlier, but banks, in particular, seem to lack an appreciation of what insurers 
require in support of a claim and what they may want to satisfy themselves of 
its legitimacy. Linked with the perennial uncertainty an insured has about the 
role of the adjusters, at best this problem delays settlement (in any case, a 
topical issue at the moment), and at worst it creates suspicion in the minds of 
the insurers, leading to their hiring lawyers. This situation could also come to 
involve more use of the provision of a “sworn proof of loss” and the insured’s 
executives having to submit to “examination under oath,” as required under 
some wordings.

The Waiting Period
In the same vein, insureds seem to lack understanding about the purpose of this 
fundamental CF and trade credit insurance policy provision. This waiting period 
provision may be due for rethinking—at least about its title. One senses that an 
insured bank is under the impression that literally all it has to do is to wait to 
get its claim paid, not that it is under a continuing duty to avoid or minimize 
the loss in the exercise of due diligence—a concept that means something else 
in the world of finance anyway. Perhaps the principle of the insured peril of 
protracted default used in some trade finance covers should gain greater 
 currency. A fresh approach to this concept might help with another problem 
being seen, which is peculiar to this class of business and which does not feature 
in the top five, but which is addressed below.

Crystallization of Loss
Problems are arising regarding the effect on the policy of debt standstills and 
reschedulings—or the reverse, acceleration of debt and implementation of 
 cross-default clauses. Various questions arise:

•	 Does	 the	 insured	 have	 a	 crystallized	 claim	 when	 by	 virtue	 of	 commercial	
 reality (or host government coercion), it has to accept a moratorium on 
 payment or debt rescheduling?

•	 Is	 the	 answer	 different	 if	 the	 moratorium	 or	 rescheduling	 occurs	 after	 the	
 original default but during the policy waiting period?

•	 Does	the	insured	have	to	seek	an	extension	of	the	policy	when	the	new	payment	
dates fall outside the original policy period? If so, does it have to pay an  additional 
premium for such an extension, and how is it to be calculated, having in mind 
the original risk has deteriorated? (And bear in mind also the new duty of 
 disclosure that then arises.)

Then:

•	 Upon	 default	 under	 the	 insured	 instrument,	 can	 the	 insured	 exercise	 any	
 contractual acceleration rights in respect of later installments falling due and 
claim them under the policy when they are then not met?
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•	 Can	 the	 insured	 exercise	 cross-default	 clauses	 under	 other	 instruments	
 uninsured or insured elsewhere, and then assert claims if the insured debt so 
generated is not paid?

•	 Broadly,	how	do	these	rights	square	with	the	insured’s	express	duties	to	avoid	
and minimize loss?

Certain general principles have been clarified during past recessions and 
 individual country defaults, but the answers are likely to vary from policy 
wording to wording.

Settlement Agreements
Finally, developments have been observed with settlement agreements. Perhaps 
because of perceived shortcomings in claims preparation; perhaps simply a sort 
of reverse Micawberism—that “something may turn up” to establish that the 
insurers are not in fact liable—or perhaps insurers do not trust their insured to 
cooperate in the pursuit of subrogated recoveries as much as they should, but a 
change in practice on executing settlement and subrogation agreements has 
been seen on occasion. Insurers have insisted on detailed settlement terms upon 
payment of the claim. Sometimes even with straightforward claims being paid 
in full, the insured is asked to sign a four- or five-page document requiring it to 
agree to terms that go further than required by the policy wording.

The Effect of the Current Claims

Although not strictly a lawyer’s concern, four often-related consequences of the 
crisis are seen in the private market:

•	 Reinsurance
•	 Capacity
•	 Products	and	wordings
•	 Recoveries.

Reinsurance and Capacity
Recently, a high-profile departure from the sector has occurred. But otherwise, 
as often happens after a period of intense claims activity, new entrants and new 
capacity have arrived—and this despite some contraction in reinsurance avail-
ability at one end of the spectrum (though not as much as was anticipated) and 
a loss of “liquid appetite” on the part of trade finance banks. On a per policy 
basis, however, one sees a re-emphasis on coinsurance, deductibles, and excesses.

Products and Wordings
A greater emphasis is now understood to be occurring on confining TCI to 
“trade proper”—the actual sale of physical goods and their financing. One 
must also place a question mark on whether this is the time for marketing 
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new  insurance products, when demand is reduced and many parts of the 
world are virtually off risk. Requests to consider the implications of tighter (if 
you are an insurer) or less favorable (if you are an insured) wordings have 
already arisen. In any case, a tension must be maintained between providing 
Basel II–compliant policies and writing policies with more insurer-oriented 
wordings.

Basel II itself raises interesting issues. So far, the policies designed to provide 
financial institutions with credit risk mitigation and capital relief have generally 
performed well, but what might happen if some high-profile disputes result in 
rejection of liability? The ultimate arbiters of capital allowances, the regulators, 
may be more skeptical about TCI as a credit risk mitigant and undermine the 
product’s marketability. All this is of course based on the assumption that, at 
least in the medium term, Basel II survives while the financial community 
grapples with the prospect of a Basel III convention.

In considering tougher wordings, one must also not lose sight of the  imminent 
recommendations for commercial insurance of the English and Scottish Law 
Commissions. Whether their recommendations will be implemented in the near 
future is a moot point, but they are likely to recommend changes to English 
insurance law that are on balance likely to be pro-insured—if only to stave off 
more radical legislation from the European Union.

Recoveries
Finally, the issue of recoveries surfaces as the claims tidal wave recedes. 
Traditionally, the profitability of the London market in this sector has been 
 supported by the high rate of return on recoveries—in a strict PRI context, the 
attachment of the counterparty’s foreign assets; the bilateral treaty award; and 
the use of specialists in unorthodox recovery processes. One hears of recovery 
rates of the order of one-third.

With TCI subrogation, however, one is not convinced such optimism should 
prevail. Most of the claims are of the “can’t pay,” not the “won’t pay,” variety. 
Insurers may now find themselves having to rank as the equivalent of a creditor 
in a perhaps debtor-skewed jurisdiction and involved in a winding-up process 
competing against other creditors who often have greater priority.

Concluding Comments

From the perspective of legal advisers in the London PRI market, one has reason 
to be confident that the private sector market in London has survived this 
claims cycle, and it has done so with an enhanced reputation given its positive 
response to claims to date. In the medium term, it can take advantage of the loss 
of credibility of the collateralized debt obligation and, more particularly, the 
credit default swap as a means to lay off risk.

Nonetheless, this sector of the market has suffered enormous losses, and 
there are lessons to be learned. Within the confines of a possible general U.K. 
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insurance law reform or EU legislation, one can expect a review (already under 
way in Lloyd’s) and possible tightening up of policies and their terms, as well 
as a more rigorous approach to the identity and nature of insureds and their 
business.

Notes

 1. Cover may also be provided for losses caused by political violence, including  terrorism.

 2. This figure is for the year to June 2007, referred to in the “Report and 
Recommendations if the Commercial Court Long Trials Working Party” (Judiciary 
of England and Wales London, December 2007), with a note that it “has not varied 
much over recent years” (p. 14).
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Investments are subject to various risks. Political changes may lead to 
 modifications of tax laws or energy policies and to abandonment of infrastruc-
tural or regional development projects. Accordingly, the political backdrop 
and conditions under which an investment decision was made can change 
dramatically during the lifetime of the investment. In the worst-case scenario 
such changes can lead to a failure of the entire investment (Konrad 2008, 322).

Investments in foreign countries are subject to greater risks than are trade 
relationships or even investments in the investor’s home jurisdiction. There are 
three reasons for this: (a) ratione materiae, which distinguishes trade from 
 investment; (b) ratione personae, which distinguishes national investors from 
foreigners; and (c) the lack of democratic accountability.

The first risk factor is that the foreign investor typically brings its investment 
(and perhaps even itself) under the sovereign power of a foreign State. In a trade 
situation, however, that exposure is limited to the individual cross-border 
 shipments.

The second risk factor stems from the fact that the burden of a certain 
 government action may fall on the investor, whereas benefits accruing to 
 nationals of the host State from the same, or another, compensatory government 
action may not benefit the investor. That is the case, for example, if the State 
increases taxes on corporate proceeds to finance national health care or a 
 pension system (Konrad 2008, 322).

The last risk factor is the lack of democratic accountability. As the European 
Court of Human Rights observed, the host State government has been elected 
without the investor’s participation.1 This risk factor has two aspects: one 
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 constitutional and one political. As a matter of constitutional theory, the 
national—as member of the electorate—has elected the government and its 
political programme.2 Second, as a matter of politics, the national can hold the 
government accountable at the next ballot. Put bluntly, if politicians’ policies 
put an excessive burden on their citizens, politicians run the risk losing the next 
election. Taking from foreigners—expropriation without representation—will, 
most likely, not have the same effect on election results.

Deficits in democratic accountability and a lack of compensatory benefits 
for foreign investors make investors vulnerable. Several legal, political, and 
economical mechanisms have been created to provide certain protections 
against these risks, however. Perhaps most important ones are bilateral 
 investment treaties (BITs) and multilateral investment treaties (MITs) between 
home and host States (Konrad 2008, 322). They work hand in hand with 
another important tool of investment protection—investment insurance 
 provided by international organisations (such as Multilateral Investment 
Guaranty Agency),3 State agencies (such as PricewaterhouseCoopers and Euler 
Hermes or the Export Credits Guarantee Department, United Kingdom),4 or 
private insurers.5

Why Should an Investment Insurer Care?

The practical relevance of investment protection law for the safeguarding of 
investment projects is much higher than commonly perceived. The definition 
of “investment” in most modern investment protection treaties covers the 
majority of investment projects. In addition, several governments provide their 
foreign investors with insurance against political risks. Some of these countries, 
such as Germany, make government-sponsored political risk insurance 
 contingent on the investment being covered by an investment treaty (Konrad 
2008, 322–23).6

Moreover, investment protection significantly influences the risk analysis 
necessary to obtain financing for the project. It especially influences the 
 applicable interest rate.

The issue of investment protection is relevant not only after difficulties arise, 
but also during project development. Bad decisions in the planning phase of the 
project often cannot be corrected after a conflict has arisen. Thus, considering 
issues of investment protection at an early stage of the project helps avoid 
 conflicts or at least control the fallout.

Protection Available to the Insurer’s Clients
The protection available to clients of investment insurers ultimately benefits 
the insurer. The existence of a BIT or an MIT contributes substantially to the 
investment climate in a foreign country, because it obliges the host State to 
provide a high standard of treatment vis-à-vis the foreign investor which 
strengthens the rule of law in the host State and thereby improves the overall 
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conditions. Moreover, the most important of the substantive rights included in 
such treaties—the right to investor-State arbitration—gives the protections 
teeth. It allows the investor (and in turn the insurer) to recoup damages for a 
violation of one of the other substantive protections.

Investment treaties also have a political dimension; they lead to a depolitici-
zation of disputes. The investor itself can enforce the rights provided under the 
treaty rather than having to rely on its home State to take action against the host 
State (which may not be politically opportune given the overall relationship 
between the two States).

In short, investment treaties mitigate political risk.

How Can the Insurer Recover What It Has Paid Out?
When an investment guarantee has to be paid out by the insurer, most 
 investment treaties provide mechanisms for insurers to recover monies 
expended. There are two mechanisms through which recovery can be achieved: 
subrogation clauses and so-called “no-objection” clauses. Subrogation clauses 
empower the insurer (or the home State) to enforce claims against the host 
State in its own right. Depending on the scope of the subrogation clause in 
 question, both public and private insurers may be covered. No-objection clauses 
allow the investor to pursue its rights under the treaty despite having received 
compensation from the insurer.

Although one can expect at least one subrogation or no-objection clause in a 
treaty, many treaties contain both types and allow the investor and the insurer 
to choose.

No-objection Clauses
No-objection clauses provide that if an investor has been indemnified under an 
insurance scheme, the investor may continue to exercise its rights under the BIT 
and claim damages irrespective of any payments it may have received from the 
insurer. The insurer may choose to contribute to the legal costs of pursuing 
the claims. Under the insurance contract, the insurer will then be reimbursed by 
the insured.

State practice with regard to no-objection clauses is largely similar,7 with 
the exception of the Netherlands. The Dutch Model BIT does not contain a 
 no-objection clause.8

Subrogation Clauses
Subrogation clauses allow an investment insurer that has issued investment 
insurance to commence arbitral proceedings in its own right. The host country 
must recognize the subrogation. However, State practice in observing the 
 treaties differs as to which insurers can benefit from a subrogation. Moreover, 
sometimes there may be a question of nationality. Must the insurer have the 
same nationality as the insured to benefit from a subrogation? Is an insurance 
contract itself an investment?
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State practice differs on the availability of subrogation. In some countries, 
the beneficiary of the subrogation is not the State insurer; rather, it is the 
home State itself. This is the case for German and French BITs.9 Moreover, 
French BITs even require the host State’s consent if an investor wants to buy 
insurance coverage.10 Therefore, under French and German BITs, there is no 
“insurer-State” arbitration. Instead, the combined effect of the subrogation and 
no-objection clauses for those treaties is a choice between investor-State 
 arbitration (under the no-objection clause) and State-State arbitration (under 
the subrogation clause).

Canadian, Finish, and UK BITs, as well as the Energy Charter Treaty, provide 
that the insurance agency of the home State (or the home State itself) is subro-
gated and then entitled to exercise and enforce the rights of the investor.11

Some BITs do not refer to insurance being provided by a “contracting party” 
(or its agency); instead, they refer to an insurer who provides insurance under a 
“system established by law.”12 One can argue that this provision also covers 
subrogation of rights to private insurers. In this situation, whether the insurer 
commencing arbitration and the insurer must be the same nationality as the 
investor is a question that has not yet arisen.

In U.S. BIT practice, however, subrogation is not provided for in the 
 investment treaty itself but is covered in a separate Overseas Private Investment 
Corporation (OPIC) agreement. This practice may be one reason the United 
States has significantly fewer investment treaties than other capital exporting 
States. The United States has concluded only 53 investment treaties and free 
trade agreements, compared to more than 150 OPIC agreements.

How Does It Work?

Investment treaties do not offer protection against all kinds of risk, especially 
economic risks. Instead, they offer protection against political risks that are per 
se outside of the investor’s scope of influence and control, because these risks 
emanate from the political sphere of the host State.

An investment decision depends on the confidence of the investor that the 
investment can and will create an expected return. To achieve this return, the 
investor calculates economic risks and structures the investment accordingly. 
Like every economic actor that deals at arms length in a free market  environment 
and among other economic actors, the investor bears the economic risks of its 
investment. Investment treaties are not designed to guarantee the investor a 
specific return.

However, the circumstances under which the investor operates can be unilat-
erally changed by the host State in pursuit of the State’s political goals. In some 
parts of the world, the political landscape is subject to high fluctuation because 
of frequent government changes. Permits and authorizations that formed 
the basis of the investment decision might be revoked, or a contract between 
the host State and the investor might not be honoured. As a result, the sovereign 
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power of the host State places the investor in a position that does not guarantee 
that the investor can continue to operate at arms length in the market.

Investment treaties establish an international standard of good governance 
and protect the rule of law. They are typically concluded for a long period of 
time. Some have been in force for decades and have proven to be flexible 
enough to be “living instruments” capable of dealing with “present-day 
conditions”—a dictum coined by the European Court of Human Rights.13

Like human rights, investment treaties protect and contribute to the 
 international rule of law, and these substantive protections would be  meaningless 
without an effective enforcement mechanism. Therefore, modern investment 
treaties contain a dispute settlement clause, which allows the investor to initiate 
arbitration against the host State in an international forum. Unlike the national 
courts of the host State, international arbitration is a venue free from actual or 
perceived governmental influence. Moreover, the awards can be more easily 
enforced in other countries.

Important Protections in Investment Treaties: An Overview
Many of the rights contained in modern investment treaties were originally 
derived from customary international laws concerning the treatment of aliens 
in a foreign country. However, modern investment treaties have evolved and 
have, in turn, informed customary international law.

The greatest achievement of investment treaties is providing for the  investor’s 
right to access to international arbitration. Before that, an investor, as a private 
entity, could not initiate arbitration against a sovereign State without a special, 
individual agreement between the State and the private party. Investor-State 
arbitration continues to be consent based: consent of both parties is a necessary 
prerequisite. However, today, the most important source for consent of the host 
State is an investment treaty with the home State of the investor. The consent 
is given as a standing offer of both States vis-à-vis investors of the other State 
(Gaillard 2003, 2007).14 To perfect the agreement to arbitrate, the investor 
needs to accept this offer. A host State also can make a standing offer to arbitrate 
in a national law.15 In addition, consent may, of course, also be contained in a 
contract between the investor and the host State.16 Regarding standing offers 
investment treaties have advantages over national laws: national laws can be 
changed unilaterally and sometimes even without warning.

Another important guarantee is the fair and equitable treatment standard 
(FET). Fair and equitable is an important element of the rule of law. For  example, 
it covers the right to legal protection and the right to a fair trial17 as well as the 
obligation of the State to act transparently18 and predictably.19 Often, a violation 
of legitimate expectations of the investor constitutes unfair and inequitable 
treatment and, thus, a violation of the FET standard.20 FET is closely connected 
to the standard of full protection and security (OECD 2004, 26).

National treatment and most favoured nation treatment (MFN) are impor-
tant standards to protect the foreign investor from discrimination. They are 
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often combined with a provision prohibiting discriminatory or arbitrary 
 conduct. A right to national treatment means that the host State may not 
 subject the investor to treatment less favourable than it accords to its own 
 investors. MFN mandates that the host State cannot subject the investor to 
treatment less favourable than it accords to investors of any third State.21

There are, however, limits on MFN. For example, according to so-called 
“REIO clauses,”22 investors from a nonmember State of a REIO have no right 
to invoke the additional benefits enjoyed by nationals of the organization’s 
member States under the law of such organization.23 Moreover, an MFN clause 
may also stipulate that most favoured nation treatment is unavailable when it 
conflicts with a double taxation agreement.24

One of the oldest standards in customary international law is the protection 
against expropriation without compensation (Konrad 2008, 333). The State is 
free to expropriate the investor if certain conditions are met. The most 
 important condition is that the State pays “prompt, adequate and effective 
 compensation” (Konrad 2008, 334–35). The value of the investment for which 
compensation must be paid is usually assessed by determining the value of the 
investment directly before the decision to expropriate has become public. This 
practice generally does not present a problem when there has been a direct 
expropriation. However, when an investor has been the victim of indirect or 
creeping expropriation resulting from several measures of the host State which 
collectively or individually constitute an expropriation, it is more difficult to 
determine the value of the investment (Konrad 2008, 335). These issues require 
a case-by-case assessment of the facts.

Another important treaty provision is the so-called “umbrella clause” that 
appears in most investment treaties.25 According to this kind of provision, the 
host State of an investment “shall observe any other obligation it has assumed 
with regard to investments in its territory by investors of the other 
Contracting State.”26 While this wording leaves no doubt that it is, in fact, an 
umbrella clause, other formulations which are far less clear can be found in 
treaty practice.27

Umbrella clauses protect contracts between the investor and the host 
State. They apply to contractual or other reciprocal commitments by the host 
State but also to unilateral undertakings. They are modelled on the generally 
recognized principle of international law of pacta sunt servanda, which 
applies between States. Umbrella clauses transpose this principle to the 
investor-State level.

The origins of the umbrella clause can be traced to the Abs/Shawcross 
Draft Convention on Foreign Investment in the 1950s. Its aim was to respond 
to the needs of an increasingly globalized world economy and to close impor-
tant gaps in the protection of foreign investments. Now, almost all European 
investment treaties and the Energy Charter Treaty contain such clauses. By 
virtue of the umbrella clause, a violation of the contract also constitutes a 
separate violation of the treaty. Accordingly, the umbrella clause makes the 
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treaty dispute settlement mechanism available to enforce obligations of the 
host State with respect to investments.28

Umbrella clauses are of particular importance for all projects in which public 
authorities of the host State are involved, especially infrastructure projects. The 
traditional protections of fair and equitable treatment and the prohibition of 
expropriation without compensation may be less efficient to protect the inves-
tor against interference. Similarly, the investment contract with the State may 
not provide sufficient protection, especially if it is often governed by local law 
and provides for redress only to local courts under the control of the host State.

The understanding that the umbrella clause connects the realm of national 
law with the realm of international law and thus “internationalizes” contract 
violations has not been undisputed in arbitral practice, however.29 Although 
certain difficulties persist, most arbitral tribunals agree that the umbrella clause 
must be given effect and that contract violations can be examined in investment 
treaty arbitration (see, for example, OECD 2006, 22).

Investment Treaty Arbitration under the Auspices of International Centre 
for Settlement of Investment Disputes
As explained earlier, investment treaties provide for substantive rights, one of 
which is the right to access investor-State arbitration. There are a number of fora 
available for this kind of arbitration: arbitration under the International Centre 
for Settlement of Investment Disputes (ICSID) Convention, other institutional 
arbitration, and ad hoc arbitration.

ICSID is a member of the World Bank Group and came into existence when 
the Convention on the Settlement of Investment Disputes between States and 
Nationals of Other States entered into force on March 18, 1966 (ICSID 
Convention).30 Arbitrations conducted under the auspices of the ICSID 
Convention are supported by the ICSID Secretariat. Awards rendered 
 according to the ICSID Convention enjoy various privileges at the enforcement 
stage (see below). This makes ICSID a very effective means of pursuing 
 investor-State claims.

According to Article 25 of the ICSID Convention, the jurisdiction of the 
Centre extends to “any legal dispute between a contracting State (or any 
 constituent subdivision or agency of a Contracting State designated to the 
Centre) and a national of another contracting State, which the parties consent 
in writing to submit to the Centre.” While the notion of a “National of another 
Contracting State” is explicitly defined in Article 25(2) of the ICSID Convention, 
the term “investment” is not, which has led to much debate.

Because economic life develops at fast pace and continuously invents new 
forms of businesses and investments, the definition of investment in an 
 investment treaty must be flexible. Otherwise, an investment treaty would be 
outdated before it can even be ratified. Most investment treaties therefore 
define the term “investment” in a very broad sense as “every kind of asset” 
 followed by a nonexhaustive list. Some have argued that despite the Convention’s 
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silence, it requires additional elements to be present.31 Without these elements, 
the investor may be able to initiate arbitration in another forum, but not under 
the ICSID Convention. Others have pointed out that such elements may be 
describing common characteristics of an investment while not constituting 
requirements or amounting to a definition.32

As explained earlier, consent is the cornerstone for access to arbitration 
(Gaillard 2007, 7). It can be given in a treaty, in national legislation, or in a 
contract.33 This consent will constitute a binding offer for ICSID arbitration 
even if the State later denounces the ICSID Convention.

