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Wars and terrorist attacks will never fit traditional frameworks for assessing risk. But that does not mean they can’t be covered.
Kai-Uwe Schanz and Doron Zimmermann outline a new intelligence-based model for underwriters.

onventional wisdom dictates
that political risks such as war,
terrorism and civil unrest
largely defy risk modelling, so
are impossible to insure against.

There is also a significant accumulation
risk - many individual risks being affected
by a single event - which makes commercial
insurers tend to shy away from offering
cover.

Public or public-private substitutes only
partially meet risk transfer and
management needs, particularly as
globalisation and international economic
integration increase exposure to political
risk. How can this “market failure” be
addressed?

This article outlines a new information,
knowledge and intelligence-based model
for writing political risk insurance (PRI)
commercially. We explain how your
company can use it — and why it has the
potential to generate underwriting profits.

Only lower-risk and lower-frequency

threats such as riots and strikes are insured
against at present. The industry avoids
terrorism and war-like risks because of the
potential for huge loss and accumulation.
Nonetheless, the capacity of the
commercial terrorism insurance market has
grown from $50m (£33.8m) in 2000 to
$1.4bn in 2008, according to Willis.

A niche market has developed for smaller
risks such as expropriation and contract
frustration. It mainly serves investors and
banks exposed to emerging market risks.
According to Swiss Re, this market’s
standalone volume is estimated at $600m
to $700m. Combined with commercial
credit risk, it generates about $5.5bn of
premium income.

The main players in this market include
state-owned export credit agencies, private
sector companies such as ACE, AIG and
Chubb, Lloyd’s syndicates such as Catlin,
Hiscox and Liberty, and credit insurers such
as Atradius, Coface and Euler Hermes.

It's hard to gauge the potential of an
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enlarged market that would include higher
risks. These are generally excluded from
property insurance policies, but are
partially covered in marine, aviation and
other speciality insurance policies, usually
for an extra premium.

No reliable market figures are available
but we can make assumptions. Assuming a
2% share of political risk premiums in total
property and marine, aviation and
transport (MAT) premiums, there is a
global market potential of close to $10bn.
Swiss Re says the world’s non-life insurance
markets were worth $1.6 trillion in 2007.
We further assume that the property and
MAT lines account for 20% and 5%,
respectively, of total non-life premiums.

Itis impossible to quantify the specific
economic and social costs associated with a
lack of PRI cover. It is obvious, however, that
it hurts trade flows, foreign direct
investments, travel, construction, the
utilities sector, hotels/leisure and many
other activities vital to society.

We all remember the aftermath of
September 11, when air travel came to a
virtual standstill and needed massive
government intervention. In general,
appropriate PRI cover can alleviate the
paralysis caused by massive political risks
by at least mitigating its financial
consequences.

The credit crisis has highlighted the
shortcomings of a primarily quantitative
and backward-looking approach to risk
management. Respective risk models
spectacularly fail to address the possibility
of market dislocations and disruptions:
modelling the future by extrapolating the
past leads to impasse, irrespective of the
degree of quantitative sophistication.

According to the traditional model, risk
around high-severity events cannot be
measured satisfactorily, accumulation risks
are incalculable as multiple lines of
insurance are affected, and maximum
losses are simply not manageable. We
challenge some aspects of this thinking.