Arbitration under the ICSID Convention is special in that it provides for a 
self-contained system. This means that awards rendered under the ICSID 
Convention are not subject to remedies before national courts of the member 
States and cannot be set aside by them. Instead, there is a specific annulment 
mechanism under the ICSID Convention which permits the annulment of 
awards on very limited grounds. According to Article 52 of the ICSID 
Convention, these grounds are (a) the tribunal was not properly constituted, (b) 
the tribunal has manifestly exceeded its powers, (c) there was corruption on the 
part of a member of the tribunal, (d) there has been a serious departure from a 
fundamental rule of procedure, or (e) the award has failed to state the reasons 
on which it is based. Although the number of both ICSID awards and 
 applications for annulment of ICSID awards has grown in recent years, only a 
very limited number of these awards has actually been annulled. As of April 
2011, only 11 awards had been annulled in full or in part.34

The principle of exclusivity of ICSID arbitration also has implications for the 
enforcement of ICSID awards. According to Article 53 of the ICSID Convention 
(and pertinent provisions in an investment treaty), the parties must abide by an 
award. However, Article 54 of the ICSID Convention extends the binding effect 
beyond the parties to the arbitration. Not only the respondent State (and the 
investor) but also the other member States of the ICSID Convention must 
 recognize an award as binding and enforce its pecuniary obligations as if it were 
a final judgment of its own national courts. This privilege of enforcement does 
not transpose into a privilege of execution, however. As for final judgments of 
national courts, their execution is governed by the pertinent laws of the State. 
This includes the laws relating to State immunity.

Nevertheless, the failure of a State to meet its obligation to comply with an 
award under the ICSID Convention would constitute a violation of Article 53 
of the Convention and the investment treaty (Schreuer et al. 2009, 33–38). 
State immunity laws cannot shield it from that liability.

Other Fora for Investment Treaty Arbitration
Apart from ICSID, there are a number of other fora for institutional arbitration. 
These include arbitration pursuant to ICSID’s Additional Facility Rules,35 
the Stockholm Chamber of Commerce (SCC) Arbitration Rules,36 or 
the International Chamber of Commerce (ICC)37 Arbitration Rules. Ad hoc 
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arbitrations are often conducted according to the UNCITRAL (United Nations 
Commission on International Trade Law) Arbitration Rules.38

In all cases of non-ICSID arbitration, including the Additional Facility Rules, 
the award does not enjoy the privilege of enforcement conferred by the ICSID 
Convention. Arbitration awards outside ICSID are normally enforced under the 
1958 Convention on the Recognition and Enforcement of Foreign Arbitral 
Awards (also referred to as the “New York Convention”).

Does It Work?

Winston Churchill’s remark39 about democracy could easily be adapted to 
investment treaty arbitration: it is not “perfect or all-wise.” Some may, perhaps, 
even say that it “is the worst form of international dispute resolution.” But it is 
important to add Churchill’s caveat: “except for all those other forms that have 
been tried from time to time.”

Some cases are settled quickly, while others can take many years to resolve. 
For example, Ed. Zueblin AG v. Saudi Arabia was settled shortly after it was 
registered,40 whereas Vivendi v. Argentina was registered in 1997 and was 
 concluded only in 2010 after two annulment proceedings.41

The length of time between registration of a case and rendering of an award 
also varies dramatically. For example, in ADC v. Hungary, a final award was ren-
dered after only three years.42 The case of Victor Pey Casado v. Chile was regis-
tered in 1998, and, as of June 2011, annulment proceedings are still pending.43

Like any type of dispute resolution, investment treaty arbitration can yield 
results fast and relatively cost-efficient; or it can end up in a long, expensive, 
protracted dispute. However, what matters is that, from a practical perspective, 
investment treaty arbitration in principle serves its function and compares 
favourably to other means of dispute resolution.

Moreover, there is no real alternative to investment treaty arbitration. The 
exercise of diplomatic protection by the home State is dependent on political 
circumstances and the general relationship between the two States. Because of 
the diplomatic implications of an intervention, the home State will often choose 
not to intervene on behalf of the investor. Whether or not the investor has a 
right to diplomatic protection under the law of the home State is a matter of 
national law. In addition, the investor may be required to exhaust domestic 
remedies to achieve an intervention, and even if the investor ultimately is 
 successful, the home State has discretion how it exercises diplomatic protection 
and whether it will take effective steps.

Although Article 27 of the ICSID Convention excludes diplomatic  protection 
once a dispute is submitted to ICSID arbitration, it does not prohibit diplomatic 
assistance in solving a dispute amicably. Similarly, conciliation and mediation 
sometimes lead to the settlement of disputes. All of these options can play an 
important role in avoiding arbitration proceedings and can often be very 
 successful. One of the most important reasons for this success is that the 
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 investor can still go to international arbitration if an amicable solution is not 
possible. Conciliation or mediation would be far less successful without the 
ultimate option of treaty arbitration. Thus, they are complementary to treaty 
arbitration, but not substitutes for it.

Human rights proceedings (for example, under the European Convention 
on Human Rights) also are an option for the investor to receive a final and 
binding judgment. However, these proceedings require the exhaustion of local 
remedies.44 Outside Europe, human rights proceedings also are not available to 
companies.45 As mentioned earlier, investment treaties were developed 
 specifically to avoid the requirement to exhaust local remedies. Moreover, 
 protection under BITs is available to all individuals and entities with the 
 requisite nationality, including companies.

Investment treaty arbitration gives the investor a right to arbitration against 
the host State without regard to politics or the investor’s relationship with its 
home government. Investment treaties are in line with the increased protection 
of private entities against States in international law. As such, they provide a tool 
for protecting and empowering individuals and other non-State players and 
constitute an important complement of international human rights law.

Conclusion: What Is Important in Particular for an Investment Insurer?

Investment insurers usually get involved very early in the life cycle of an invest-
ment. Thus, they are in an almost unparalleled position to make sure that the 
insured investment is structured in a way to be protected by an investment 
treaty. This guarantee will reduce the insurer’s own exposure and—especially if 
only a part of the investment is insured—the risk for the investor. Indeed, invest-
ment protection planning is as important as tax planning. Legitimate corporate 
structuring of the investment can optimize protection (Konrad 2008, 363). 
Although an insurer may not be able to provide advice, it can highlight points 
for the investor that then need to be explored with the investor’s counsel.

Moreover, investment protection planning does not stop once the investment 
is made. The protection must consider changes during the lifetime of the 
 project, for example, changes in host State legislation, on the treaty level, and 
changes in the nationality of the investor. If the project is not protected or loses 
protection, an investor cannot expect to achieve full (or sometimes any) 
 recovery (Konrad 2008, 366). Therefore, investment protection for the investor 
translates into an increased chance of the insurer to recover monies it paid under 
political risk insurance.

Careful drafting of a foreign direct investment contract with a State-owned 
entity is equally important. Receiving input from an experienced insurer 
that may have an understanding of contracts customarily used by a certain 
 government may be helpful to reduce risks for the investor.

Investment treaties are an important and indispensable tool in international 
economic relations.
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This chapter describes what is meant by nonhonoring insurance coverage, why 
it is useful for insureds, how the market has changed over the years, what issues 
are important to underwriters and buyers of the coverage, and what recent 
developments have occurred in the aftermath of the global economic crisis. 
It then comments on several key considerations.

What Is Nonhonoring Coverage?

Essentially, nonhonoring coverage protects an insured against the failure of a 
government entity to honor its payment obligations. These obligations can arise 
as a result of commercial contracts or financing arrangements from lenders or 
capital market investors. In addition, a government entity can be the sovereign 
itself, a subsovereign (province or municipality), or a state-owned enterprise 
(SOE). The payment obligation can arise directly where the borrower is the 
sovereign federal government (usually through the ministry of finance), from a 
guaranty by the sovereign on behalf of another borrower, or from the obligation 
of a subsovereign (SS) or SOE.

When referring to nonhonoring coverage, the most straightforward structure 
is that in which a bank lends money to a sovereign borrower to fund the 
 purchase of goods or services. Although the transaction is a key component, 
the obligation to repay the bank exists regardless of the results of the  underlying 
contract. In this manner, the loan is “delinked” from the performance of the 
contractor or supplier. Thus, the obligation to repay is constant, but the 
 resulting performance risk shifts to the sovereign because the loan proceeds 
were used to pay the contractor or supplier directly. If a problem arises with 
the underlying contract, because the contractor or supplier has already received 
the funds, the government must rely on other mechanisms to resolve the 
 problem, such as calling on performance guaranties.
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The performance risk can be shifted back to the contractor or supplier if a 
contractor or supplier is financing a commercial contract to provide goods or 
services to a government buyer. Depending upon how the agreements are 
s tructured, the contractor or supplier may take not only the payment risk for 
services delivered but also the contract risk in the event the contract is 
 unilaterally terminated where the buyer had no right to do so, as well as for the 
usual political risks (embargo, license cancellation, political violence, and so on). 
Because of the specialized risks associated with the performance of the contract, 
the coverage is structured as contract frustration (CF). Although such coverage 
has specific underwriting considerations, the payment aspect is similar in 
approach to the more general nonhonoring approach.

Finally, government payment risk can arise under a commercial contract in 
which a government buyer agrees to buy or deliver goods or services on an 
ongoing basis, such as an agreement to purchase power. The coverage for 
this risk is generally structured as arbitration award default coverage. 
Although much of the analysis regarding the ability to pay is similar to that of 
 nonhonoring, arbitration award default coverage involves many more 
 considerations, such as the dispute resolution mechanism and the choice of law, 
that this chapter does not address.

Market for Nonhonoring Coverage

Historically, most sellers or lenders protected themselves against sovereign 
defaults by seeking support from their country’s export credit agency through 
loan guarantees. As the demand for this protection has grown and because 
banks were more willing to take a portion of the risk on their own books, the 
private market developed an insurance product to respond to this growing 
need. The government and multilateral political risk insurers are now 
 responding with their own insurance product offering as well. The insurance 
product is different from the loan guarantee in several important ways that are 
discussed below.

More recently, the global recession and subsequent downgrading of many 
countries has further boosted demand for nonhonoring insurance as customers 
look to mitigate country risk and to manage exposure. Whereas banks have 
pulled back from more risky classes of business, the secured nature of export 
finance and its historically low default rates have encouraged banks to focus 
more on sovereign borrowers. These trends in the banking market, along with 
a reduction in bank syndications, have resulted in increased demand for 
 nonhonoring coverage from the insurance market. Also influencing demand 
was the reserving advantage that banks received with the addition of the more 
comprehensive payment coverage of the nonhonoring product. The 
 implementation of Basel II also increased significantly the benefits to a bank 
purchasing nonhonoring coverage for those banks located in countries whose 
regulators recognized the protection.
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In recent years, demand for nonhonoring coverage has demonstrated steady 
growth, although during the global financial crisis demand dipped as projects 
were placed on hold temporarily. Supply, however, has not been affected by the 
global financial crisis. In fact, according to the Multilateral Investment 
Guarantee Agency’s World Investment and Political Risk 2009 (MIGA 2010), 
the availability of political risk insurance (public and private) grew considerably 
from 2007 to 2009. This finding is confirmed by the July 2010 Gallagher 
London “Political Risks Insurance Report and Market Update,” which focuses 
on the availability of coverage offered by the private sector. This report shows 
a marked increase in nonhonoring CF coverage from January to July 2008 with 
availability  continuing to increase throughout the cycle. Of course, the amount 
available for any  particular transaction depends on tenor because some private 
markets are restricted to tenors of three to five years.

Contrary to conventional wisdom, the private market did not reduce limits 
available for the nonhonoring product during the global financial crisis. In fact, 
while one underwriter exited the market, several new providers have entered 
with meaningful lines. Most private insurers view nonhonoring risk as  relatively 
attractive. This view is supported by the impression that recovery prospects 
 following claims payments on nonhonoring risks are quite good. Although not 
a comment on pricing specifically, the rate increases experienced over the 
past two years were caused by general volatility in the market, which led to 
higher spreads.

Interestingly, the global financial crisis has led to demand for nonhonoring 
coverage in countries where the market has not been active in many years, such 
as Greece, Iceland, and Spain, particularly with respect to SSs and SOEs. 
Although almost any risk can find a taker for the right price, the market for 
these risks is probably somewhat thin.

Nonhonoring Insurance Is Not a Guaranty

One must remember that the product available from public and private 
 providers of political risk insurance is an insurance policy, not a financial guar-
anty or loan guaranty. The following are a few important differences: (a) the 
contingent nature of the obligation to pay, (b) the risk sharing, and (c) the 
insurer’s expectation of the insured’s behavior during the tenor of the policy.

On the first point, an insurance policy is a contingent obligation to pay. 
It will pay a proven loss if no exclusions apply and subject to certain other 
conditions. If there is a default of a covered scheduled payment, the default 
triggers a w aiting period—generally 180 days. After the waiting period has 
expired, the insured then has the opportunity to file a claim. The underwriter 
engages in claim adjustment activities that include verification of a loss under 
the policy and verification that representations, warranties, and duties were 
correct and undertaken to the best of the insured’s capabilities. In addition, the 
documentation must be legal and enforceable at the time of the claim.
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On the second point, the insurance is a risk-sharing product. Indemnities 
range up to 95 percent for sovereign obligations and generally up to 90 percent 
for SSs, including SOEs. In addition to a portion of the risk being retained by 
the insured for its own account, the underwriter expects the insured not only 
to act in the best interests as if “uninsured” but also to act on behalf of the 
underwriter after consultation with the underwriter. Obviously this duality 
requires extensive communication between the insured and the underwriter, 
further emphasizing the risk-sharing aspect of the coverage.

This discussion leads to the third point—the insured’s behavior. Particularly 
for private sector underwriters, in the event of a default and after a claim is paid, 
the expectation is that the insured will continue to act on behalf of the 
 underwriter in attempting to recover amounts that have been paid to the 
insured. Different underwriters participate to varying degrees in formulating 
strategies to effect recoveries.

Underwriting Considerations

The type of transaction, the nature of the borrower, and the underlying project 
all influence the attractiveness of the risk to the underwriter.

The most straightforward of applications is that in which a bank lends to the 
sovereign government for a particular project. In this case, ideally the borrower 
is the ministry of finance, but in some cases the underwriter may be willing to 
accept another agency of the sovereign government (for example, the ministry 
of health). In all cases, the underwriter must assure itself that the entity binding 
the government actually has the legal ability to do so. Assuming that the 
 repayment of the loan is dissociated from the performance of the underlying 
contract, the insurer wants to be comfortable with the use of the proceeds; 
that is, is the project an appropriate use of government funds? Some may view 
the financing of a hospital to be less risky than the financing of a resort or the 
presidential plane.

The underwriting in this simplified case would involve assessing the ability 
of the sovereign to pay the loan over time as well as its willingness to do so. 
Reports from rating agencies and the International Monetary Fund (IMF) may 
assist the underwriter in assessing ability to pay, but assessing willingness 
requires more of the “art” of the political risk insurance underwriter. The insured 
takes a predominant role in the underwriting assessment. Underwriting the 
insured seems to take on more importance to the private sector underwriter 
than the public sector underwriter. Perhaps this difference is caused by the 
assumption that in any difficult situation, the private underwriter relies to a 
greater extent on the insured to act on its behalf than the public sector 
 underwriter. Also, the market experience has demonstrated that insureds who 
are practiced in emerging markets and have a strong prior relationship with 
the borrower can better work through the bumps that arise along the road. 
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From the public sector’s point of view, an assessment of the project seems to be 
of more importance.

The more challenging underwriting involves SSs and SOEs. An SS is a 
regional, local, or municipal entity that lacks the full faith and credit of the 
sovereign. An SOE is an entity that is more than 50 percent owned by a 
 government (or governmental organization) or controlled by the government, 
or in some cases, an entity whose existence is deemed to be in the state’s  interest 
and therefore effectively stated controlled. When underwriting an SS or SOE, 
the underwriter should first determine whether the SS or SOE or the  transaction 
under consideration has an explicit sovereign guaranty. If so, the “credit” analysis 
would stop at the sovereign level. If not, the following questions should be 
answered: Does explicit or implicit support from the sovereign exist, and to 
what extent? What is the likelihood of default during the period that the loan 
is outstanding? The analysis of an SS may prove a bit more challenging because 
financial information on a state, province, or municipality located in an  emerging 
market is sometimes difficult to obtain.

More specifically, for an SS, the financial indicators of concern are whether it 
is running a budget surplus or deficit and for how long, does it have an operating 
surplus or deficit, and finally, how does its interest expense compare to its 
 revenues? The SS debt structure is another aspect to carefully consider, as is its 
per capita debt, particularly as compared to similar SSs; the proportion of 
 foreign to local currency debt; and finally, its debt profile. The underwriter also 
considers the SS’s economic fundamentals: its ability to raise its own revenues 
compared to its dependency on intergovernmental transfers, the local economic 
base, the soundness of the local infrastructure, and the management of the 
 budgetary process (efficiently or subject to political influences or corruption). 
The overall relationship with the sovereign as well as its importance to the 
overall political system should be considered.

Underwriting an SOE may be a bit more straightforward, provided that 
audited financial statements are available. In that case, a credit assessment of the 
obligor would be the underwriter’s first step. In addition to the usual financial 
performance indicators, a careful review of the management is in order. The 
management of SOEs can be subject to government whim. Chances are good 
that if the financial statement analysis reveals a strong commercial company, the 
management is professional rather than politically based. If audited financials 
are not available, the transaction can still be considered but will require using 
more of the art of underwriting rather than the science. In particular, the 
 underwriter assesses government support for the SOE, its access to foreign 
exchange, and the degree to which the SOE plays a vital role in the overall 
functioning of the economy. Last, an underwriter assesses the SOE’s position in 
the global marketplace.

Given recent experience, underwriters should be wary of relying upon 
implicit support of the SOE by the sovereign government. Even comfort 



50 A World Bank Study

 letters should be viewed skeptically. Although the global financial crisis was  
an  unprecedented event requiring governments to take extreme action,  
some have learned the hard way that when under extreme pressure, anything 
but an explicit guaranty will not get the lender very far. A few case examples 
follow.

Underwriting SSs and SOEs has unique challenges—in large part because of 
a lack of information—but one can still conduct enough due diligence to deter-
mine that a risk is acceptable. The underwriter must ultimately decide if it has 
enough information in light of the size of the transaction, an overall assessment 
of the country in which it is located, the tenor of the transaction, and the per-
ceived strength of sovereign support. Ultimately, each transaction is unique and 
requires varying levels of due diligence, structuring, and risk mitigation.

Key Considerations

SOEs and SSs present several challenges which have implications for both the 
underwriting and contract preparation. An underwriter must consider the fol-
lowing factors before underwriting a risk for SSs and SOEs.

Calling on the Guaranty
Even with an explicit guaranty, the underwriter needs to consider the willing-
ness of the insured lender to call on that guaranty. If the guaranty was critical to 
insuring the risk, the policy should clearly state that the covered loss is the 
nonpayment of a call on the guaranty following the nonpayment of the loan. 
Specifying the “double-trigger” in the policy makes clear that the underwriter 
intends to cover the sovereign’s payment risk only rather than that of the SS or 
SOE. Even with the explicit policy wording, a lender in certain cases may be 
reluctant to call on a guaranty if the lender expects the sovereign to default on 
the guaranty as well. This situation could be caused by cross-defaults with other 
lenders (particularly official lenders) contained in the loan agreement. If the 
policy is clearly drafted, the lender will understand the effect of this decision on 
the ability to recover under the policy.

Basel II and III
With the implementation of Basel II requirements, many underwriters were 
approached to modify their policies to enable the lenders to maximize the 
 support of the policies with respect to reserving. Several brokers also attempted 
to draft and market a Basel II–compliant nonhonoring policy. The challenge for 
the underwriter is that although the Basel Committee on Banking Supervision 
set standards in 2002, the various bank supervisors in each country have to 
interpret how those requirements are implemented. This variation, in addition 
to the differing speed with which each country implemented the requirements, 
made developing a Basel II–compliant policy virtually impossible for an 
u nderwriter. As with any request for policy modifications, underwriters have 
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attempted to accommodate these requests while keeping within the principle 
of insurance (a contingent obligation to pay) and the individual risk appetite. 
The vast majority of the requested changes related to actions or outcomes that 
are within the insured lender’s control.

Basel III recommendations have been released, although the requirements 
will be phased in over eight years. As with Basel II, each banking regulator will 
have to interpret how the banks under its control must implement the new 
recommendations. Along with other forms of lending, the potential exists for a 
significant effect on lending to emerging market borrowers.

Recoveries
Recoveries play a key role in any underwriting decision. When an underwriter 
agrees to accept a risk, it is making an educated bet that no losses will occur on 
the policy. However, equally important is the determination that in the event 
a loss is paid, the underwriter will recover amounts paid through subrogation. 
In many cases, these recovery efforts involve rescheduling. After rescheduling, 
the underwriter can decide to sell the debt or to wait for the loan to be repaid 
over time.

Privatization
When offering coverage on an SOE, the underwriter and the insured need to 
consider what happens to the coverage in the event of a privatization. Several 
years ago, the approach was to include an endorsement agreeing to, in effect, 
renegotiate the policy to convert the coverage to currency inconvertibility and 
expropriation. As insureds have demanded more certainty in their coverage, the 
strategy of addressing the privatization “when and if it happens” is no longer 
acceptable. The underwriter needs to make its own assessment of the likeli-
hood of a privatization during the policy tenor and include that factor as part 
of its risk appetite.

Case Examples

The three entities principally involved in cross-border sovereign debt 
 restructurings are the IMF, the Paris Club, and the London Club. The IMF has 
extensive experience, given that many of the distressed countries are 
 recipients of World Bank funding. When invited, the IMF arrives in the 
 country with a team of economists for a period of time to assess the level and 
composition of debt and the economic and financial risk factors and to 
 provide recommendations on what policy changes could be implemented to 
alleviate the situation.

Once the IMF has given a “reorganization plan,” the country can then 
approach the representatives of the creditor countries, also collectively known 
as the “Paris Club,” to negotiate a restructuring. This Paris-based forum of 
 representatives from finance ministries and treasury departments of member 
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countries of the Organisation for Economic Co-operation and Development 
meets several times a year. For a country’s sovereign debt to be restructured, 
the proposal must receive unanimous consent from all creditor governments 
involved in the program. The Paris Club can agree to a standstill on debt service 
payments for obligations that are generally greater than one year that would 
fall due during a specific period of time (consolidation period). The creditor 
countries generally do not restructure previously rescheduled debt and avoid 
providing new senior financing during the standstill. The IMF can and often 
does, however, provide senior financing to the country while the existing debt 
is being restructured. Restructured debt brought before the Paris Club can be 
rolled over, written down, or both.

A country manages debt restructurings with private commercial banks 
through a mechanism called the London Club. Although numerous banks can 
be involved in a debt workout program, usually 12–15 large banks take the lead 
to negotiate with the debtor. The participant banks can, like the IMF, choose to 
provide bridge financing to the country during the debt restructuring process. 
The ultimate debt restructuring program agreed upon generally requires 
approval of the banks holding 90–95 percent of the exposure. Because one may 
have to deal with many creditor banks, a minority of banks can drag the process 
out over many years. The terms of the restructuring can involve a rollover as 
well as varying degrees of write-offs (Radelet 1999, 6–9).

Of the numerous examples of SS debt crises, a few are worth mentioning. 
Keeping in mind the context in which these crises came about is helpful— 
cascading effects resulting from a global economic depression, internal destabi-
lization (fraud in sector, governance issues, and so on), or a combination of 
both. The cases are the 2005 restructuring of sovereign debt for the Dominican 
Republic, Dubai World in the late fall of 2009, Tema oil refinery in Ghana in 
2008, and the current concern of Vinashin in Vietnam.

Dominican Republic
The Dominican Republic began to undergo a financial crisis when it had to bail 
out the country’s second-largest private bank in 2003 after the bank revealed 
fraudulent accounting practices. As the country began to experience a run on 
other banks, the central bank injected liquidity into the monetary system, 
which had the perverse effect of triggering a currency devaluation because of 
the lack of sterilization of the increased money supply. This exacerbated the 
country’s difficulty in meeting its sovereign debt repayments. The increase in 
fuel prices further contributed to the economic decline.

Finance officials began working with the IMF in rescheduling multilateral and 
Paris Club debt. The country was able to renegotiate arrears since 2003 and 
maturities of US$193 million falling in 2004. Concurrently, the Dominican 
Republic negotiated rescheduling of its private external debt with private credi-
tors and international commercial banks. With private creditors, the government 
was able to exchange two international bonds, one of US$500 million maturing 
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in 2005 and another of US$600 million maturing in 2013, to extend the terms 
five additional years with temporary capitalization of interest payments. With 
the London Club, the Dominican Republic was able to reschedule US$198 mil-
lion with principal payments expected in 2005 and 2006 for a two-year grace 
period with semi-annual amortizations resuming in mid-2007. Having restruc-
tured its London Club debt, the Dominican Republic was able to sign a second 
agreement with the Paris Club, restructuring another US$137 million expected 
to mature in 2005. The rescheduling was perceived as being mostly preventive 
because the country was current on servicing its external debt. In total, the 
country rescheduled approximately US$1.6 billion over 18 months (Díaz-
Cassou, Erce-Domínguez, and Vázquez-Zamora 2008, 24–28) with less than 
1 percent net present value loss to all private creditors through the restructurings.

Dubai World
In 2009, the United Arab Emirates experienced a slowdown in growth as a 
result of the financial crisis, the decline in oil prices, and the dramatic cooling 
of the overheated property market. The banking system in particular took a hit 
as asset quality deteriorated and loans began to underperform. Dubai World, 
the giant, government-owned investment conglomerate, manages a portfolio of 
businesses and projects for the Dubai government, spanning development, 
hospitality, investment, financial services, commodities, marine services, and 
ports and free zones. In late November, Dubai World, too, succumbed to the 
global contagion and announced that it would put a six-month standstill on 
payments and that it needed to restructure part of its US$26  billion debt 
(Wearden 2009). The announcement roiled bond and equity  markets around 
the world with certificates of deposit for Dubai debt doubling to over 600 basis 
points in three days. Investors began to take aim at the risk of default in other 
countries throughout the region. Many global banks such as Barclays, Royal 
Bank of Scotland (RBS), and Deutsche Bank were significantly exposed to the 
region and lost billions of dollars overnight.

The Dubai government began with the position that it refused to guarantee 
the SOE’s debts of some US$59 billion. “Creditors need to take part of the 
responsibility for their decision to lend to the companies… the company is not 
guaranteed by the [Dubai] government,” according to the director general of 
Dubai’s department of finance (Teather 2009). However, the central bank of 
the United Arab Emirates immediately made funds available to banks in the 
region to allay widespread concerns about liquidity problems.

As Dubai World’s credit ratings deteriorated, so did those of many other 
SOEs in the emirate. Moody’s long-term FC (foreign currency) ratings for 
Dubai fell seven notches from A1 in August 2009 to Baa2 by the end of 
November and have been sitting at Ba1 (down another two notches) since April 
2010. By the end of December 2010, six more SOEs fell to junk-bond status 
and began to default on their own debts. Nakheel, the real estate firm, asked for 
a halt in its US$3.5 billion sukuk (Islamic financial certificate) due December 
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14, 2009, because of a dramatic loss in its profits resulting from write-downs in 
its real estate portfolio and lower sales (Moya 2009). Not until December 14 
did Dubai World make payments to creditors, thanks to a US$10 billion lifeline 
from Abu Dhabi to Dubai. The central bank of the United Arab Emirates and 
the government of Abu Dhabi came to the strong support of Dubai to assure 
investors that banks would not fail and the crisis would be contained. While 
restructuring negotiations were going on through the spring, the government of 
Dubai injected another US$9.5 billion to support repayment of Nakheel’s 
bonds and interest payments for other SOEs.

In September 2010, Dubai World announced a 99 percent acceptance rate of 
the final terms of its debt restructuring plan with bank creditors (London Club). 
The restructured debt comes to US$24.9 billion, of which US$14.4 billion goes 
to creditor banks and the remainder to the Dubai government. The terms of the 
restructuring agreement are to convert the debt into a five-year tranche and an 
eight-year tranche (Zawya.com 2010).

Tema Oil Refinery
The Tema Oil Refinery (TOR) was established in Ghana in 1963 with a 
25,000-barrel capacity. Over time, the refinery failed to keep pace with global 
demand, and finally after more than 30 years, the government decided to 
upgrade the facility to increase the barrel capacity to 45,000 and to improve 
efficiency with a catalytic converter. A consortium from the Republic of Korea, 
led by the energy subsidiary of Samsung and the infrastructure company 
Sunkyong, were contracted to manage the expansion in two phases between 
1996 and 2002, which cost more than 210 million Ghanaian cedis (¢). The 
consortium also had ¢110 million in open letters of credit with banks to 
import crude oil. With high interest rates on its maturing loans, liabilities were 
approximately ¢470 million in 2003. In 2004, the government decided to 
“absorb” ¢320 million in the form of cash defrayments and in financing of ¢240 
million in dollarized bonds, leaving ¢150 million on the books (Simons and 
Cudjoe 2009).

By December 2008, TOR had accumulated more than C598 million in 
outstanding debt with Ghana Commercial Bank (GCB), mostly in the form of 
open letters of credit. The refinery began to experience crude delivery 
 payments because of its weak financial situation in February 2009. The high 
cost of imported fuel and the low output costs caused by government price 
restrictions made the refinery hugely unprofitable and a significant credit 
concern to lenders. The government had to negotiate contracts with other 
African countries to maintain the supply of crude oil, given the refinery’s 
 difficult financial position.

In September 2009, the government appointed Ecobank Development 
Corporation and Ecobank Ghana as transaction advisers to determine the 
actual TOR debt and raise US$600 million to help settle part of the debt and 
restructure the rest of TOR’s balance sheet (Think Ghana 2010). If one takes 
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into account payments in arrears and accrued interest payments, the debt with 
GCB swelled to C848 million by March 2010. The government paid C445 
million to help reduce TOR’s outstanding loans with GCB, which also 
improved the financial standing of the bank and allowed it to write additional 
letters of credit for the refinery (GNA 2010). Currently, the government plans 
to raise more bonds to finance the rest of the debt. The changes in the 
Ghanaian government have complicated the ability to successfully restructure 
TOR’s debt.

Vinashin
Vinashin, the Vietnam Shipbuilding Industry Group, was established in 1972 
to develop the country’s shipbuilding industry. It is one of the largest SOEs 
with more than 39 shipyards employing more than 70,000 people throughout 
the country. The company provides 70–80 percent of domestic shipbuilding 
 capacity and began receiving international orders in 2000. The company had 
signed contracts worth more than US$12 billion through 2009 but lost many 
contracts (approximately US$8 billion) because of cancellations. These cancel-
lations occurred as Vinashin began to miss certain contractual milestones.

Vinashin’s accumulated debts were approximately US$4.5 billion, while 
total asset worth was only US$5.4 billion (through June 2010). The company 
was also the sole recipient of proceeds from a US$750 million Vietnam bond 
issue in October 2005, which Vinashin is obligated to repay by 2012. Through 
a combination of internal mismanagement of funds; a business strategy result-
ing in 169 subsidiaries, many unrelated to the core objective; and a deteriorating 
economic environment, the company found itself at the brink of bankruptcy in 
midsummer 2010 (Ngo Khac Le 2010). Following investigations into misman-
agement of the SOE, the government set up a committee to oversee restructur-
ing of the group. Other SOEs will take over many projects and subsidiaries. The 
government has also reorganized the group’s debt among other SOEs. Vinashin’s 
most significant debt obligations are loans from local banks and salaries to 
workers. The State Bank of Vietnam has ordered domestic commercial banks to 
suspend all payments on Vinashin debt until 2013.

With regard to the company’s foreign debt obligations, Credit Suisse placed a 
US$600 million facility in 2006 that was mostly issued through foreign creditors. 
Deutsche Bank also issued a US$187 million corporate bond in 2007 (Steinglass 
2010). Vinashin finished repaying its US$25 million loan to Natixis Bank at the 
end of September 2010 and plans to use US$130 million of government funds 
to complete several shipbuilding orders that will allow it to further pay down its 
debt (Viet Nam Business News 2010). Another US$60 million payment of 
 principal on Credit Suisse loans was due December 2010.

These case studies demonstrate that governments have taken a variety of 
actions in response to severe economic crisis. Each government considers its 
maneuvering room as well as the long-term effect on its access to external 
sources of financing that may result from any strategy it pursues.
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This chapter addresses the perspective of a user of policies covering the 
 nonhonoring of sovereign risks, the merits of the coverage, and the issues Société 
Générale (SG) has faced. It also comments on the potential challenges 
the industry should be considering going forward.

This is not a scholarly chapter. It is based on experience as head of trade 
credit and political risks insurance at SG in charge of the relationships with the 
private insurance market (Lloyd’s and the company market), and therefore, 
the main focus is the private insurance market.

SG values the political risk insurance (PRI) market as a whole. SG has been 
extensively using the products offered by export credit agencies (ECAs) for 
many years now and has lately intensified relationships with multilateral 
 agencies.

Given the title of the panel session—“Sovereign Risk and Political Risk: New 
Challenges”—first defining what these concepts mean and outlining the 
 difference in terminology used by insurers and banks would be useful. The 
chapter then examines the types of cover used by banks and the benefits of 
these strategies. Last, it expands the subject to types of risks other than political 
and sovereign risks that reflect a change in banks’ needs. In addressing these 
new challenges, the chapter examines the evolution of banks’ needs and how 
the private market should respond.

What Do We Mean by Sovereign and Political Risks?

First, one should point out that banks do not use the terms sovereign risks and 
political risks. Banks use the concepts of country risk and credit risk. In the 
 banking environment, transactions are subject to country risks whenever their 
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successful completion is linked to the political, economic, social, or financial 
situation in the country where the debtor is located. Country risk occurs 
through two major types of risk: (a) political risk (nontransfer, nationalization, 
expropriation, civil war, war, and so on) and (b) economic and financing risk, 
which can be split between commercial risk and sovereign risk. The concepts 
of country risk and credit risk exclude market and operational risks, which this 
chapter does not discuss.

“Political Risk” Has No Common Understanding or Standard Definition
In the context of this chapter, political risk is the risk that a private obligor will 
default on its obligations because of political risks such as expropriation, 
 currency inconvertibility and nontransfer, political violence, breach of contract 
by the host government, and nonhonoring of sovereign obligations. Sovereign 
risk is the risk that a government will default on its financial obligations as a 
borrower or as a guarantor.

If one switches to insurance terminology from Lloyd’s, sovereign risk (as well 
as state-owned enterprises) is covered under contract frustration (CF) policies 
and political risk is covered under the heading of lenders PRI cover. Another 
type of policy covers the nonpayment of private obligors under structured 
credit insurance or trade credit insurance (risk code: CR).

In fact, banks do not differentiate by type of obligor (sovereign, public, or 
private) but by the extent of the cover. The distinction banks make is between 
comprehensive cover (nonpayment for any reason whatsoever) and political 
risks–only cover (a named political perils policy in which commercial risk is 
excluded).

This differentiation between comprehensive and political risks–only cover is 
reflected in the banks’ internal treatment of these two covers in respect of 
 risk-weighted assets and risk relief—with a more favorable treatment for 
 comprehensive covers. Comprehensive cover is a “risk transfer mechanism,” 
whereas political risks–only cover is a “risk mitigant.”

Banks Prefer Comprehensive Covers
Comprehensive cover represents the bulk of cover bought by banks. It is sim-
pler to enforce because the insured is required to prove only that the loss is 
caused by the failure of the borrower (or guarantor) to pay in accordance with 
the finance documents, whereas under a lenders cover, the bank must prove that 
the loss is caused (sometimes solely and directly) by one of the insured events.

Banks fear potential conflicts in the interpretation of the policy terms in a 
claim situation for various reasons. Contrary to common belief, political risk 
policies are not country risk policies. They cover only named political perils. In 
addition, for such a policy to be triggered, the event causing the loss must be 
exactly reflected in the policy wording. Some events can be relatively easy to 
prove, such as currency inconvertibility or nontransfer, but the expropriation 
peril, for example, could easily be a cause for debate. Another major cause for 
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potential dispute is the determinination whether the proximate cause of loss is 
of a commercial or a political risk nature (as defined under the policy terms). 
In reality, the cause of loss may involve a combination of both.

Banks do not want to take the risk that lenders cover will not respond 
because nonresponse would jeopardize all the work done over the years to 
convince bank management and risk departments that insurance works. Banks 
learned at their expense from the Argentine crisis that lenders’ PRI policies 
were difficult to enforce, and the damage caused to the insurance market 
 globally took a few years to be repaired. When comprehensive cover is available 
even at a higher price, banks will buy it.

That being said, comprehensive cover is not always available, notably for 
long tenors or project finance structures; lenders cover can then still be useful. 
Insurers should develop a product focused on country risks (and not only 
named political risks) that will cover nonpayment for any reason except 
 commercial risk. The scope of this product would be halfway between a 
 comprehensive cover and a lenders form. The potential dispute on the nature 
(commercial or political) of the cause of loss would remain but not the 
 question about the definition of political risks.

Diversity Is an Asset in Banks’ Relationships with the PRI Market

Most banks work with the PRI market as a whole to take advantage of the 
 specific merits of each type of provider: ECAs, multilaterals, and private market. 
For instance, ECA and multilateral support remains critical for longer tenors and 
on large deals. They enable banks to attract private capacity on difficult  emerging 
countries because ECAs’ and multilaterals’ clout may help avoid a default 
 situation.

The private market is now a key partner for banks, and banks have become 
the private market’s main buyers. The bulk of insurance bought by banks is on 
a comprehensive cover basis. SG has been using this market for more than 
10 years, and its use has grown dramatically over the past few years.

Reasons for Banks to Use Private Insurance
Portfolio management on the loans banks hold to maturity is the main driver 
for using private insurance. Insurance enables banks to mitigate country and 
obligor limits. It also has a positive effect on risk-weighted assets. In addition, 
insurance enables banks to take bigger participations without the client 
 knowing that the bank is off-loading part of the risk because the purchase is 
confidential. An additional advantage is that insurers are not competitors with 
banks in this field, so sharing a client relationship or expertise on highly 
 structured deals has no downside.

Private insurance competes with other risk transfer mechanisms. The SG 
Trade Credit and Political Risks Insurance team is part of the syndication 
department. This positioning reflects that insurance (comprehensive cover) is 
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now established as one of the distribution tools alongside loan syndication, 
secondary sales, credit default swaps, and so on. On each transaction, business 
lines assess the respective merits of each distribution tool. Private insurance is 
thus in competition with other risk transfer mechanisms and must maintain its 
key advantages.

Demand for Insurance Has Changed

Insurance requests on sovereign risks cover have decreased while they have 
increased on private obligors. When banks began to work with the private 
insurance market more than 10 years ago, they were insuring mostly risks on 
sovereign or public obligors on export finance transactions. Today the bulk of 
the requests are on private obligors and stem from various departments within 
banks.

This trend can be explained by the following events. After the Russian and 
Asian crisis in the late 1990s, banks had to face dramatic country limit 
 restrictions. These constraints have now globally eased except on certain 
 countries. Banks also faced a privatization trend and, consequently, a growing 
need for financing from private obligors. Lately, the recent crisis has led to a 
widening of ECA activity with fewer requests for insurance on commercial 
loans linked to buyer credits.

Demand exists for sovereign risk insurance but not at the level seen in the 
past. However, a need for cover still exists in many of the least-developed 
 countries on sovereign lending transactions and on nonhonoring of sovereign 
obligations in project finance deals. The demand may also increase on industrial 
countries where sovereign risk has deteriorated and on export finance deals if 
commercial loan pricing continues to decrease, because ECA loans will become 
more expensive.

Demand for Nonemerging Markets and Nontrade-Related Deals  
Has Increased
The major lesson banks have learned from the 2008 financial crisis is that 
industrial countries are also exposed to economic cycles and crises, and that in 
the current crisis, they have been even more affected than emerging markets. 
Emerging markets are recovering quickly and have driven international trade 
lately. The bipolar model of emerging countries (“risky”) versus the developed 
countries (“nonrisky”) is probably behind us.

The other trend is a growing demand to cover risks on private obligors 
and on nontrade-related transactions. Banks struggle with the fact that insur-
ers and reinsurers view trade-related deals as less risky than nontrade-related 
ones. Except for some insurers outside of Lloyd’s and those having limited 
or no reinsurance constraints, the first question insurers ask themselves 
before underwriting a deal is whether it is trade related and whether it is 
secured.
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Banks do not analyze deals this way. At the end of the day, banks take a credit 
risk. Banks analyze the risk of the obligor together with the structure. Structures 
are intended to enable the bank to be in a better bargaining position in a restruc-
turing process. This is what has happened in a number of cases.

The payment track record of banks on nontrade-related deals is as good as on 
trade-related ones globally. In addition, the recent crisis and the surge of credit 
claims has shown that, contrary to insurers’ perceptions, recovery rates on pri-
vate obligors can be substantial.

Banks Expect and Need the Long-term Presence of Insurers in the PRI 
Market and Stability in Insurers’ Ratings
The opportunistic nature of private insurers and the fact that trade credit and PRI 
represent only a small share of the insurers’ premium volume raise issues regard-
ing the long-term involvement of some of the players. A number of insurance 
companies have ceased their activities over the past few years, Chubb among 
them recently. This type of event is extremely detrimental for banks’ business. 
Banks want to work with long-term partners, not with opportunistic partners 
who will not assist the banks in situations where their approval is required in case 
of waivers or restructurings. Insurers in a run-off period will obviously have a dif-
ferent agenda and may not take a long-term view on recoveries, for example. 
They will not have the same commercial stance as ongoing insurers.

Trade credit and PRI may not be a core business for some of the private mar-
ket insurers, and banks will always be exposed to the risk of an insurer exiting 
the market. Banks would not have the same fears with ECAs and multilaterals.

The Insurance Market Should Innovate and Adapt to New Trends

Private market insurance capacity is at an all time high, and plenty of capacity 
is available for sovereign and public obligations in most cases. The Multilateral 
Investment Guarantee Agency has lately expanded its scope of cover by includ-
ing nonhonoring of sovereign obligations. But a lack of capacity exists for credit, 
especially for periods over three years and for nontrade-related deals. The 
requirement from insurers for a cross-border element is also outdated.

Insurers should be able to offer new products in response to evolving 
c ustomer needs with the support of their reinsurers.

Risk-weighted Asset Constraint Is Less of an Issue Today, Whereas Liquidity 
Constraints Are of Paramount Importance
Premium rates are often quoted on the basis of the gross margin. The problem 
banks face is the increased cost of liquidity they have to bear, which reduces 
their net remuneration. Banks would therefore like insurers to show flexibility 
in their pricing and take into account the liquidity costs by quoting on the basis 
of the net margin. Banks are also looking for funded risk participations, which 
are unfortunately not the case with insurance covers.
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The Basel III Effect on PRI Is Still Unknown
The consequences of Basel III implementation on the use of the PRI market by 
banks cannot yet be gauged. However, banks fear that collateral and guarantees 
will be less favorably treated than under Basel II.

Know Your Customer
The insurer must have a good understanding of the bank’s expertise in the 
type of financings and countries in which it operates, its experience in  
dealing with difficult cases, and its track record in dealing with the private 
market.

The existence of a centralized trade credit and PRI department within a bank 
having a long presence in this class of business is a key advantage for insurers. 
Insurers benefit from a sole entry point and can gain additional comfort because 
the insurance team will endeavor to maintain long-term relationships with 
insurers and ensure a win-win situation for both parties. Conversely, if the trans-
action parties deal directly with insurers, a risk exists that they would take an 
opportunistic approach to get the most out of their deal.

Anti-selection Should Not Be a Concern
Insurers should not worry about anti-selection from regular buyers of the prod-
uct for the following reasons. Deals that are shown to the market have to pass 
the same internal filters (through the risk department), and they will not be 
validated only because of support from a PRI provider. The bank must be com-
fortable with the underlying risk in the first place before looking for any risk 
mitigant or distribution tool.

The PRI market’s products really suit only commercial banking activity in 
which loans are held to maturity. As a result, the deal (and not the uninsured 
part only) is still on the bank’s books, as are the operational risks that go with it. 
Thus, banks have skin in the game.

In addition, a bank’s objective is to maintain a strong relationship with its 
clients and support them through difficult times. During the crisis, SG has 
taken the option of restructuring deals when possible rather than calling on 
the insurance policies. Last, banks would soon bring the insurance market to 
its knees if they were just filling the market with bad risks. This is definitely 
not in the banks’ interest. Like other buyers of insurance, banks do not want 
to have claims, but where claims arise, banks do want them settled cleanly and 
quickly.

Who Before What?
“Who” you insure is more important than “what” you insure, and insurers 
have learned this lesson during the crisis. Understanding the insured must be 
as important (or even more important) as understanding the deal itself. Trust, 
transparency, and ongoing communication between the two parties are 
 paramount.
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Global Client Relationship Concept
An alignment of interests definitely exists between banks and insurers, and after 
many years of working together, they now have a good understanding of each 
other’s practices. They also have mutual respect.

As the relationship develops, a bank moves from covering occasional 
 transactions to providing a sustainable deal flow to the market. Insurers must be 
partners and try to cover banks’ needs (for example, on nontrade-related deals 
on private obligors) once they have gained comfort with the way their insured 
operates. Insurers must select a few banks with which they wish to develop a 
global relationship approach.

In a nutshell, what major banks are looking for at the end of the day is the 
same type of relationship that an insurer seeks with its reinsurers. Indeed, what 
the PRI market provides to banks is a form of facultative reinsurance, and the 
insurance market should be comfortable with this because it reflects the nature 
of the insurance business.

Conclusion

The supply for coverage of nonhonoring of sovereign obligations currently 
meets banks’ overall demand, except on long tenors and on the most difficult 
emerging countries.

Significant developments on the demand side have increased requests for 
insurance cover on private obligors, on nontrade-related transactions, and in 
nonemerging countries.

Insurers should try to adapt to banks’ needs. Instead of selecting the type of 
deals they wish to insure (for example, export finance and oil commodity 
 business), insurers should select the insured first and provide a full service to the 
extent possible. Banks are looking for a “global client relationship” approach and 
not for an opportunistic one.

The resilience of the insurance market in terms of financial strength and the 
recent good track record have led to more confidence in the private market by 
banks’ management and risk departments. Higher use by banks of the PRI 
 market can be anticipated, should insurers and reinsurers maintain their support 
on sovereign and political risks, especially on long tenors and on risky countries. 
Insurers should also expand their scope on other types of risks, such as credit 
risk, nontrade-related business, and nonemerging country covers.

Last, because diversity is an asset, banks will continue to use all PRI providers, 
and cooperation between these markets will certainly increase over the next 
few years.
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Introduction

In an extended metaphor, Warren Buffett likened writing certain kinds of 
 insurance to driving down a mountain road with a mud-covered windshield that 
hindered the driver from looking forward, so that steering was accomplished by 
using the rearview mirror. This metaphor captures a phenomenon that is 
 familiar to most political risk investment insurers writing longer-term coverages. 
Future political perils appear to be quite opaque as to their occurrence, 
 magnitude, and timing, and looking backward is one of the few useful guides 
about how best to go forward.

Notwithstanding muddy windshields, one must acknowledge that Buffett’s 
insurance businesses (and most political risk insurers) have been exceptionally 
successful for many years. Buffet’s insurance successes have been attributed to a 
combination of disciplined underwriting, prudent investment, and astute 
 management.

But to what extent was the success of political risk investment insurers attrib-
utable to disciplined underwriting, prudent investment, and astute manage-
ment, or to simple good fortune? How well do members of the political risk 
investment insurance industry see into the future and manage accordingly? 
These are not easy questions to address. Fortunately, about 90 papers are 
included in the six books published in the past 12 years in the aftermath of the 
previous six symposia on political risk management hosted by the Multilateral 
Investment Guarantee Agency (MIGA) and Georgetown University. Some of 
these papers address technical and operational issues or analyze current issues; 
others are full of various forecasts, nuanced prognostications, trend identifica-
tions, warnings, and cautions. In the aggregate, these papers constitute a rich 
record of what was foreseen for the political risk investment insurance industry. 
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Although each paper was a product of the particular circumstances extant at the 
time and reflected the unique perspective of each author, one can selectively 
reexamine and learn from these papers while seeking to look forward from 
2010.

Most forecasts, like mosaics, are best viewed from a distance. For this reason, 
forecasts that were offered in papers presented at the 2008 MIGA-Georgetown 
Political Risk Management Symposium will not be addressed. Structurally, this 
paper is divided into four parts.

Section I looks back over the forecasts offered at the first three symposia 
(1997, 2000, and 2002) regarding where the political risk investment insurance 
industry was thought to be going. Although individual elements in these 
 forecasts will be examined, the larger perspective will be the focus. In terms of 
format, each author’s “vision” will be succinctly summarized, followed by 
 summary commentary and reflections.

Section II examines three “macro” forecasts made by the following authors in 
International Political Risk Management: Looking to the Future (Moran and West 
2005), the book encompassing the 2004 symposium: Clive Tobin, then CEO 
(chief executive officer) of XL Insurance, who wrote “The Future of the 
International Political Risk Insurance Industry”; Toby Heppel, then of FirstCity 
Partnership, who wrote “Perspectives on Public-Private Relationships in Political 
Risk Insurance”; and Gerald West and Kristopher Hamel of MIGA, who wrote 
“Whither the Political Risk Insurance Industry?”

Section III examines the specific group of forecasts and analyses produced by 
a panel at the 2006 symposium titled “The International Political Risk Insurance 
Industry in 2010.” In that panel, three industry experts and an investor opined 
about the state of the industry in 2010. Because 2010 has occured, it is appro-
priate to pay special attention to those papers. Fortunately, the MIGA-
Georgetown Political Risk Management Symposium VII includes the chairperson 
and two members of that original panel—to modestly discuss their previous 
insights, to explain away any shortcomings, and to further reflect on their earlier 
thoughts (and perhaps to boldly look forward once again to the year 2015).

Section IV, in view of the changing contexts in which the political risk 
 investment insurance industry was operating in the past, is informed by an 
awareness of the accuracies and inaccuracies of past forecasts. Acknowledging 
the challenging environment of the future, it argues that looking forward is best 
approached with humility, with broad brushstrokes, and with consideration for 
possible actions for the political risk investment insurance industry.

Looking Back at Early Forecasts of the Future of the Private  
Risk Investment Insurance Industry

As noted in the introduction, this section attempts to broadly characterize the 
forecasts made during the first three symposia. It is convenient to divide these 
forecasts into two chronological periods.
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The Late 1990s: The Era of Optimism
The first MIGA-Georgetown symposium (1997) was held during a period of 
general optimism. It is useful to recall the general international investment 
milieu at the time. Between 1990 and 1997, private capital flows to developing 
countries and emerging markets increased fivefold to US$256 billion with the 
bulk of that being in the form of foreign direct investment (FDI). Fears of expro-
priation that had dominated investors’ concerns in the 1960s, 1970s, and 1980s 
were clearly on the wane. One presenter at the first symposium, Sandy Marwick 
of Control Risks, observed that free markets had increasingly taken root in the 
developing world and “ideology has given way to pragmatism”; moreover, 
democracy had spread and authoritarian military regimes and one-party states 
“stood out as notable exceptions” (Marwick 1998). The World Investment Report 
1997 (UN 1997) noted that between 1990 and 1997, some 65 countries made 
575 positive changes in the regulations affecting foreign direct investors. Many 
countries began to create investment promotion agencies to attract FDI, 
 dismantling onerous investment screening procedures, and markedly reducing 
rhetorical attacks on the evils of capitalism.

The opening of Eastern Europe to foreign private investors, the privatization 
phenomenon in many countries, and the rise of project finance, especially in 
infrastructure and energy, all combined with other favorable factors to give rise 
to barely restrained investor euphoria. There were some voices of restraint, 
however, noting that the old political risks had not entirely disappeared and that 
new risks were emerging. In this respect, Lou Wells (1998) noted the  weaknesses 
of the governance structures in many countries, the weak regulatory entities, and 
the absence of real protection of intellectual property rights. Marwick (1998) 
added to this list of new risks the inadequacies of some legal systems, corruption, 
organized crime, nongovernmental organization scrutiny of investors, and 
 sanctions and embargoes. But by and large, there was a pervasive optimism 
among investors; the prospective returns from investing in developing and 
emerging markets seemed to far outweigh any possible risks.

The New Optimism and the Political Risk Insurance Industry
While the flows of foreign direct investment were surging in the 1990s, the 
 collective levels of Berne Union investment insurance issued rose modestly from 
about US$2.5 billion in 1990 to US$12 billion in 2000. However, if one examines 
the ratio of FDI covered by Berne Union insurers to the total flow of FDI to 
developing countries, there was an actual decline from about 11 percent to  
5 percent—notwithstanding a slight increase in Berne Union membership (West 
and Martin 2001). These macro statistics, however, masked a number of other 
important phenomena affecting the political risk investment insurance industry.

First, there was a significant amount of risk retention (or self-insurance) by 
both equity and debt investors venturing into emerging markets. The end of the 
Cold War, the opening of scores of new countries to private investments, and 
the abandonment of anticapitalist rhetoric in many other countries imbued 
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investors with great confidence that they could bear whatever few political 
risks might remain.

Second, some national insurers wrote very little coverage, others fluctuated 
widely from year to year in coverage issued, and a few remained relatively stable. 
The Overseas Private Investment Corporation (OPIC), which had regularly 
averaged US$1–2 billion of new coverage issued in the 1980s, was much more 
volatile in the 1990s. MIGA, which issued its first policies in 1990 (US$132 
million), grew to write more than US$1.3 billion annually by 1999. Demand for 
MIGA coverage was large enough (relative to its capital base) in the late 1990s 
for MIGA to seek and successfully secure a doubling of its capital base by its 
member countries by 2000.

Third, a number of institutions, especially the multilateral development 
banks (but including some private institutions as well), began writing various 
kinds of guarantee policies at very attractive rates that encompassed both 
political and commercial risks. Although the hassle of obtaining a guarantee was 
often onerous and time-consuming, it was a type of risk transfer that competed 
with the traditional offerings of investment insurers.

Finally, the private political risk insurance industry came of age in the late 
1990s. In 1990, private political risk insurers were few in number and provided 
limited coverage for short durations. By 1997, both the number of insurers and 
the volume provided had grown dramatically; these insurers included ACE, AIG 
(American International Group), Chubb, CIGNA, Lloyd’s, Sovereign, XL, and 
Zurich, among others. The combination of competition and more capacity, 
together with very attractive loss ratios, served to fuel an extension of the 
 industry’s offerings in terms of duration, scope of risks covered, and amounts of 
coverage available per project. By John Salinger’s (Managing International 
Political Risk, T. Moran, Ed., 1998) estimation in 1997, there were 23 companies 
that underwrote political risk insurance and 43 syndicates at Lloyd’s; it was 
theoretically possible to arrange as much as US$1 billion in coverage of a single 
risk. Moreover, there were growing efforts by both private and public sector 
insurers to work together—whether as coinsurers or reinsurers. (Because most 
of these private insurers were not at the time members of the Berne Union, their 
activities were not captured in the macrostatistics cited earlier.)

Investors did not, in this optimistic era, cease their efforts to transfer political 
risks to one another or to insurance or noninsurance parties. Multiple presenters 
at the first symposium argued that new deal structures (especially those for 
finance projects with limited recoursecalled for new risk management tools and 
that governments (of both home and host countries) should supply various 
kinds of new guarantees and protections to both equity and debt investors.

Linda Powers, Enron
Linda Powers, then Senior Vice President of Enron International (Powers 
1998), argued at the first symposium that the need for new risk management 
tools was particularly acute for large energy projects facing contract frustration 
risks in developing and emerging country markets. Powers noted that there was 
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a specific need for more protection for investors outside of the deal structure. 
In this regard, she had guarded praise for the potential of MIGA’s Cooperative 
Underwriting Program (CUP) and guarded regret that private insurers had not 
been more willing to improve their contract frustration coverage. She noted 
that a special group in Enron’s Houston headquarters was working on a finite 
insurance program with private insurers that would combine elements of risk 
transfer and risk financing. Such a hybrid risk transfer and risk financing 
 program would provide tailored coverage for situations in which a  sophisticated 
party feels “pretty sure” that it will not encounter a big problem—and thus does 
not want to pay much for protection—but does not feel confident enough to 
operate without any protection whatsoever.

Powers made an additional argument about the importance of bringing in 
new coverage providers for political risk investment insurance coverage. Noting 
the positive contributions that new entrants had made to the market since 1995, 
she argued that bringing in additional players would contribute to expanding of 
the extant market for political risk investment insurance coverage. Enron, she 
noted, was already in discussions with onshore parties (for example, local pen-
sion funds, financial institutions, and so forth) in host countries where infra-
structure projects were to be located. These parties, she argued, bring de facto 
political risk protection beyond the actual coverage they may provide. Enron 
was also seeking ways for noninsurance company capital markets players to 
become involved in providing political risk protections (for example, catastro-
phe bonds modeled on those created for hurricane and earthquake exposures).

Powers further argued that in the handling of political risk, there is a need to 
introduce greater liquidity into the protection mechanisms used for infrastruc-
ture projects, given that the amount of political risk protection needed—and the 
price of such protection—can vary greatly over a project’s long life. Traditional 
political risk protection mechanisms, however, lacked flexibility and did not 
allow a sponsor to move into and out of coverage. To overcome this rigidity, 
Powers noted, Enron was working on several possible avenues to introduce flex-
ibility, including the use of credit derivatives (such as default swaps), the use of 
the Catastrophe Risk Exchange (CATEX) electronic trading forum, and the 
development of Enron’s own two-way trading of country and political risks. 
Although admitting to some challenging issues that would need to be addressed 
before the research could come to fruition, Powers expressed optimism that 
credit derivatives could be developed to handle contract frustration risks.

With respect to CATEX, Powers noted that Enron was one of the early sub-
scribers and had recently become the first party to post units of political risk for 
placement. She noted her excitement about CATEX’s potential for trading 
political risk units because of the liquidity it could introduce and the way it might 
attract many new entrants—including capital market entitiesto the exchange.

Finally, Powers noted that Enron was working in-house on the launch of a 
political risk trading book—much like its large and successful gas and electricity 
trading books. She concluded that “Enron is quite hopeful that it will prove 
feasible to build a political risk trading book.”
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Reflections
In retrospect, it is difficult to ignore the reality that roughly four years after 
these forecasts were so optimistically uttered, the Enron bankruptcy became 
the largest bankruptcy in American history and that its downfall also brought 
about the dissolution of Arthur Andersen, one of the largest accountancies in 
the world. Inflated revenues from Enron’s trading activities and the masking of 
debt resulted in a massive loss to shareholders (the stock price fell from 
US$90.00 per share in August 2000 to US$0.12 in January 2002). Widespread 
loss of employment (both at Enron and elsewhere) was exacerbated, in many 
instances, by employees’ loss of their pensions (which were 62 percent invested 
in Enron’s stock). A group of senior Enron executives were eventually con-
victed of various crimes.

At the time of the 1997 symposium, however, all of these events were still 
a few years away. But the skies over Enron’s Dabhol project had already begun 
to darken. In retrospect, it is difficult not to read into Powers’s paper a frantic 
search for mechanisms to avoid the unfolding imbroglio that was to engulf 
Dabhol’s shareholders, lenders, and political risk insurers for many years.

Enron did not build a political risk trading book, and, as far as these authors 
are aware, CATEX did not include political risk events. Finite insurance in the 
political risk area has been very limited, and the relatively few transactions of 
which the authors are aware have occurred in combination with other perils 
(and have been included at a relatively low level). On the plus side, over the 
past dozen years, there have been new entrants into the political risk invest-
ment insurance market and traditional insurers have gradually expanded their 
capacity as well as their per-country and per capita limits.

It should be noted that Linda Powers left Enron shortly after the first sympo-
sium (that is, long before the infamous scandal broke) to cofound a successful 
venture capital firm in the biotechnology field.

Malcolm Stevens
From his many years as head of the United Kingdom’s Export Credits Guarantee 
Department (ECGD), his service as President of the Berne Union from 1989 to 
1992, and his service as Secretary General of the Berne Union from 1992 to 
1998, Malcolm Stevens offered not only his paper titled “A Perspective on 
Political Risk Experience,” but also a substantial historical perspective on the 
entire political risk investment insurance industry. He began his paper by iterat-
ing four general points:

1. Political risks are not a thing of the past.
2. Political risks themselves are undergoing great changes.
3. There is now (then 1997) an uncomfortably large grey area between political 

and commercial risks.
4. The next 10 years are unlikely to be like the last 10 years. They will be far more 

risky for both investors and lenders.
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Subsequent to a brief historical review of why public sector entities had dom-
inated the political risk and investment risk fields, Stevens noted that this trend 
had changed in the 1990s. Because of the international debt crisis of the 1980s, 
among other things, there was a significant disenchantment with sovereign 
guarantees, both from those who gave the guarantees and those who received 
them or regarded them as the main security for their activities. This situation 
led to the rapid development of project finance and, subsequently, to an 
increase in the need to accurately price political risk so as to make better deci-
sions regarding who will bear the risk.

Stevens noted that there was a great deal of talk about collaboration 
between public and private investment insurers, but that relatively little had 
occurred; nonetheless, it will be a key for shaping the future of the industry. 
There was a growing capacity and willingness in the reinsurance industry to 
take on such risks, a situation that offers the possibility of breaking large trans-
actions into relatively small packets and spreading them over a large number of 
underwriters—both public and private.

However, the key determinant for the future of the industry is what happens 
to the risks. If few problems arise, then investors will want little or no insurance 
and demand will fall, as will supply. If, however, serious problems and large 
claims abound, then the effects on private insurers and reinsurers could be 
swift and significant. Although Stevens concurred with the belief that massive 
“old-style expropriation” is unlikely to reoccur, he asserted that governmental 
“squeezing” of investors will likely grow. Whether this will be seen as creeping 
expropriation will be an important question.

For many official insurers, the “mandates” from their governments are likely 
to be under strain. If official insurers are reduced to being “insurers of last 
resort,” then they will have great difficulty breaking even because they need a 
spread of risks. So the public sector entities will be challenged to both cooper-
ate and compete with private underwriters. There will be a great need to forge 
shared views on many matters—including claims and salvage issues.

Cooperation must, in Stevens’s view, be based on continuing relationships—
not just a withdrawal of the public insurer when a private insurer appears. If 
official insurers simply withdrew because other insurers were prepared to write 
the business, a number of consequences would follow:

1. Customer choice would disappear or be reduced.
2. Official insurers would have little or no spread of risk and a horrible concentra-

tion of risk and exposure.
3. Starved of premium income, official insurers would lack the income to keep a 

basic infrastructure of staff members and expertise in place. (This situation 
would not easily or quickly be recreated.)

Finally, Stevens noted that he did not agree with the popular view that the 
more insurers or lenders that are involved in a particular case the better. 
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He observed that large numbers of insurers and lenders inevitably mean that a 
complexity of almost geometric proportions would exist. In the event of 
 problems, he argued, it will be very difficult to keep the creditors together and 
resolve the issues.

Reflections
From the vantage point of 2010, it is clear that Stevens was prescient in a 
 number of areas. Political risks have not become a thing of the past and have 
continued to evolve. Stevens, along with many other industry observers at the 
time, held a commonly shared view that “outright” nationalizations were a 
thing of the past, but Hugo Chavez, Rafael Morales, and Evo Correa have 
proven that view wrong. Stevens was correct in envisaging that political risks 
would undergo changes—evident in the growth of terrorism and the increase 
in “creeping” expropriation. Countries that privatized much of their infrastruc-
ture without the proper regulatory and financing infrastructure in place were 
likely to try to reclaim the infrastructure when times grew more difficult, when 
the infrastructure did not work, or when it was politically expedient to do so. 
In addition, there were “inadvertent” expropriations such as occurred in some 
of the Argentine cases.

Stevens’s point regarding the gray area between political and commercial 
risks has also proven accurate. Underwriters still struggle with how to separate 
the two types of risks, particularly when the purchaser is a government entity. 
Nonetheless, many underwriters for political risk investment insurance leapt 
into covering commercial risks directly without looking as thoroughly as they 
should have. This situation has led to some of the most significant claims (about 
US$2 billion) paid by insurers.

Stevens also noted the strain on the government agency mandates. Although 
these authors are not as familiar with every public agency outside of North 
America, certainly OPIC, Export Development Cananda (EDC), and MIGA 
have struggled to find their appropriate roles in different ways. The OPIC of 
the mid-1990s did not resemble the OPIC of a decade later. (In one recent year, 
OPIC supported 12 projects, the largest of which was US$5 million; in the 
mid-1990s, the number of projects exceeded 150 and many of those projects 
were exceeded US$50 million.) Stevens’s observations and forecasts about the 
consequences remain relevant today.

Stevens reminded us that the political risk investment insurance business is 
characterized by adverse selection. “Safe” investments in “good” countries do not 
seek insurance coverage. Hence, it is difficult for insurers and reinsurers—either 
public or private—to build a book of business with a good spread across sectors 
and countries. Working out the modalities of both cooperating and competing 
with other insurers has been and continues to be an ongoing challenge for the 
industry.
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John Salinger
Immediately following Malcolm Stevens, John Salinger offered a few succinct 
predictions about the future of the private political risk investment market:

1. Political risk is not a diminishing threat. To the extent that projects go forward, 
demand for coverage will increase.

2. There will continue to be downward pressure on rates; as new capacity rolls in, 
rates will remain soft.

3. Some markets will explore new areas of coverage, including breach of contract 
performance and guarantees of performance by subsovereign entities. Demand 
for such coverages will be strong.

Reflections
Salinger was reasonably accurate in his forecasts. Demand for political risk 
investment insurance coverage thereafter increased broadly for private insurers 
and selectively for some public insurers. However, demand for such coverage 
slowed as the number of private infrastructure projects dropped off and some 
covered projects began to have problems. Demand also shifted from the  public 
market to the private market as it became a more viable option in terms of 
tenor and limits. New capacity entered the markets as the private insurers 
were able almost continually to expand their limits per project until the events 
of September 11, 2001, but rates remained soft for a few years. After 
September 11, new capacity entered the terrorism market, which overlapped, 
to some extent, with the political risk investment insurance market. Breach of 
contract coverage, also known as arbitration award default or contract 
 frustration, was as much in demand for infrastructure and natural resources 
projects as it had been during the 1990s, and it became somewhat more 
 mainstream until claims began to occur. Subsovereign coverage did expand, 
but it remained somewhat limited as insurers continued to struggle to assess 
the credit risk of these entities.

The 2000 Symposium: The New Realism
The second MIGA-Georgetown symposium was held in April 2000 and was 
dominated by papers dealing with complex technical and operational issues 
 facing the political risk investment insurance industry. Hence, the pledge of 
shares problem between insurers and lenders, the issues surrounding preferred 
creditor status, the pricing of political risk insurance, and the need for an 
enhanced breach of contract coverage were discussed in considerable depth. The 
challenge of devising a way to securitize political risk investment insurance was 
also examined in great detail and commented on by senior representatives from 
Aon, Wharton, MIGA, ECGD (Export Credits Guarantee Department, United 
Kingdom), and EDC. (It was notable that no one argued that the securitization 
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of political risk investment was likely the foreseeable future. This certainly 
proved to be accurate.)

Although general optimism about the future of the political risk  investment 
insurance industry was implicit in many papers, the focus of the 2000 
 symposium was on addressing immediate obstacles or problems. The sole 
exception was an appendix paper by Gerald T. West and Keith Martin, titled 
“Political Risk Investment Insurance: The Renaissance Revisited” (West and 
Martin 2001).

Subsequent to a review of the macro factors affecting the political risk 
investment insurance market and the changes in the previous few years, West 
and Martin attempted to net out all the various driving factors to determine 
the magnitude and direction of the market. In this respect, they offered a 
number of observations (Brief reflections on and critiques of their forecasts are 
offered in italics):

1. Stimulated by losses to uninsured investors, and notwithstanding stagnation in 
investment flows, the issuance of investment insurance will rise. (From a macro 
perspective, this forecast proved to be inaccurate; very little growth occurred in the 
succeeding period.)

2. In the political risk investment insurance area, capacity will remain steady 
and premium rates should remain relatively stable. (In the aftermath of the 
events of September 11, 2001, private capacity shrank and rates tended slightly 
upward. Subsequently, capacity slowly increased and rates softened.)

3. There will be sharper differences in the treatment afforded uninsured 
investors, privately insured investors, and national or multilateral investors. 
The value of deterrence will be more clearly established. (There is some 
evidence that this has occurred, but the value of deterrence is not yet firmly 
established.)

4. Assembly of limited recourse debt financing for large infrastructure projects 
will be very difficult without long-term investment insurance. Cooperation 
and collaboration among insurers on these large projects should grow. (There 
was a dramatic falloff in the number of limited-recourse, large infrastructure 
projects that were undertaken in the early 2000s for reasons having nothing to do 
with the availability of political risk investment insurance. With respect to the 
projects that did go forward, there was considerable evidence of greater coopera-
tion among insurers.)

5. After the recent dramatic increases in tenor in the private market (increasing 
from 1–3 years to 10–15 years), there will be no further extensions in the 
near future and there will be greater price variation for tenor. (Subsequent to 
the events of September 11, 2001, there was an actual contraction in the avail-
ability of longer-term coverages, and a decline occurred in capacity; there was 
greater rate variation based on tenor.)

6. As a result of significant losses in political risk investment insurance in 1999 
and 2000, insurers and reinsurers will reexamine their rates, project limits, 
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and country limits. The result will be more variation across insurers a 
nd hence a greater need for buyers to shop their insurance needs. (This  
re-examination did occur, and limits were altered. Considerable variations 
among insurers did require investors and their brokers to shop and compare 
insurers’ offerings to best fill their needs.)

The 2002 Symposium: The Brave New World
The events of September 11, 2001, and the full effect of the Argentine crisis 
dramatically changed the atmosphere in which the third symposium was held 
in October 2002. In a series of papers written from both demand- and supply-
side perspectives, as well as from public and private insurer perspectives, it was 
clear that the euphoria of the late 1990s had completely disappeared. Insurance 
providers, brokers, and investors were trying to look forward through a much 
more opaque windshield.

The difficulties extended far beyond the events of September 11 and the 
Argentine crisis (West 2004). There was a global economic slowdown, energy 
prices were volatile, FDI fell by more than 25 percent, and nonbank private 
lending fell by 70 percent. All these events directly affected the political risk 
investment insurance market. Demand for ECGD and Lloyd’s coverages in 
that market fell in 2002 to about half of the demand in 2001 (Brown 2004). 
Berne Union members’ issuance of coverage fell from a peak of about US$17 
billion in 2001 to less than US$12 billion in 2002. The ratio of investment 
insurance coverage issued by Berne Union members to FDI flows hovered 
around 6 percent.

The private political risk investment insurance industry entered a “hard” 
phase. The hardening of the general insurance market was coupled with radical 
reductions in reinsurance capacity. Tenors were severely affected (generally 
down to five to seven years or less); capacity was restricted (30–50 percent 
reductions for most private insurers); and pricing increased (up 10–20 percent). 
The operating environment changed from a dynamic and flexible marketplace 
to a harder and more cautious shadow of itself.

Yet at least one author pointed out that the resiliency of the political risk 
investment insurance marketplace to temporary adversity should not be under-
estimated. There were three stout pillars on which the industry could rebuild. 
First, there were at least three times the number of knowledgeable underwrit-
ers, lawyers, and brokers in 2002 than in 1992. Second, there were many more 
“successful coverage models” to follow, modify, or build upon. Third, there was 
an inherent flexibility stemming from having national, multilateral, and private 
providers—many of whom were more willing than ever to work with one 
another. Although they were competitors to some extent, political risk invest-
ment insurers were also becoming more aware of their shared interests and the 
benefits of partnerships (West 2004).
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The 2002 Symposium: The Supply Side
Five different perspectives on the events following September 11, 2001, and the 
Argentine crisis on the supply side were offered at the 2002 symposium by 
representatives of the public, private, and reinsurance communities.

Vivian Brown
Vivian Brown, then Chief Executive of ECGD and President of the Berne 
Union, started by observing that the twin crises had dented the confidence of 
investors in private political risk investment insurers and that there had been a 
move to “quality and safer” markets. He further argued that the way claims are 
settled in Argentina would influence investor perceptions of the value of politi-
cal risk investment insurance.

Brown noted the rise in demand for “pure terrorism” coverage and the cur-
rent stagnation in overall demand for political risk investment insurance cover-
ages. He stated that once investment recovered and demand for such coverages 
increased, “public providers can expect to see more business while private insur-
ers remain reluctant to take on more risk.” He further stated: “As emerging 
markets open up to foreign investment and private capital flows, we can expect 
the shift away from export credits to continue while [political risk investment 
insurance] continues to rise.” (Brown 2004, p. 19)

Reflections
Brown presciently noted the importance of the stability that the public provid-
ers of political risk investment insurance bring to the marketplace in times of 
volatility. He also identified the significant harm that could come to all insurers 
if the value of political risk investment coverage is seen by investors as illusion-
ary. Finally, he accurately noted that all political risk investment insurance pro-
viders faced challenging times ahead.

However, Brown underestimated the resiliency of the private providers of 
political risk investment insurance in slowly rebuilding themselves in subse-
quent years—aided by the profitability of their terrorism coverages. Issuance of 
coverage by public sector political risk investment insurers did not rise, but 
tended to stagnate or decline; it certainly did not grow relative to their export 
credit business.

David James
David James, then Senior Underwriter for Ascot Underwriting Ltd., provided a 
London perspective on the effects of September 11, 2001, and the Argentine 
crisis. He noted that, although these events paralyzed large sections of the insur-
ance community, the political risk investment insurance market responded well 
to the challenges. The insurance industry as a whole sustained a massive loss in 
the September 11 events and had to sell major stock positions in a declining and 
nervous market. The political risk investment insurers’ need to rebuild their bal-
ance sheets will persist for some years.
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Had it not been for the September 11 events, the Argentine crisis would 
have been the primary focus of political risk investment insurers. James noted 
that the crisis would be an important test of the presumptions of insurers and 
insureds and that it would retrospectively test the risk assessment methods of 
both sides and undoubtedly lead to modifications in their practices.

Subsequent to a review of the current supply-demand balance, James did not 
foresee rapid or dramatic changes in premium rates or market conditions, with 
policy periods generally capped in the three to five year range.

Reflections
James foresaw that the major losses occasioned by the Argentine crisis would 
truly test the value of the political risk investment insurance product. Although 
he—and most other observers—did not foresee the decade-long protracted 
“resolution” of the Argentine crisis, it did prove to be a watershed event for the 
industry. Many insureds were quite pleased that they had purchased coverage, 
but the silent minority who were able to get funds out of Argentina (or who 
obtained claims payments) were drowned out by the cries of the majority who 
suffered massive losses (or found that they did not have a valid claim against 
their insurers because of devaluation exclusions).

Stand-alone terrorism coverage proved to be a lucrative, but gradually declin-
ing, source of income for political risk investment insurers in subsequent years. 
Political risk insurers subsequently paid much more attention to the country 
spread of risk. Perhaps reflecting Ascot’s diversified demand base for political 
risk investment insurance coverages, James did not venture any specific esti-
mates of macro political risk investment insurance demand. There were no 
dramatic changes in premium rates or in policy tenors in the subsequent few 
years. Capacity, on both a per project and a per country basis, gradually 
improved for private insurers.

John Salinger
John Salinger noted that although the events of September 11, 2001, did not 
cause a single loss in the political risk insurance market, it nonetheless had 
seriously affected the entire industry. He noted, as others had done, the 
shrinkage in capacity and the shortening of policy tenors; however, he 
observed: “It may be surprising to regard these developments as a positive 
development, but the private insurance market has grown too large, and a cor-
rection was necessary.”

Salinger noted that the events of September 11 had both a direct technical 
effect on insurance markets and an effect on the global risk environment. The 
immediate technical effect resulted in hardening rates and a dramatic reduction 
in reinsurance capacity—both of which hit the Lloyd’s market particularly hard. 
A combination of factors, including the September 11 events; a global recession; 
the bursting of the dot-com bubble; the collapse of Enron, WorldCom, and 
Adelphia; the Argentine crisis; and other negative phenomena contributed to a 
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general undermining of business confidence in the global environment. The 
perception of risk rose and has affected both investors and insurers.

Salinger asked: “What is the impact of all these factors on [political risk 
investment insurance]?” He forecasted that the private political risk investment 
insurance market will shrink further and that it will be very difficult to arrange 
coverage beyond a 10-year horizon. Although normally these events cause rates 
to rise, Salinger predicted that this rise will probably not happen because 
demand will remain soft. Public sector insurers will continue to increasingly 
collaborate with one another. With a smaller private sector, project sponsors will 
be forced to use public sector capacity.

Finally, Salinger observed that a few years ago markets refused to believe “bad 
news,” and today they refuse to believe “good news.” But he optimistically noted 
that “gloom and doom” will pass and there will be better days ahead.

Reflections
The era of gloom and doom obviously persisted for some time after these 2002 
comments, and further bad news served to continue to depress the market. The 
recovery of the private political risk investment insurance market was a pro-
tracted process—especially with respect to the tenor of policies. The private 
market did shrink further, but the number of players did not change dramati-
cally. Largely because of limited demand, rates remained soft for a considerable 
period. Although more collaboration occurred between political risk investment 
insurers, public insurers did not flourish—largely because they faced the same 
paucity of demand facing private insurers.

Brian Duperreault
Brian Duperreault, then chairman and Chief Executive Officer of Ace Limited, 
provided a reinsurer’s perspective on the effects of the events of September 11, 
2001, and the Argentine crisis. (Ace, and its affiliates, had become one of the 
world’s largest providers of political risk investment insurance capacity.) He 
confirmed what other presenters had asserted concerning the effects of these 
events on the insurance industry in general, and on the political risk investment 
insurance industry in particular. The major losses associated with September 11 
have had a significant effect on the capacity of the industry to accept risk. 
Although political risk investment insurance policy language had become more 
broad and general in the late 1990s, after September 11 insurers tightened their 
terms and conditions and tended to cover named perils only. Reinsurance mar-
kets had tightened, and political risk investment insurance was beginning to feel 
the results. Nearly all insurance premiums hardened in the aftermath of 
September 11. Terrorism, previously written on a stand-alone basis, was being 
written on a catastrophe basis; but coverage limits were a serious constraint.

Duperreault observed that Argentina will be viewed as a test case for the 
effectiveness of political risk investment insurance coverage; Ace had already 
paid several claims in Argentina, but the full effect of the crisis on insurers was 
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still unfolding. Political risk investment insurance providers who rely heavily on 
reinsurance will face difficulties and, as a result, their capacity and tenors will 
be markedly reduced. The retrenchment will be occasioned in part by potential 
political risk investment insurance losses in Argentina and by higher rates 
 available in other lines of insurance, which, in turn, reduce the amount of 
 reinsurance available for political risk investment insurance. In the near term, 
the reduction in political risk investment insurance capacity and in tenors will 
meet a slowdown in demand as FDI flows to emerging markets stagnate or 
decline further.

Duperreault noted that because Sovereign is structured as a net underwriting 
joint venture, it will not be affected as seriously by the general retrenchment in 
the reinsurance sector as other political risk investment insurance providers. He 
voiced confidence in his firm’s stability, reliability, and commitment to writing 
political risk investment insurance business in the future.

Reflections
As previously noted, the reinsurance market’s support for political risk invest-
ment insurance coverages was significantly reduced. As a net insurer, Sovereign 
was, in fact, less affected by the retrenchment that subsequently occurred in the 
political risk investment insurance market. The recovery of the private political 
risk insurers was much slower than anticipated. Although capacity gradually 
returned, the temporary reduction was not as much of a constraint as were the 
large infrastructure projects of the 1990s, which were the major drivers of 
demand, diminished in the wake of the Asian crisis and Argentine issues.

Argentina was indeed a test of the effectiveness of political risk investment 
insurance coverage not only by banks, but also by equity investors. Were the 
losses that occurred the result of devaluation? Breach of contract? Regulatory 
risk? These were some of the issues debated with respect to political risk invest-
ment insurance claims in the infrastructure area. One insurer denied a claim, 
arguing that, among other things, the devaluation caused the underlying con-
tract to be breached and the policy excluded losses caused by devaluation. To 
some, this was a surprising interpretation of the policy language.

At this time, many banks were buying very limited coverage that only 
involved the risk of inconvertibility. Although there was a limited period of 
inconvertibility, the real problem was that many borrowers did not have the 
funds to repay the loans because of the devaluation. Either banks did not under-
stand what they were buying or their senior management was unaware of the 
limitations on the cover. In any case, the insurance policies did not respond as 
expected, which was somewhat of a death knell for political risk investment 
insurance for some lenders. In addition, U.S. bank regulators determined that 
political risk investment insurance was no longer sufficient to remove the risk 
from country exposure reporting and that such cover needed to be comprehen-
sive. The “check the box” approach to obtaining limited political risk investment 
insurance cover was over.
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Julie Martin
Subsequent to a discussion of the general insurance marketplace, including 
the softness of the mid-to-late 1990s and the hardening of the 2001/02 period, 
Julie Martin addressed the effect of the September 11, 2001, events and the 
Argentine crisis on the political risk investment insurance marketplace. She 
noted that, in general, insurers have become more cautious, capacity had shrunk, 
pricing in the private market had increased slightly (10–20 percent), and tenors 
had been reduced.

Many insurers were processing Argentine claims, which made it difficult to 
estimate the effects on the political risk investment insurance market. The mar-
ket for power projects hardened considerably because of serious problems in 
many countries, including Argentina, China, India (Dabhol), Indonesia, and 
República Bolivariana de Venezuela. The market for stand-alone terrorism cov-
erage was strong and was likely to remain so.

Martin noted that the 1996–2001 period witnessed unprecedented growth, 
choice, and innovation in the political risk investment insurance marketplace. 
There was a hardening of that market with more conservative underwriting and 
an increase in the number of potential claims. With the global economy in reces-
sion and more firms viewing political risk investment insurance as a discretion-
ary form of insurance, there has been decreased demand, greater adverse 
selection against insurers, and a greater exposure to potentially catastrophic loss 
by both investors and insurers.

Perceptions of risk have changed, with investors being much more concerned 
about devaluation or depreciation risks and about regulatory risk than previ-
ously. Capital markets have grown and are looking for risk transfer mechanisms. 
The political risk investment insurance industry is under pressure to innovate 
and respond to these risks. Private-public cooperation has improved and needs 
to continue to do so.

Reflections
Martin noted that the political risk investment insurance industry was at a cross-
roads and that the crisis in Argentina and other claims was testing it. There is a 
need for the development of new products and for underwriters to learn from 
complex claims experiences. She cogently observed that the unsettling times 
should not necessarily be a deterrent to growth, but should serve both as a 
stimulus for innovation and as a reminder for prudence.

The 2002 Symposium: The Demand Side
Several papers addressed reactions of investors and lenders to the then recent 
upheavals in the global economy from demand-side perspectives. Kenneth 
Hansen, a partner with Chadbourne and Parke, focused on infrastructure issues; 
Anne Predieri (Bank of America) and Audrey Zuck (Willis) provided a lender’s 
perspective; and Daniel Riordan, then Executive Vice President of Zurich 
Emerging Market Solutions, offered some commentary on their papers. Rather 
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than treating each paper separately, a collective summary will be offered, fol-
lowed by some collective reflections.

Hansen noted that the history of the political risk investment insurance 
industry—including OPIC, MIGA, and the private providers—is filled with 
dynamic innovation and adjustments to changed circumstances. He identified 
two areas that posed particularly daunting challenges. The first area is the 
mismatch between the inconvertibility coverage offered by insurers and the 
need of infrastructure investors for protection against devaluation. Hansen 
cited an innovative pilot product offered in 2001 by OPIC to AES for a 
power project in Brazil (Tietê) as the kind of step that will partially meet the 
needs of infrastructure investors. The second area is the need for enhanced 
expropriation coverage to mitigate the risk of the host government’s breach 
of contract. Several public and private entities have partially addressed this 
need through coverage of the arbitration clause of an investment contract or 
nonhonoring of guarantee coverage. Partial risk guarantees by multilateral 
entities also address the investor’s need to deal with the risk of sovereign 
breach of contract. However, given the then recent record of forced renego-
tiation of infrastructure investment agreements, Hansen suggested that inves-
tors and lenders in infrastructure projects will be much more cautious in the 
future than they had been in the euphoria of the late 1990s. In the future, 
Hansen concluded, there is a critical role that public agency insurers can 
potentially play in accepting the sovereign risks associated with infrastructure 
projects.

Predieri and Zuck brought a lender’s perspective to their metaphorically 
titled paper “Political Risk Insurance as Penicillin.” Traditional political risk 
investment insurance coverages were a useful means of treating many ailments 
in the early years of investment in emerging markets, but now, like penicillin, 
they are limited in their ability to combat some new afflictions that have 
recently emerged. In brief, political risk investment insurance needs to be 
supplemented, or at least modified, to deal with new disorders and maladies. 
Private insurers, free of many of the constraints binding public sector insurers, 
are capable of responding quickly and flexibly to new challenges. Public 
 insurers have strong credit ratings and enjoy unique salvage advantages in many 
situations. Although Predieri and Zuck applauded the new specialized 
 “antibiotics” that had been developed, including arbitral award default  coverage, 
convertibility or transfer coverage for capital markets, and liquidity facilities 
like Teitê, they argued that more such coverages are needed. In this regard, they 
specifically mentioned lenders’ current concerns about regulatory risks and 
devaluation.

Predieri and Zuck noted that the political risk investment insurance market 
had changed significantly in the previous year. With capacity shrinking and rates 
firming—especially for terrorism coverage—investors and lenders had to wrestle 
with difficult cost-benefit analyses with respect to the purchase of political risk 
investment insurance coverages.
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The challenge going forward is to determine whether the covered perils 
constitute a sufficient portion of the emerging market risk to justify the 
 premium cost as a percentage of the overall risk margin. Although not sounding 
a death knell for political risk insurance, they stressed the importance to the 
industry of the development of new products or the evolution of traditional 
products to meet investors’ new needs.

Riordan noted that with the expected decline in international trade and 
investment in 2002 and 2003, there will be a reduction in overall demand for 
political risk investment insurance. This will, in particular, include international 
lenders, infrastructure investors, and capital market investors. Declining capac-
ity and higher ceding commissions for reinsurance are expected to result in the 
hardening of prices, reduced tenors, and restricted coverages.

With respect to the future, Riordan stated his expectation that public agen-
cies will continue to retract from the political risk investment insurance market 
as private insurers grow to fulfill the needs of investors and lenders. Public 
insurers will provide additional capacity for large projects and continue to serve 
segments of the market not well served by private insurers—small business and 
high-risk countries. The private market will continue to grow, albeit at a gradual 
pace and with dependency on available sources of reinsurance. Public agencies 
will serve their public policy roles as wholesalers of capacity or as reinsurers. 
The result will be an innovative and responsive marketplace.

Reflections
For a variety of reasons, and notwithstanding the innovativeness that Hansen 
argued has characterized the political risk investment insurance industry, satis-
factory solutions to Hansen’s two daunting challenges in the infrastructure area 
have yet to be discovered. The Tietê type of coverage has not been adopted on 
a widespread basis; nor has the devaluation conundrum been resolved. Coverage 
of capital market offerings has slowly expanded the participation of bondhold-
ers in emerging market projects. However, the heavy demand for political risk 
investment insurance coverage of infrastructure projects in the late 1990s has 
not been mirrored in the 2002–10 period. This situation is a partial reflection of 
the steep drop (50 percent from the peak in 1996) in the volume of new private 
power projects—a decline that persisted for many years. It also reflects the 
widespread political, economic, and operational problems besetting investors in 
the power sector in emerging markets. Finally, it is also the result of the caution 
(or as some might characterize it, the lack of boldness) demonstrated by public 
and private insurers alike as they struggled with many claims and disputes in the 
infrastructure area.

Notwithstanding history and the need for innovation that Predieri, Zuck, 
and Riordan discussed, there was an underestimation of the degree to which 
much lower demand sapped both the ability and the willingness of political risk 
investment insurers to devote resources to the development of new products 
in subsequent years. In the private market, capacity was very slow to return to 
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the political risk investment insurance sector, in part because of the difficulty 
of securing reinsurance. Just as investors and lenders “hunkered down” in 
 subsequent years, so too did many political risk investment insurers. This is not 
to say that innovative deals were not undertaken, but the intense demand (or 
stimuli) that nourished innovation in the late 1990s was clearly less evident in 
the 2002–10 period.

Although public insurers have stepped into reinsurance roles with greater 
frequency, they have not generally become wholesalers, nor have they faded 
away to fill only narrow market niches. They have continued to provide an ele-
ment of stability in the political risk investment insurance market. The Berne 
Union has increasingly welcomed private insurers to its ranks, and collaboration 
among insurers has continued to increase.

The 2002 Symposium: Finding Common Ground or Uncommon Solutions
Given the challenges facing both the political risk investment insurance suppli-
ers and the needs of those on the demand side, this section of the 2002 sym-
posium asked where and how the twain shall meet. Felton “Mac” Johnston 
(FMJ International Risk), Edie Quintrell (then of OPIC), and David Bailey 
(Sovereign Risk) offered their observations. (As in the previous section, a col-
lective summary will be offered, followed by some reflections.)

Johnston provided an optimistic perspective on the political risk investment 
insurance marketplace. In his view of the industry’s history, investors, lenders, 
and insurers have always had to learn as they go, accumulating new  experience—
and sometimes developing new products—to help them cope with constantly 
surprising events. Even in the midst of retrenchment and uncertainty, there are 
grounds for optimism. Claims are bad news for both insurers and insureds, but 
they help everyone to better understand the risks and the policies that purport 
to address these risks and, hence, allow insurers to make improvements in  
the future.

Johnston iterated the “good news” for political risk investment insurance: 
There was more capacity in 2002 than 10 years before, even if capacity has 
temporarily declined; and political risk investment insurance has earned legiti-
macy and is accepted by major players. There is much more competition from 
both private and public sources, which is good for buyers. There is a growing 
body of experience—the number of investment insurance underwriters had 
roughly doubled between 1997 and 2002, and many of those underwriters had 
prior public sector experience—that facilitates cooperation and contributes to 
mutual understanding. Finally, Johnston noted that although demand—and the 
political risks driving it—may decline, it will not cease. Demand will experience 
a resurgence sooner or later. In sum, while Johnston acknowledged that the 
industry faces challenges, he believed that the foundations are sound and the 
prospects for the future are good.

Edie Quintrell, then Manager of the Insurance Department at OPIC, 
observed that broker and investor requests drive innovation and induce 
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improvements in coverage—which then makes insurers more relevant and 
responsive to current conditions. For that result to take place, however, it is 
important that brokers and investors understand the institutions they are deal-
ing with and the constraints under which they operate.

In the 2002 market, with private political risk investment tenors shortening 
and their capacity contracting, Quintrell suggested that it was difficult to 
expect innovation. She noted, “As long as Argentina remains unstable, as long 
as we experience the aftermath of September 11, the impact of the U.S. war 
on terrorism, and the effects of the war with Iraq,” the political risk investment 
insurance market would continue to be hard. She foresaw insurers becoming 
both more conservative and more reluctant to take on new risks or to broaden 
their coverages. This situation obviously constituted an opportunity for public 
insurers to satisfy investor demand for coverage of risks that private insurers are 
unwilling or unable to underwrite.

David Bailey, formerly of EDC and currently with Sovereign, reviewed the 
history and evolution of the political risk investment insurance industry before 
commenting on the then present and likely future status of the industry. He 
noted that the 2002 operating environment presented a unique set of circum-
stances and challenges for the political risk investment insurance market. Client 
demands had intensified and become more focused on specific risks. Although 
both buyers and sellers had become more knowledgeable about the actual 
scope of coverage under political risk investment insurance policies, many were 
anxiously awaiting the specifics of how and why each Argentine project was 
resolved.

Bailey noted that the motivations of buyers had also undergone significant 
change—citing the institutional lenders’ business as an example. In that par-
ticular case, the proposed Basel II regulatory changes may make the scope of 
political risk investment insurance policies a much more important factor in 
banks’ purchase decisions. Many bank directors and shareholders are now 
actively interested in political risk investment insurance decisions.

Political risk investment insurance providers are now also operating under 
greater scrutiny from their shareholders and their reinsurers—most of whom 
experienced losses resulting from the events of September 11, the Enron col-
lapse, and other catastrophes. Everyone was well aware of the many Argentine 
claims in the market.

Bailey asked: What will be the outcome of all of these recent events? The 
short answer is greater transparency. Insurers will be subject to greater 
 disclosure. Banks and equity clients will need to be more open regarding the 
level of risk they accept. There is a considerable need for greater transpar-
ency with respect to claims information. The political risk investment insur-
ance industry has traditionally not been open about releasing claims details. 
This approach, Bailey argued, is not in the best interest of the industry—
especially when the political risk investment insurance product is under 
great scrutiny.
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In sum, Bailey was confident in the future of political risk investment 
 insurance. The product had undergone considerable enhancement and 
 development in response to its clients in the past; Bailey expected that finan-
cially strong and creative providers would continue to meet the challenge.

Reflections
In the face of so many difficulties articulated by many different presenters, it 
was unusual to witness quiet confidence in the future by three veteran 
 participants in the political risk investment insurance industry. The eight years 
following the 2002 symposium could be characterized in many ways—one 
could point to progress and innovation, but one could also point to a period of 
slow recovery that perhaps presages another period of growth and innovation. 
Argentine problems are still with us, concern about terrorism remains, and 
although the war in Iraq wanes, the war in Afghanistan remains. One adage 
seems to sum it up—“It was a period [2002–10] better than one feared, not as 
good as one hoped.”

The Iraq war and the events of September 11 highlighted the need for cover 
against various forms of political violence. Because terrorism cover was 
 typically included in standard property cover and then immediately excluded 
after September 11, new capital entered the market to fill the void. As with 
any new insurance product, terrorism cover was priced quite high initially—as 
much as 10 percent rate on line. Over time, as fewer events and losses have 
occurred, the rate has come down dramatically. Another issue that emerged 
was whether terrorism was the right cover for companies with exposure in 
emerging markets because it excluded war, civil war, insurrection, and other 
forms of political violence. There was a brief period when full political 
  violence cover could be placed at less cost than a terrorism policy because 
there underwriting approaches varied and because the covers were handled by 
different groups within a single insurer. Over time, this anomaly has 
 disappeared, but questions remain about where terrorism coverage ends and 
other political violence perils begin.

The 2004 Symposium: Perspectives of the Future

Three articles written for the November 2004 symposium are of particular note 
because they addressed the possible future evolution of the industry: Clive 
Tobin, then CEO of XL Insurance, wrote “The Future of the International 
Political Risk Insurance Industry”; Toby Heppel, then of FirstCity Partnership Ltd 
added “Perspectives on Private-Public Relationships in Political Risk Insurance”; 
and Gerald T. West and Kristofer Hamel, both of MIGA, contributed “Whither 
the Political Insurance Industry?” Collectively, these three articles presented a 
broad characterization of the potential evolution of the political risk investment 
insurance industry. This section examines these articles from the perspective of 
six years later.
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Clive Tobin
Clive Tobin prefaced his analysis of the political risk investment insurance 
industry with a review of the global insurance industry in the recent past. 
Noting in particular the effect of the insurance cycle, he briefly explored the 
links between the mainstream insurance markets (and their low profitability in 
the previous five years), the reinsurance market, and the effects on the private 
political risk investment insurance market.

The momentous events of September 11, 2001, and the catastrophic losses 
that resulted (although not political risk investment losses), pulled capital into 
the property and casualty market to take advantage of the inevitable upcycle 
benefits that would follow. The result was a significant contraction in private 
sector political risk investment capacity. From a peak in 2000 when at least 
US$1 billion in private capacity for a single risk could be theoretically 
 assembled, by 2002 that sum was well under US$1 billion. More significant, 
risk tenors were severely cut back. Tobin estimated that, in comparison with 
2001, by 2004 less than half of the 10-year exposure capacity in the private 
political risk investment insurance market was available.

Other dynamics affected the political risk investment industry as well, 
including stagnation in cross-border lending and investment and the fact that 
existing investors cut back their political risk investment insurance budgets to 
pay for material price increases on other insurance coverages. Ironically, political 
risk investment insurance pricing in the private market was on a downward 
track between 2002 and 2004, in part because slim bank margins had driven 
prices downward.

Regarding the relationships between public and private insurers, Tobin found 
himself in broad agreement with Toby Heppel’s positive comments (see below) 
about the benefits to both sectors as a result of their collaboration. This result 
was illustrated by the way both sectors faced the common challenges of the 
Argentine and Venezuelan crises.

Tobin noted that developments in the reinsurance markets have had a direct 
effect on the private political risk investment insurance industry. Reinsurers 
began to restrict the amount of political risk investment insurance coverage 
they were willing to provide in 2001, and the September 11 and Argentine 
crises occurring later that year exacerbated the trend. Hence, for the 2002–05 
period, there would be capacity restrictions, a pullback on policy tenors, and 
restrictions on coverage. Reinsurers were also struggling with a concentration 
of exposure problem. Among some 30 significant private political risk invest-
ment insurers, there was a significant degree of correlation and concentration 
of political risk investment risks written. Thus, there was limited opportunity 
for reinsurers to differentiate those risks—and therefore to satisfy the demands 
of all the direct players.

Turning to the future, Tobin asserted that a softening market will generally be 
a good thing for political risk insurers because it will attract greater capital; 
hence, the tight grip reinsurers have on the political risk investment insurance 
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market will be loosened. Tobin expected some easing of the tenors and condi-
tions imposed by reinsurers by 2005. With fewer reinsurers, however, there may 
be a reinsurance focus on providing coverage to only the best direct underwriters.

Dusting off his crystal ball, Tobin was of the view that capacity among pri-
vate insurers will come back, FDI and international lending will increase, 
political risk investment insurance demand will increase, and overall risk factors 
in emerging markets will look better. Given these trends, Tobin noted three 
areas of concern:

1. The concentration of coverages in the “Big Five” countries has caused capacity 
problems that the industry needs to address. The need to improve the spread 
of risk across countries has become more important.

2. The need to plan for more coverage of infrastructure projects is clear. Private 
insurers need to overcome their wariness about this sector while avoiding the 
pitfalls of the past.

3. Private insurers need to look at demand in a wider range of countries. Working 
with public insurers may be a prerequisite to doing so.

Private, specialist insurers have carved out a permanent niche for themselves in 
providing coverage through the insurance cycle. That said, Tobin acknowledged 
that in the past insurers and insureds have had differences of opinion over what 
was covered and not covered. It is vital, he asserted, that insureds know what 
they are buying and that insurers are clear as to what is covered and what is not 
covered. Although investment risks can be complex, the uncertainty in 
 insurance products must be reduced before deals are done. Given that 
 contractual exposure to investment risks is unlikely to fall, insurers need to 
appraise and price these exposures appropriately. Tobin noted that the political 
risk market went through turbulent times in the 2001–04 period and survived 
in reasonably good shape. He concluded by noting XL’s commitment to public-
private partnerships and his cautious optimism about the future.

Reflections
XL Insurance subsequently exited the political risk investment insurance mar-
ket, both as a direct underwriter through their Lloyd’s syndicate in 2007 and 
as a partner with ACE in Sovereign. The ostensible reason was a change of 
strategy in what they wanted to offer and how they wanted to provide it.

Tobin was accurate in his projection that capacity would return (despite 
XL’s withdrawal). It is interesting that despite substantial credit claims paid 
over the past two years by many insurers, political risk investment insurance 
capacity has remained relatively stable. Insurers seem to have become more 
conservative about what to cover and are less likely to use their full limits or 
maximum tenors.

Tobin’s predictions that FDI, international lending, and demand for political 
risk investment insurance would increase were correct in the short term, but 
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they declined in the medium term. Although one could argue that the emerging 
market countries have weathered the global financial crisis better than most 
developing countries, it is not clear that the overall risk factors in emerging 
markets have improved on an aggregate basis.

Toby Heppel
Toby Heppel began his paper with an assessment of the differences in role, 
motivation, and operational approach between the public and private sector 
political risk insurers. Given the different purposes for which these insurers exist 
(public policy versus profit), the private insurers are notably free of the 
 restrictive eligibility criteria that bind most public insurers. This situation, in 
turn, influences their operational practices and their pricing strategy. Public 
insurers tend to price according to their appraisal of market risk; private insurers 
charge on the basis of market conditions.

Heppel examined the convergence, competition, and cooperation 
 “revolutions” that emerged in the 1990s between the private and public sectors. 
Initially, the tenor of the private insurers was too short (three years) to compete 
with public insurers. In 1995–96, Lloyd’s syndicates and AIG began offering 
seven-year coverage, and, subsequently, AIG began offering 10- and 15-year 
coverage under some circumstances. However, initial friction between the two 
sectors increasingly gave way to collaboration, partnerships, and the search for 
solutions to common problems. Both sides began recognizing the benefits of 
partnership arrangements. The private insurers gained access to business that 
they might otherwise not encounter, to mitigation that might reduce the likeli-
hood of loss or increase the likelihood of recovery (the so-called halo effect), 
and to specialized information. The key role of the public sector insurers in the 
leadership and mobilization of insurance capacity for large, complex risks was 
recognized. The public sector, in turn, benefited from novel ideas for coverage 
and contract language, techniques for administering and servicing portfolios, 
risk transfer, and capacity enhancement.

There were and are many practical difficulties that needed to be addressed in 
these public-private arrangements—especially relating to claims processing and 
management. But with each successful collaboration, the next coinsurance or 
reinsurance arrangement became somewhat easier. Overall, argued Heppel, 
both sectors learned that the actual experience of working cooperatively yielded 
benefits that far outweighed their difficulties.

This collaborative process has been abetted by three factors: the growing 
maturity of many private insurers as they better understand their public sector 
counterparts; the transfer of experience and expertise by senior figures in the 
public sector as they migrate to private insurer positions; and private sector 
membership in the Berne Union.

Heppel acknowledged that although public-private cooperation “is here to 
stay,” how this cooperation may evolve depends on many factors beyond the 
control of any insurer. Trends and market conditions might continue as they 
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existed in 2004. Alternatively, there might be simultaneous crises of grand 
proportion that force major contractions in private sector capacity. New tech-
niques for managing portfolios of risks or expanding capacity, such as credit 
default swaps and securitization, might fundamentally alter the parameters for 
public-private cooperation. The health of the global reinsurance marketplace 
will heavily influence the tenors and capacity that private investment insurers 
can offer. Substantial losses in close proximity to other sectors (for example, 
hurricanes, floods, earthquakes) will harden the reinsurance market and 
severely affect political risk investment insurance capacity.

Finally, as did Clive Tobin, Heppel acknowledged that there is demand for 
currency devaluation coverage, but that it is unlikely, in his view, to be addressed 
by the industry.

Reflections
Heppel discussed and projected the growth of public-private cooperation and 
the cross-fertilization of the two parts of the industry. Although the  cooperation 
continued to improve after 2004, it seems to have stabilized and leveled off. 
The organizations’ different objectives and their focus on slightly different 
 segments of the market mean that the opportunities for cooperation on 
 coverages will always face some limits. Certainly, a transfer of ideas through the 
Berne Union and its working groups has continued.

Heppel’s list of factors that might affect the development of the two markets 
has been accurate, but in a muted way. Hurricane Katrina, credit default swap 
crises, and other similar phenomena have affected the political risk investment 
insurance market, but not dramatically and only at the edges.

Gerald T. West and Kristopher Hamel
West and Hamel (W&H) began their article, titled “Whither the Political Risk 
Insurance Industry,” by noting that many factors on both the supply side and the 
demand side will shape the course of the industry. Initially exploring the 
hypothesis that the industry’s future will be primarily shaped by international 
investment flows or by the general economic environment, W&H found that 
argument flawed and instead found that the future is more likely to be shaped 
by many other factors.

Although acknowledging the common belief that the “tidal flow” of new FDI, 
whether rising or falling, carries the volume of issuance of political risk invest-
ment insurance coverage upward or downward, W&H found that this was not 
the case in the 1990–2000 period. Their empirical analysis revealed that 
although the aggregate coverage issued by Berne Union members steadily 
increased from 1990 to 2000, the percentage of FDI flows to emerging markets 
that was covered by political risk investment insurance steadily decreased from 
about 11 percent to 4 percent. During a period of declining FDI flows from 
2000 to 2003, aggregate coverage issued by Berne Union members tended to 
increase, rising to about 9 percent in 2003. Issuance of investment insurance 
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coverage by any one insurer (such as MIGA) showed considerable variation 
from both aggregate Berne Union statistics and FDI flows. W&H concluded that 
there were obviously more complex factors at work on both the supply and the 
demand sides that were shaping the evolution of the political risk investment 
insurance industry.

On the supply side, the presence of public insurers appears to be an 
 element of stability for the political risk investment insurance market. 
However, the veneer of stability is frequently altered by policy changes 
 (especially related to their individual eligibility criteria) that affect their 
underwriting decisions. As was previously noted by Tobin and Heppel, the 
private sector is significantly affected on the supply side by the general health 
of the insurance industry and the current position of the market in the 
 insurance and reinsurance cycles. Private sector insurers are able to offer 
 freedom from national eligibility and policy restrictions, flexible coverage, and 
swift issuance of policies. Fueled by competition and new entrants such as 
Sovereign and Zurich in 1997, the growth of private political risk investment 
insurance coverage has burgeoned. Frictions between private and public 
 insurers arose, but the natural differences in their core markets have 
 encouraged greater cooperation and collaboration.

W&H noted that on the supply side, there is considerable elasticity. Many 
national and multilateral entities have the capacity to write much higher 
 levels of coverage, and private insurers can expand their issuance of coverage 
very swiftly. Hence, on the supply side, there are few hard limits on the ability 
of investment insurers to issue substantially more coverage than they have in 
the past.

On the demand side for political risk investment insurance, W&H note that 
the situation is much more complex. The users of such insurance are heteroge-
neous and seek (or decline to seek) coverage for many different reasons. 
Certainly there are some defensive buyers who respond to broad country, 
regional, or global trends—the activities of a Fidel Castro or a Hugo Chavez 
clearly stimulated demand for political risk investment coverages in Latin 
America. Projects with limited recourse project finance necessarily focused 
attention on the pricing and allocation of political risk—often to the benefit of 
political risk investment insurers. Conversely, the decline of such deals evapo-
rated demand from that quarter. Natural resource investors who must venture 
into exotic locales where instability is the norm are natural users of political risk 
investment insurance. However, the heterogeneity of investors and their risk 
management proclivities make it very difficult to estimate the future demand 
for political risk investment coverages.

Moreover, there is much more information about operating conditions in 
emerging markets than ever before. This has served to make investors more 
comfortable and less uncertain about the protection of their assets and prop-
erty rights. Improved laws and regulations in many emerging markets have also 
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contributed to reducing investor anxiety. W&H noted that banks, facing the 
need to satisfy their Basel II requirements concerning capital allocation, 
should be a significant source of future demand for political risk investment 
insurance.

W&H concluded that given the numerous macro and micro factors that will 
influence the future evolution of the political risk investment insurance 
 market, it is exceptionally difficult to consider the interactions of these factors 
and to “net them out” to understand the possible magnitude and future 
 direction of the market. The possible decline, stagnation, or growth of the 
political risk investment insurance industry is treated in very broad terms. From 
the perspective of early 2005, W&H argued that for multiple reasons, decline 
is unlikely. However, in discerning the possible paths between stagnation and 
growth, they asserted that the prognosis is more difficult.

In addition to exogenous factors that could affect this small, fragile line of 
coverages, a considerable number of internal forces could contribute to 
 stagnation in the political risk investment insurance industry. These forces 
include underinvestment in new product development, the potential departure 
of key staff underwriters and the lack of adequate training of new underwriters, 
periodic upheavals in the leadership and policies of public political risk 
 investment insurers, and new competition from entities offering broad financial 
guarantees. All these forces could contribute to ossification in the industry; at a 
minimum, they political risk investment insurers will have difficulty building a 
balanced portfolio of risks.

W&H acknowledged that certain factors could contribute to growth in the 
political risk investment insurance industry. The forces of globalization both 
push and pull Organisation for Economic Co-operation and Development 
investors toward emerging markets. Many firms are first-time investors in 
emerging markets and are thus predisposed to consider investment insurance—
especially in the growing group of investors from those markets venturing into 
other emerging countries (the so-called South-South investors). Prices for 
many mineral and energy commodities are high, which will make these 
 commodities (with their high initial capital investments) prime candidates for 
political risk investment coverages. Pervasive problems associated with 
 infrastructure projects in the energy and water sectors will also make new 
investments in those sectors attractive candidates for coverage.

W&H noted that the future health of the PRI industry is not a deterministic 
result of macro forces (numerous as they may be). Political risk insurance is a 
product, they asserted, that does not sell itself. It must be sold by knowledge-
able brokers and underwriters who demonstrate the flexibility of this 
 instrument to meet the particular needs of each equity or debt investor. The 
need for industry members to both educate new investors and actively market 
their products is high—and will likely determine the overall robustness of the 
industry in the future.
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Reflections
W&H made a compelling case that FDI flows are not the primary predictor of 
demand for political risk investment insurance. However, their efforts to 
 identify, sort through, and “net out” the effects of different factors were only 
partially successful. Although W&H argued that a decline for political risk 
investment insurance is unlikely, many underwriters and brokers would argue 
from the perspective of 2010 that their political risk investment insurance 
books are declining, while their credit books are increasing because of Basel 
II–based demand (which has been a stimulus, as correctly predicted by W&H 
and others). Even where an insurer’s political risk investment insurance book 
of business is not declining, this situation often occurs because of the demand 
for nonhonoring coverage by banks—the political parallel to credit cover where 
the borrower is a government entity.

According to W&H, any future stagnation in the political risk investment 
insurance industry might be partially the result of inadequate marketing of 
underwriters’ services. Many in that business would dispute that argument. 
Many public underwriters spend substantial resources on promoting their 
 programs. Informative websites of both private and public insurers are the 
norm. In addition, the number of informative websites by brokers has increased 
substantially.

The number of dedicated political risk brokers has ebbed and flowed 
 somewhat not only in relation to their individual company’s successes, but also 
with the market. However, the percentage of business that is brokered versus 
the percentage that is direct has increased for virtually all private insurers. This 
fact is at least a partial indicator of successful marketing of political risk 
 investment insurance coverages.

The 2006 Symposium: Forecasts for the Political Risk Investment 
Insurance Industry in 2010

Papers were written in mid-2006 for the fourth MIGA-Georgetown  symposium 
held in November 2006 on the possible state of the political risk investment 
insurance industry in 2010. Five individuals were asked to peer though the 
“muddy windshield” of the future and describe the status of the political risk 
investment insurance industry in 2010.

John Salinger
John Salinger, a veteran of more than 30 years in this field, prefaced his three 
predictions about the future with a succinct review of his old predictions that 
have come to pass. With respect to the latter, he observed that the private 
 sector had firmly established itself in the market and had moved to a position 
of rough equality with the national and multinational agencies in the area of 
investment insurance. Private insurers, he noted, have made themselves more 
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compatible with national insurers like OPIC; this compatibility included, 
importantly, the extension of the tenor of policies first to seven years and then 
to 15 years. Coinsurance became more common between insurers. Seven pri-
vate insurance underwriters were serving the U.S. market in 2006, and they had 
“never been more innovative or cooperative.”

With respect to the political risk investment insurance industry in 2010, 
Salinger (2008, 201) hazarded three predictions:

1. “Collaboration between government and private underwriters will continue 
to deepen and will be manifest in the rising influence of the Berne Union.”

2. “The insurance industry will not solve the problem of devaluation risk. The 
solution, if there is one, will come from commercial banks or the capital 
markets.”

3. “Insurers will take steps to partially solve the problem of regulatory risk in 
emerging markets and the solution will be based on bilateral investment 
treaties.”

Reflections
Regarding the first Salinger prediction, the Berne Union has grown to include 
many more insurers and has facilitated the sharing of expertise among  members 
and in dealing with common problems. The Berne Union not only has expanded 
to 50 members (not counting an additional 25 members of the Prague Club), 
but also, starting with AIG in 1999, now includes 16 private sector entities. 
Both within and outside of the Berne Union, little doubt exists that there has 
been more collaboration among investment insurers regarding both coinsur-
ance and reinsurance.

With respect to the second Salinger prediction, there is also little doubt 
regarding the fact that the political risk investment insurance industry has not 
solved the problem of devaluation. Moreover, a solution has not come forth 
from commercial banks or from the capital markets, nor does a solution—most 
observers would hazard—appear to be on the horizon.

With respect to the third Salinger prediction, there has admittedly been 
some progress “in partially solving the problem of regulatory risk,” but whether 
progress to date can be attributed to bilateral investment treaties is arguable. 
Salinger suggested that a change in the basic contract language might provide 
coverage against unfair and inequitable treatment as determined by an arbitra-
tion panel. Certainly coverage of nonpayment of arbitral awards is much more 
commonly available in 2010 than it was in 2006. Salinger acknowledged then 
that the shortcoming of this approach was the time to get an award: “Some of 
the Argentine cases will take three to five years to reach a conclusion” (Salinger 
2008, 201).

In sum, John Salinger’s cautious predictions can be said to have been both 
modest in scope and reasonably accurate.
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Christina Westholm-Schröder
Christina Westholm-Schröder, a veteran of more than 20 years in the political 
risk investment insurance industry, began by noting that many factors have 
affected and will continue to affect that industry. Many of these factors are 
known (including developments in the general insurance market and the rein-
surance market), but many others—like the crisis in Argentina and the events 
of September 11, 2001—were neither known nor foreseen. Hence, she noted 
that predicting the future for the political risk investment insurance industry is 
not at all a straightforward task.

Westholm-Schröder identified one of the major challenges and opportuni-
ties facing the political risk investment insurance industry as the implementa-
tion of the Basel II framework. She asserted that, to remain relevant, “[political 
risk investment] insurers will start to offer unconditional guarantees” (as 
defined in the Basel II framework). “By 2010, we will all be doing that.” She 
further argued that the regulatory requirements of Basel II will have a signifi-
cant impact on the industry for the next few years.

Regarding the cost of coverage, Westholm-Schröder acknowledged that buy-
ers of coverage would like to hear that in the future the cost of coverage will 
decrease. However, she noted that this situation is unlikely to occur across the 
board—and will not occur in markets where capacity is scarce. Political risk 
investment insurance pricing is based on many factors, but the two most fun-
damental factors are risk and available capacity.

Westholm-Schröder (2008, 211) stated: “The issue with the [political risk 
investment insurance] [in 2006]—which is not likely to change by 2010, or 
even by 2020—is that insurers are often close to their country limits in those 
markets where the demand is the greatest.” Pricing in high-demand countries 
is capacity driven rather than risk driven. Political risk investment insurance “at 
‘bargain rates’ is available in markets such as Croatia because insurers want to 
add risk there, but not in Russia, where insurers already have a lot of exposure” 
(Westholm-Schröder 2008, 211).

Reinsurers of political risk investment insurance providers also follow their 
own dynamics and tend not to want to provide more capacity should a country 
be deemed more risky. Hence, even as demand for coverage in a certain country 
might increase, provided capacity may decrease, thus further exacerbating the 
supply-demand imbalance.

Westholm-Schröder identified a score of factors that will influence supply 
and demand for political risk investment insurance products, but concluded 
that the product mix will remain similar in the future to that of 2006. High 
commodity prices will encourage new investments in extractive industries, and 
interest in “traditional” products (expropriation, war and political violence, cur-
rency inconvertibility, and nontransfer) will subsequently increase. There will 
be further development and refinement of banks’ use of political risk invest-
ment insurance for regulatory capital.
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With respect to devaluation coverage, Westholm-Schröder (2008, 213) 
noted that it is “not very likely that insurers will be offering this coverage, at 
least not on a significant scale.” Coverage of local currency obligations is more 
likely.

With respect to cooperative relations among private and public insurers, 
Westholm-Schröder foresaw more public insurers buying reinsurance coverage 
from private providers. Both parties will recognize the benefits from portfolio 
diversification and there may even be some reinsurance of private market 
insurers.

Westholm-Schröder’s succinct conclusion is worthy of noting in its entirety:

“To summarize, there are a multitude of factors that impact on the [political risk 
insurance] industry and our crystal ball is not flawless. Past prognostications are 
consistent in only one aspect: very few are exactly correct. Therefore, in order to 
succeed in the long run, an insurer will need to spend less time guessing what 
might happen and instead creating an organization that is flexible and creative 
enough to respond when the unexpected does happen. The [political risk insur-
ance] industry needs to be there for the long run and have the ability and willing-
ness to not only pay claims in a timely fashion, but also to meet clients’ evolving 
demands for products and support that satisfy internal and external requirements 
of risk protection.” (2008, 214)

Reflections
One common prediction running through both the 2006 symposium and previ-
ous symposia relates to the effect of Basel II on demand for cover by banks. 
Westholm-Schröder and others correctly predicted the adaptation of policies by 
insurers to allow banks to obtain some capital relief through the use of these 
policies. The policies are not “unconditional” as predicted, but are very stream-
lined such that the conditions are within control of the bank. Substantial work 
has been put into developing policies that are considered “Basel II compliant,” 
but these policies vary by bank, by country, and by underwriter—although there 
are some common themes. Most of the demand has been for private sector risk 
and, interestingly, Sovereign does not offer that cover.

Westholm-Schröder foresaw that pricing was unlikely to decrease across the 
board and was fairly accurate in this regard. Despite some increased perceptions 
of risk, the market remained sufficiently liquid so that regardless of an increase 
in rates in the wake of the recent global financial crisis, premium rates have 
continued to be under pressure.

As Westholm-Schröder predicted, the product mix has remained similar, but 
this has been the case for decades. The basic perils are defined, and they can be 
applied to different forms of investment or trade. As with Salinger and others, 
Westholm-Schröder predicted that devaluation cover was unlikely to be 
offered—although Sovereign was the only insurer that appeared to have 
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 publicly adopted the Tietê model to provide liquidity to banks in the event of 
a devaluation.

High commodity prices did subsequently create some demand for coverage 
of extractive industry projects and certainly helped trigger expropriations or 
renegotiations of contracts in various countries—especially in South America. 
But this demand was relatively short-lived as some commodity prices dropped 
in the wake of the global financial crisis.

Finally, Westholm-Schröder estimated that there will be more public-private 
cooperation among insurers and, in particular, more private reinsurance of 
 public providers. It is unclear whether what has occurred has been anything 
more than ad hoc agreements, but demand may increase in the future if and 
when public entities need more “head room.”

Joanne Palmer
From the perspective of a public sector insurer, Joanne Palmer examined supply 
and demand trends in the political risk investment insurance industry in 2006 
and then looked at products currently used by investors and international banks. 
She then offered her own medium-term predictions before closing with some 
observations about the future role of public sector insurers.

Looking back over 2001–05, Palmer noted that the major events (for 
 example, the events of September 11, the crisis in Argentina, various hurri-
canes, and natural disasters) had only temporary negative effects on the growth 
of capacity in the international political risk investment insurance industry. 
There was a significant and general softening of the insurance market. Political 
risk investment insurance capacity rebounded with the entrance of new  players, 
increases in project limits, and the strengthening of the reinsurance market. The 
competitive situation shrank premium rates to near-historic lows. Palmer 
observed that, barring widespread claims payments by political risk insurers (or 
a  significant decrease in reinsurance capacity), there is no reason to foresee any 
reversal of this trend.

On the demand side, Palmer noted that FDI flows to Asia (especially China) 
were likely to remain strong, flows to Africa were strengthening, and flows to 
Latin America were (and would continue to be) mixed. In all regions, she noted 
that a good part of the investment had been in natural resources, with some 
strength in the power and communications sectors. Thus, although there seemed 
to be sufficient investment flows to places with political risk (and hence a 
potential role for political risk insurers), she asked, “Are investors and their lend-
ers continuing to seek [political risk investment insurance]?”

Notwithstanding some negative events in 2006 (including overt actions by 
the governments of Bolivia, Ecuador, and Venezuela against natural resource 
investors, nuclear testing by the Democratic People’s Republic of Korea, and 
bombings in the Middle East) that should serve to stimulate demand for insur-
ance against expropriation and political violence, Palmer did not foresee a dra-
matic resurgence of demand for political risk investment insurance.
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Palmer noted a contrary influence that emerged regarding the experience of 
investors and lenders in Argentina, where many political risk investment insur-
ance policyholders discovered what was (and was not) covered by their policies. 
She also noted another demand factor—the emerging importance of Asian 
investors who are content to self-insure.

Palmer’s conclusion with respect to demand is thus mixed—demand has 
been strengthened by reminders of events that are perils covered by traditional 
coverage, but there are residual concerns about the relevance of the product 
(and, by implication, its price) that are affecting the market.

Palmer then turned to some investor and lender viewpoints about the market 
that will shape its future evolution. Although investors are continuing to buy 
political risk investment insurance against the traditional perils of expropriation, 
political violence, and transfer and inconvertibility, they are demanding broader 
coverage from insurers. As a consequence of examining their political risk 
investment insurance coverage more closely, investors are pressing insurers to 
stretch their traditional coverage language to better cover investors’ perceived 
needs. Thus, political violence coverage might be broadened to cover the threat 
of violence versus the actual loss or to cover temporary loss of income rather 
than asset damage. With respect to expropriation coverage, Palmer noted that 
there is pressure to more explicitly cover regulatory risk. Her expectation is that 
the political risk investment insurance industry will be flexible in its response to 
such demands—in part because it wishes to remain relevant to its clients’ risk 
transfer needs and in part because these demands can be accommodated by 
tweaking existing coverage parameters rather than by shouldering the burdens 
of developing totally new products.

Palmer noted that the recent expansion of political risk investment insurance 
coverage to insure against the failure of a sovereign or quasi-sovereign to honor 
an arbitral award (that is, arbitral award default coverage) shows great promise 
if some details can be worked out. Selective investors will continue to be inter-
ested in the protection of multicountry portfolios of investments or assets (that 
is, a global policy). Although demand for such coverage will likely continue, the 
pricing of such coverage will remain a problem for both parties.

As did John Salinger, Palmer acknowledged that although investor demand 
for devaluation coverage will continue, it is very unlikely to be addressed by 
political risk investment insurers.

The protection of intellectual property rights is also an area of concern for 
investors. Palmer (2008, 219) noted that some discussion has taken place within 
some insurers on the subject and that “it is quite possible a product will emerge 
in the medium term.”

Another unmet investor demand relates to bribery and corruption. Insurers 
are aware of this interest in a product that adequately protects an investor. Most 
public insurers have specific exclusions denying liability for such risks rather 
than covering them. Some investors, however, want protection against being 
forced to pay bribes to government officials in cases where such actions seem to 
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be officially sanctioned by the government. Palmer (2008, 219) noted, “It is very 
doubtful that the insurance market will touch this risk any time soon.”

Turning to lenders’ concerns, Palmer noted that the high level of competition 
and low interest rate spreads mean that there is little room in the banks’ pricing 
for political risk investment insurance premiums even if such coverage is 
desired. Moreover, the Argentine situation has induced many banks to look very 
carefully at their insurance contracts. There is particular concern over the wait-
ing periods before a claim can be made. The result is greater selectivity by some 
banks as to when and where they seek coverage. Hence, difficult markets like 
those of Venezuela and the Democratic Republic of the Congo or complex 
financing structures with long tenures still attract interest in securing political 
risk investment insurance coverages.

Banks, of course, remain interested in comprehensive coverage (sometimes 
referred to as sovereign nonpayment coverage). Palmer noted that this coverage 
has become an important product for many insurers and expects that it will 
remain so. Banks can be expected to continue their efforts to stretch the param-
eters of this coverage with respect to the length of tenor, the type of loan struc-
ture, and, more important, the definition of “sovereign.” From a Basel II 
provisioning perspective, banks will continue to push insurers to narrow the 
conditionality of their insurance policies so that the insurance is as close as pos-
sible to a guarantee.

Palmer expects that local currency financing and mezzanine financing will 
continue to grow and that these trends will generate some modest opportunities 
for insurers.

With the surge in private sector insurance capacity and the desire of public 
insurers to not displace private insurers, public sector providers face an extra 
challenge in both maintaining a healthy portfolio of risks and finding meaningful 
roles for themselves in the industry. Palmer noted that public sector insurers 
provide stability in the market, both in terms of providing capacity in difficult 
markets on a more sustained basis (because of high country limits) and in terms 
of pricing (if private capacity does become limited). Reinsurance arrangements 
between public and private insurers have benefited both parties. Coinsurance 
arrangements have allowed public sector insurers to leverage capacity from the 
private market for investments that a private insurer may be unwilling to ven-
ture alone because of risk considerations.

Palmer noted that some clients will continue to prefer a public sector insurer 
for various reasons. Many public insurers have a mandate to serve smaller inves-
tors that might otherwise be overlooked because of their size. Although public 
insurers are often viewed as cumbersome in terms of their processing times 
(especially because of their concern with environmental and social issues), in 
some circumstances this processing delay can be an attractive feature to inves-
tors because of the insurers’ rigorous analysis of these issues.

Palmer noted that relations between public and private insurers will continue 
to evolve. Public insurers might well be the innovators in responding to investor 
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needs and pushing the boundaries of traditional political risk investment insur-
ance coverage.

In sum, Palmer noted that there is little to indicate any revolutionary changes 
to the political risk investment insurance market in the medium term. Insurers 
will continue to track trends in demands and will modify their coverages to 
accommodate developments in financing structures.

Reflections
Palmer’s prediction on pricing was generally accurate in that she argued that 
prices would remain low barring widespread claims. The credit claims of 2008 
and 2009, along with perception of increased risk, did put pressure on pricing 
for all lines of cover offered by political risk insurers. Despite the actions of 
Hugo Chavez and others, there has been no dramatic resurgence in demand 
for political risk investment insurance and, in fact, the financial crisis has had 
a dampening effect on the demand for coverage by banks and equity investors 
as well.

Palmer suggested that pricing of multicountry portfolios would remain a 
problem. In fact, it seems that multicountry political risk investment 
 insurance portfolios were handled straightforwardly in the private sector until 
quite recently, as insurers have begun to reconsider the effect on their aggre-
gate exposures. Palmer foresaw that there would be modest opportunities for 
coverage of local currency financings. This prediction appears to have been 
accurate, although many insurers are still struggling with the technical diffi-
culties of providing such coverage. Intellectual property has not yet emerged 
as a product, although there is renewed discussion about it. With the growth 
in the private market and the stagnation in overall demand, some public sec-
tor providers have struggled to maintain a healthy and balanced portfolio; 
however, this situation appears to be the case for some, but not all, public 
insurers.

D. Greg Ansermino
Greg Ansermino, a director with Standard Bank of South Africa, provided some 
analyses from the perspective of a user of political risk investment insurance. 
With respect to supply-side drivers, he noted several trends. First, he observed 
that public sector insurers are becoming more sophisticated and working better 
in coinsurance and reinsurance relationships with their private sector counter-
parts. However, there are signs of “crowding out” of private insurers as some 
public insurers are becoming less focused on being “insurers of last resort.” 
Public insurers are increasingly citing their deterrent capabilities. Elaborating on 
this situation, Ansermino noted that insurance consumers are becoming more 
sophisticated regarding their political risk investment insurance requirements; 
he made the distinction between a “hard” cover and a “soft” cover. In the former 
case, the insurer underwrites on the basis of expecting minimal recoveries. In the 
latter case, the insurer may have a multitude of other relationships with the host 
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government through the insurer’s shareholders or related entities, which can 
potentially influence both the host government’s initial actions and its subse-
quent actions—including recoveries. Thus, the “soft” insurer becomes an active 
participant in risk mitigation. Ansermino argued that more astute project spon-
sors are beginning to understand this value; the future debate will be over the 
value of this “hard” versus “soft” difference.

Two other developments are cited on the supply side. First, some develop-
ment finance institutions are now offering guarantee products that function as 
political risk mitigation tools. Second, some developing countries are creating 
and expanding their own export credit and investment insurance capabilities—
often at submarket pricing. In both cases, it remains to be seen whether these 
two developments will affect the traditional political risk investment insurance 
market.

In sum, on the supply side Ansermino foresaw that political risk investment 
insurance capacity will increase and that pressure on pricing will occur in the 
medium term. The private market has already responded and is aggressively 
pricing in some preferred emerging market countries. With the public sector 
becoming more efficient and the private sector becoming more aggressive, the 
competition should benefit the consumer.

Ansermino next considered several fundamental macroeconomic factors that 
will shape the demand side for political risk investment insurance. Noting the 
burgeoning growth of the Chinese economy and the nascent growth of the 
Indian economy, Ansermino reflected on the implications for commodity mar-
kets. The amounts of iron ore, copper, cement, bauxite, and oil needed to fuel 
this growth will require massive new investments in many countries not known 
for political stability. Subsequently, the magnitude of the demand for political 
risk mitigation will be a challenge for traditional markets for political risk invest-
ment insurance. Adding to the complexity of this demand will be the complex-
ity of sponsors and off-takers from emerging market countries that are barely 
investment-grade themselves. Weaknesses in the U.S. economy, globalization, 
and the energy crisis will all contribute additional complexity to the political 
risk situation for investors. Ansermino noted that in 2005, a few resource-risk 
developing countries (such as Bolivia and Venezuela) were already yielding to 
the temptation to flex their new-found bargaining strength. The challenge of 
mitigating political risk in the unstable Middle East will be of great importance 
to secure access to oil.

With respect to regulatory drivers, Ansermino asserted that the implications 
of Basel II will have profound consequences for the use of political risk invest-
ment insurance by the banking sector. The introduction of the Basel II require-
ments has reopened the debate around the value of such insurance; these 
requirements will have a fundamental effect on pricing and on the way that 
insurers and bankers interact. Although this process was still in its infancy, it was 
clear to Ansermino that banks will be spending much more time assessing risk 
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and evaluating the cost to them of self-insurance versus political risk investment 
insurance.

Ansermino noted that high levels of corporate liquidity have made project 
finance less attractive; banks have been forced to look for new uses of their own 
capital. This has spurred innovation in structuring deals—including the manage-
ment of political risk. Revenue streams denominated in local currencies pose 
particular risk management challenges for lenders without adequate hedging 
products to turn to—thus creating an opportunity for insurers. Ansermino 
(2008, 235) did not venture a forecast, but observed that “it will be interesting 
to see how this issue plays out.”

Ansermino concluded by asserting that macroeconomic factors (especially 
growth in China and India) will create a boom in the commodity cycle that will 
result in the expansion of capacity in a number of developing countries—thus 
creating “demands for political risk capacity on an unprecedented scale.” This 
will particularly be reflected in the energy sector—with the Middle East con-
tinuing to be unstable. China has been and will continue to be particularly active 
in trying to ensure security of supply.

Political risk mitigation has been and will continue to be a priority in struc-
turing new investments into emerging markets. Consumers are becoming better 
informed and more selective in their selection of political risk investment insur-
ance coverages. “Pricing will become more transparent and consumers will 
demand more sophisticated products from insurers…. users will be looking for 
answers to the local currency issue” (Ansermino 2008, 236)

Ansermino assumed that there will be an increase in absolute demand for 
political risk investment insurance coverages as well as improvements in the 
quality of the coverage. In the future, the private market will stretch and com-
pete less with public sector providers—which will presage an increase in pricing. 
Other factors will affect the market, including the offering of guarantees by 
development finance institutions and the role of entities like Sinosure. There is 
likely to be a higher degree of cooperation between public and private insurers 
to use their available capacities more effectively. Traditional coverages will be 
reviewed, and greater scrutiny will be given to breach of contract coverage.

Reflections
Ansermino projected that development finance institutions offering guarantee 
products and developing countries’ growing political risk investment insurance 
capabilities will increase supply, which will, in turn, put pressure on pricing. The 
effects of these developments seem to have been relatively modest and do not 
seem to have greatly affected political risk investment insurance pricing, but 
instead have made sourcing of cover somewhat more challenging and confusing. 
The growth of Sinosure does seem to have mitigated the projected challenge to 
political risk investment insurance capacity because it has supported Chinese 
investors’ aggressive moves to secure resources. There was and is relatively little 
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interest by Chinese investors in pursuing political risk investment insurance 
coverages from private insurers.

Basel II has somewhat changed the demand for political risk investment 
insurance coverages, but it has more directly affected the growth of the 
medium-term credit market. For insurers that offer both political risk invest-
ment insurance and credit, the latter is growing much faster than the former, a 
situation that is driven by several phenomena, but probably most significantly 
by Basel II.

Ansermino argued that pricing will become more transparent, which has been 
the case for credit cover—generally about 70 percent of bank margin. Political 
risk investment insurance pricing, which is still driven by a number of complex 
factors, seems not to have been affected. Ansermino’s prediction that political 
risk mitigation will be a priority in structuring new extractive industry invest-
ments in emerging markets has not been manifest in dramatically increased 
demand for political risk investment insurance. (Local currency products and 
public-private cooperation have been addressed elsewhere.)

Julie Martin
As chair of the original 2006 panel on the future status of the political risk 
investment insurance industry in 2010, Julie Martin expanded on her oral com-
ments at the symposium and wrote a brief paper that was included in the result-
ing symposium book. Reflecting her extensive experience as both an underwriter 
and a broker, she argued that the political risk investment insurance industry is 
widely misunderstood and suffers from appearing esoteric. One way for the 
industry to both clear up some of the misunderstanding and reduce the element 
of mystery is to make available more information about claims made, resolved, 
denied, and paid.

Greater transparency regarding claim information is hindered by concerns 
about confidentiality and potential adverse effects. However, Martin proposed 
that many of these concerns can be resolved by the aggregation and disclosure 
of data by the Berne Union in a format that does not compromise confidential-
ity issues. As of 2006, she noted that only very limited claims information had 
been made available by the Berne Union.

There are two important benefits resulting from more transparent disclosure 
about claims matters. First, the disclosure will reduce the amount of skepticism 
about political risk investment insurance. Brokers and underwriters who are 
asked whether claims have been paid in a particular country or sector are lim-
ited to their own personal knowledge because there is no credible industrywide 
source of information to cite. This situation can result in some investors assum-
ing that either there is no risk or this type of insurance does not pay out, an 
assumption that fundamentally hurts the entire industry. Better information 
would dispel both of these inaccurate assumptions.

Second, consumers need to be educated about what is covered and not cov-
ered in political risk investment insurance policies. Credible information about 
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claims matters sheds a very illuminating light that benefits both underwriters 
and investors. Publicly available information about claims matters allows under-
writers to more credibly represent exactly what product they are selling and 
what it covers; the tangible interpretation of widely used policy language would 
make the value of political risk investment insurance clearer to both brokers and 
investors.

Martin argued that consumers want to know how the product works so that 
they can determine if it is a good fit for them. They want to know that if a 
politically triggered event occurs, then the coverage will respond—and how it 
will respond. Public disclosure of claims matters will help convince wary con-
sumers that political risk investment insurance is both effective and responsive. 
The entire industry would benefit from a broader, deeper market of clients who 
are better informed and knowledgeable about when and where to purchase 
political risk investment insurance.

In general, Martin noted that the more factual the information that can be 
released about claims, the better it is for prospective insureds. OPIC’s trans-
parency and disclosure about claims matters has benefited many parties and is 
an indicator of the benefits that could occur from a broader industrywide 
disclosure.

Martin acknowledged that although there may be a few adverse effects to 
insurers from such disclosure about claims matters, the benefits will far out-
weigh the down side. Such disclosure will contribute to reducing skepticism 
and to developing a more robust industry whose product is more clearly 
valued.

Reflections
Although Martin fell short of making a specific forecast regarding when and 
how more extensive industrywide disclosure about claims matters will take 
place, there clearly has been some progress—as evidenced by several of this 
symposium’s papers. With its gradually expanding membership, the Berne 
Union is clearly the organization best positioned to assemble and disseminate 
such information, but it is currently limited by its small number of staff mem-
bers and the fact that not all significant political risk investment insurers are 
members.

It is hoped that an annual aggregate disclosure by the Berne Union on claims 
matters will be in a user-friendly format that will allow investors to more 
clearly and quickly discern the value of the political risk investment insurance 
product.

Although the amount of information that can be disclosed is limited by 
confidentiality, lessons learned also need to be shared with consumers of the 
product and not just among members of the Berne Union. For example, one 
Argentine claim denial became public, which shed light on how the claim was 
placed by the broker and considered by the underwriter. Several lessons drawn 
from this claim have been integrated into subsequent placements.
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The claims process and the issues that surface regarding policy language 
should be shared more broadly to provide a consistent and clear basis for 
understanding the political risk investment insurance product.

Learning and Looking Forward

Critical Events and Developments of the Past 12 Years
Before a reflection on the lessons to be drawn from a dozen years of trying  
to forecast the future of the political risk investment insurance industry,  
it is useful, in at least in a macro sense, to note what has happened in this 
period.

•	 Industry Players: Over the past dozen years, there have been some new 
insurance entrants—both with the formation of new public entities and with 
some new private insurers. Some existing public sector insurers have gone 
through periods of “dormancy” before resuming their political risk  investment 
insurance activities. However, the persistent number of insurers who have 
remained in the political risk investment insurance field should not be 
 overlooked. Capacity has ebbed and flowed, but in general, about US$1 
 billion is available for any single project. The near collapse of AIG, a  dominant 
player in many lines of insurance (including political risk investment), was 
noteworthy.

•	 Public versus Private Insurers: In the late 1990s, there was a fair amount of 
jostling, competition, and clashes between some public and private insurers 
as the latter sought their “rightful” place in the market. By the early 2000s, 
this situation had given way to increased cooperation, which was a product 
of many factors—accommodations by some public insurers, private insurers 
that focused on unserved market segments, and added public sector policy 
requirements that made private insurance more attractive (and whose acqui-
sition could be accomplished with greater speed and less hassle). But at the 
root of this cooperation was a simple reality recognized by many industry 
veterans: In the political risk investment insurance area, there is more than 
enough risk for everyone who wants it. An insurer’s success need not come 
at the expense of others.

•	 Buyer’s Market: Much more political, economic, and financial information is 
readily available in the international arena, which should allow investors to 
better assess and manage political risks. Thanks in part to the growth in the 
numbers of political risk investment insurers and the stagnation in FDI flows, 
buyers have more political risk management alternatives now than in the early 
1990s.There are more adroit, experienced underwriters and brokers available 
to assist investors in their risk transfer needs. The diversity of insurers allows 
for the possibility of procuring coverage even in poor and difficult countries. 
Private and public insurers have become more comfortable with various modes 
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of coinsurance and reinsurance with one another; this works to the advantage 
of investors seeking coverage of large and complex projects. Compared to 
other forms of insurance, rates have remained reasonable.

•	 Product Development: In general, the perils covered by the political risk 
investment insurance industry have remained the same: inconvertibility, 
expropriation, political violence, and breach of contract and nonpayment. 
Over the years, these products have been applied to various forms of 
 investment—such as capital markets. The core product offerings have 
remained stable. This stability is viewed as a strength by those who admire 
resiliency and a weakness by those who seek products that are more respon-
sive to changing circumstances.

The most significant recent development, in terms of business that has been 
underwritten, is the coverage of credit risks of private sector entities. Although 
this coverage might appear to be a separate line of business, it is provided by 
many political risk investment insurance underwriters and will positively (or 
negatively) affect their ability to provide traditional political risk investment 
insurance coverage. Although the lines are blurred, the distinction seems to be 
that payment risk of a private sector entity is a credit risk, but the same coverage 
of a public sector entity is a political risk.

The “sparks” in product development of political risk investment insurance 
seem to have great difficulty in “catching fire” and becoming major industry 
innovations. Certainly, the swift private insurance initiative in writing stand-
alone terrorism coverage was noteworthy. But the failure of OPIC’s liquidity 
devaluation product to catch on and the difficulty of covering intellectual 
property rights despite the demand for these products seem to be more 
typical.

Looking Back at the Forecasts of the Future of the Political  
Risk Investment Insurance Industry
In the beginning of this paper, it was suggested that the challenge of trying to 
steer down a mountain road in a vehicle with a mud-covered windshield might 
be a relevant metaphor for the political risk investment insurance industry. 
Looking back and understanding where one has been is important (the rearview 
mirror), but so is trying to peer forward through a murky windshield. Moreover, 
one should not ignore many other factors—the equivalent of using one’s periph-
eral vision to pick up useful information about the perils ahead, the “sound and 
feel” of the road, and a poised foot cautiously resting on the brake pedal—that 
can contribute to successful navigation of a dangerous road.

Metaphors aside, it is useful to remind ourselves why we try to forecast at 
all—regardless of the industry. If one underestimates the market of the future, 
one can suffer from lost sales opportunities, dissatisfied customers, insufficient 
resources to meet demand, and the high likelihood of missing significant 
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 market turns. If one overestimates the market, one can suffer from underused 
resources, wasteful costs, and reduced cash flow. (In the case of public 
 sector entities, one might say that—either because of underestimating or 
 overestimating the market—they failed to achieve a mission in an optimal 
fashion.) In either case of mis-estimation, the credibility of management suffers 
and an opportunity is lost for managers to demonstrate their competency and 
improve their understanding of the business.

Reviewing more than 80 papers written over a 12-year period by experts in 
a somewhat esoteric field of political risk investment insurance is a humbling 
experience. It is clearly difficult enough for anyone in the political risk invest-
ment insurance field to understand the current situation, much less to attempt 
to forecast the future—when in doing so one might be subject to the proverbial 
“slings and arrows” of superiors, subordinates, and peers. The personal rewards 
of forecasting the future do not seem commensurate with the personal risks. 
Yet it obviously needs to be done.

The political risk investment insurance industry is not alone with respect to 
having difficulty foreseeing future developments; this case is true in many 
fields. However, articulating the specific difficulties faced by participants in this 
industry when looking into the future is worth noting. The limitations include 
the following:

1. The paucity of historical data, systematically collected, on an industry basis 
precludes many types of analysis. In particular, data on claims and recoveries 
are lacking. Although one knows one’s own firm’s experience, counterpart data 
from other entities can only be crudely estimated. (Hence, there were pleas 
from many individuals over the years for the Berne Union to take a leadership 
role in the area of providing statistics.)

2. Even if systematic insurance claims loss data were available, it would only 
partially capture the extent of investment losses that have occurred. Because 
the overwhelming majority of FDI into emerging and developing markets is 
uninsured, total political risk losses are unknown. Hence, most of the recent 
nationalizations in Venezuela were of investors who did not have coverage. 
(This was also the case in Iran in the 1970s and Cuba in the 1950s.)

3. The diversity of eligibility and policy criteria that restrict the activities of many 
political risk investment insurers has created a nonhomogeneous industry. The 
presence of national, multilateral, and private insurers, as well as of various 
kinds of financial guarantees, contributes to a complexity problem. (Hence, 
the argument from some that the political risk investment insurance industry 
isn’t even a business (Ascari 2010).)

4. The small size of the political risk investment insurance industry relative to 
other insurance sectors means that it is particularly vulnerable to factors and 
events in other sectors (especially in obtaining reinsurance). In addition, in 
some large private insurers, political risk investment insurance underwriters 
have a sense of isolation from the mainstream of their organization’s business. 
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In some public sector entities, there is a similar sense of isolation in the face of 
much larger trade-related business.

5. Estimating the effects of adverse selection and “competition” from self- 
insurance is particularly problematic as one tries to look into the future. 
What assumptions are reasonable to make about the risk management prac-
tices of state-owned enterprises or sovereign wealth funds? Are such entities 
likely to self-insure? Or will they rely only on national insurers?

6. The implicit—or occasionally explicit—effects of these limitations means 
that industry participants are most comfortable in talking about the present 
situation and, occasionally, in identifying what trends are likely to continue, 
what trends are likely to change, and what is novel. Although these topics are 
certainly welcomed by most industry participants, they usually fall short of 
any type of holistic or systemic view of the political risk investment insur-
ance industry. Hence, industrywide analyses are rarely undertaken (and made 
public) unless there is an unusual stimulus. For example, the creation of 
MIGA in the late 1980s occasioned such a review, as did the entry of a new 
reinsurer (Swiss Re) to the political risk investment insurance market.

Certainly as part of internal budgetary or legislative reviews, many of the 
national and multilateral agencies regularly produce internal estimations of 
future business in terms of “high, low, and likely outcomes” or “possible, proba-
ble, or preferred outcomes.” In slightly modified fashion, some private insurers 
also undertake such annual reviews. These forecasts tend to state their funda-
mental assumptions and then vary certain other factors under their control (for 
example, budget size, personnel numbers, and so on). A rigorous “alternative 
futures” analysis is rarely undertaken (in part because of the limitations noted 
previously).

As a result, little rigorous attention tends to be given to the potential sources 
of bias that even “armchair [political risk investment insurance] forecasters” 
need to guard against. From our review of these articles from previous symposia, 
there seem to be four sources of bias that are of particular note:

1. Recency bias: The tendency to use only the most recent events when 
 extrapolating trends into the future; the latest “big” event” is not always a 
 “turning point”

2. Optimism bias: The tendency to succumb to the innate bias (that psychologists 
tell us that we all have) to be optimistic

3. Bureaucratic or political bias: The tendency, stemming from an acute awareness 
of the internal dynamics of one’s organization, to hew to an institutional 
 position or to one’s boss’s position

4. Cynicism bias: The tendency (usually implicit) to view nearly all forecasts 
as futile; the view that any one institution—and perhaps the industry 
 collectively—is a “cork in the ocean” whose path is shaped by macro forces 
beyond anyone’s knowledge or control
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Drawing Lessons from Past Forecasting Efforts: Practical  
Foresight and Humility
It is obvious that the political risk investment insurance industry (and the 
individual entities composing it) is buffeted by many trends, uncertainties, 
and challenges that are difficult to understand. It is also clear that there is 
considerable evidence of greater rather than lesser prospects for global, 
regional, and national disruptions and shocks in the future. Hence, forecast-
ing methods that rely heavily on past patterns (for which the political risk 
investment insurance industry has precious little data) are less likely to be 
relevant in foreseeing what will happen tomorrow and when it will happen. 
In a world with seemingly growing complexity and ambiguity as to what will 
happen, one needs to pause and address the basic question: What then is to 
be done?

A business guru might generically reply that what is needed is a nimble, 
resilience-focused, forward-thinking organization that has learned to identify 
emerging trends and “tipping points” so as to help them flourish in an ever-
more-competitive and complex world. Although superficially appealing, that 
abstract level of response contains little in terms of practical, actionable steps 
for members of the political risk investment insurance industry. So one might 
ask: What practically is to be done? It is useful to address that question by dif-
ferentiating between short-term actions and longer-term actions.

In the long term, the foundation should be building an organization with wider 
global knowledge obtained from many more external sources and adequate (if 
not enhanced) cognitive skills to chart the organization’s best future course. In 
particular, a political risk investment insurer needs to have leadership and a staff 
that seeks mastery of the following skills:

1. Trend assessment: The competency to understand the current and immediate 
future trend directions, to assess their likely effect on one another, and to 
respond in a timely and appropriate manner

2. Pattern recognition: The ability to see patterns rather than just individual  factors; 
the ability to identify important anomalies

3. System perspective: The capability to see the entire insurance and reinsurance 
system rather than individual pieces (that is, to see the “big picture”)

4. Anticipatory capabilities: The ability not only to identify trends and patterns 
and to understand the system, but also to anticipate the short- and long-term 
consequences of those trends and patterns over time

5. Logic and instinct: The willingness to rely on a combination of logic and instinct 
(especially when purely rational data analysis is so difficult to undertake)

Organizations that enable and encourage their people to develop these 
 competencies (or “foresight skills”) can acquire and maintain a sustainable 
future-oriented edge in the marketplace. The absence of these competencies 
obviously dooms an organization to failure.
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Public sector political risk insurers face a particular challenge in dealing with 
the periodic upheaval of their top management as a result of changes in admin-
istrations. It is rare that the new leadership has any experience in the insurance 
industry, or perhaps even in international business. This situation places an 
enormous burden on the senior civil servants to successfully communicate the 
esoteric nature of the political risk investment insurance business and to cooper-
ate in bringing the new management up to speed. In parallel fashion, there is an 
enormous need for the new political leadership to have initial confidence in the 
existing managers and to learn the business quickly. If there is failure in either 
case, stagnation or decline is likely.

In the short term, there are obviously specific actions that must be taken 
within each political risk investment insurer to address specific shortcomings 
previously identified. These actions may take place in recruitment, training, 
marketing, underwriting, or management. Because of the uniqueness of these 
actions to each organization, they are impossible to identify in a paper such as 
this. However, there are some generic short-term actions that can be described.

Reactive versus Proactive Mindset
Many previous symposium participants have pointed with pride to the indus-
try’s history of reactive adaptation to new challenges, including the swift devel-
opment of a stand-alone terrorism coverage and their ability to “stretch” some 
existing coverages into novel new uses. A certain behavioral mode of insurers 
responding to brokers and buyers that push for a new application of traditional 
coverages to new circumstances has become the norm. However, there is a “dark 
side” to this mindset. It is considered “normal” to be reactive. Many insurers lack 
a proactive tradition of investing in research and new product development in 
anticipation of fulfilling investor needs. This proactive mindset is not an alterna-
tive to the reactive mode, but an addition to it. Therefore, it is useful to retro-
spectively ask questions: Was the industry response to Basel II prompt and 
adequate? Could the industry have better anticipated the needs of investors? 
Then one is better positioned to address the question: What should the industry 
do to better respond to the opportunities created by Basel III?

Opportunities abound for more tailored political risk investment insurance 
coverages for certain sectors. One need not be an international economist to 
know that oil and gas exploration and development is a sector that has attracted 
and will continue to attract a great deal of investment in emerging markets over 
the next decade. Why has so little of this investment been covered by political 
risk insurers historically? Is it because the insurers have not invested in the 
development of appropriate contract language? The same can be said of intel-
lectual property rights coverages, which have intermittently been explored by a 
few insurers over the past 20 years, but have not yet yielded an appealing prod-
uct. The point is that a less reactive and more proactive mindset is likely to open 
new avenues for growth for insurers who are willing to devote the staff time to 
develop new applications of traditional products.



110 A World Bank Study

Berne Union
In the short term, the potential benefit to Berne Union’s members for it to col-
lect and disseminate important information from those members for the benefit 
of those members is difficult to overestimate. Hammering out agreements with 
respect to what data are collected, how they are collected, how they are aggre-
gated to protect confidential information, and when they are to be collected is 
always difficult in multilateral entities or associations. Moreover, there is no 
shortcut to the labor-intensive nature of the task—which at its core requires an 
initial set of political decisions by its members. And although forging consensus 
is always desirable, a time may come when the benefits foregone induce a 
majority subset of the members to decide to pool specified information among 
themselves and—while sharing it among themselvesdeny it to the minority who 
are unwilling or unable to contribute information to the process. (In other fields, 
this has produced a successful outcome.)

Originating and Disseminating Information about the Political  
Risk Investment Insurance Industry
Individual underwriters and brokers have websites and brochures, and they 
regularly attempt to market their political risk investment insurance services in 
other ways. However, there is a general paucity of information that dispassion-
ately analyzes and comments on political risk investment insurance industry 
developments. Articles heightening awareness of the industry’s capabilities and 
specific, innovative, precedent-setting deals (especially those written by a user 
of industry coverages) benefit everyone in the industry. Articles published in 
academic, legal, business, insurance, banking, and accounting professional jour-
nals about political risk investment insurance are of particular benefit. Creative, 
junior staff members at political risk investment insurers, perhaps guided by 
their more senior colleagues, should be encouraged to write for such journals. In 
the same spirit, case studies that detail exactly how innovative financing and 
investment insurance can work together to enhance the feasibility and viability 
of a project are exceptionally valuable.

A Concluding Thought
Notwithstanding the previously mentioned possible short- and long-term actions 
that might be taken, one should recall that by its nature the insurance business 
is inherently conservative—and that this quality is one of its strengths. Warren 
Buffet has reportedly said that the insurance business is a very simple business 
in which one can be very successful if one strictly follows three simple rules:

1. Underwrite prudently.
2. Operate and invest prudently.
3. Don’t do anything else. The third rule is the most important, is the most difficult 

to follow, and is the reason—if violated—that insurance companies tend to get 
in trouble.
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Epilogue

Every year brings new individuals to the political risk investment insurance 
industry. One of the passions these individuals tend to have is a desire to bring 
greater rigor and rationality (or science) to bear on the challenge of balancing 
the risk transfer needs of investors with the prudent risk assumptions needs of 
insurers. Often they come equipped with new statistical, economic, or legal 
insights that will “solve” the extant problems. Although such new blood (and 
new thinking) is always welcomed, it does bring to mind the story of the young 
systems engineer-turned-pilot who was flying North Pacific routes.

Dismayed at the unscientific approaches of older pilots, he developed a 
complex model based on years of data involving hundreds of variables to plot 
how to “optimally” fly the Tokyo–to–San Francisco route. Although older pilots 
were skeptical, the young pilot was allowed to load the model into the plane’s 
computer and, setting the plane on autopilot, he confidently flew the route—
only to end up in San Francisco Bay about 200 meters short of the runway. 
Rescue workers found the pilot strapped into his seat, still smiling broadly. 
When asked why he was so happy after crashing the plane, he cheerfully noted 
that considering he flew all the way from Tokyo, 200 meters was not much of 
an error. Moreover, he noted that he was on schedule and had minimized fuel 
consumption!

This story contains a number of insights for those in the political risk invest-
ment insurance industry. First, however scientific one’s underwriting system, 
relying solely on it (as on an autopilot) is foolish—especially when timely 
human intervention can help avoid a catastrophe. Second, one should be wary 
of making precise forecasts too far in advance when circumstances can change. 
(In this case, when leaving Tokyo the pilot could have selected a general route 
and adjusted the course as conditions changed—especially near the end). 
Clearly, considering all the uncertainties, one’s forecasts should not extend 
beyond what is prudent—especially when one will acquire new information in 
due course. Third and finally, rigor and rationality can bring considerable bene-
fits, but if one wants a successful career (either in flying or in political risk 
investment insurance underwriting), good judgment and common sense still 
matter.An experienced pilot could have easily been able to combine the exper-
tise of the young pilot in terms of timeliness and fuel savings with a few prudent 
last-minute adjustments to successfully complete the flight.
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